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2 INTEREST EQUALIZATION TAX ACT

“SEC. 4911, IMPOSITION OF TAX.

‘“(a) INn GENERAL.—There is hereby imposed, on each acquisition by a United
States person (as defined in section 4920(a) (4)) of stock of a foreign issuer, or
of a debt obligation of a foreign obligor (if such obligation has a period remain-
ing to maturity of 3 years or more), a tax determined under subsection (b).

“(b) AMOUNT QF TAXx.— e e e

“(1) Sro0rR.—The tax imposed"by.subsettloni (a) on the acquisition of
stock shall be equal to 15 percent of the actual value of the stock.

“(2) DesT OnLIGATIONS.—The tax imposed by subsection (a) on the
acquisition of a debt obligation shall be equal to a percentage of the actual
value of the debt obligation measured by the period remaining to its maturity
and determined in accordance with the following table :

. The tax, as

“If the period remaining a percentage of
to maturity is: ' ' . actual value, is:
““At least 8 years, but less than 814 years.. v veceocceccocaeae 2.756 percent
. At least 814 years, but lesy than 414 years..... e —— e ——— 3.55 percent
At least 414 years, but 1ess than 514 years. .o o cmameeo. ~——— -~ 4.35 percent
At least 514 years, but less than 634 years oo coocccmcmacnn 5.10 percent
At least 614 years, but less than 714 Fears. . e ome cecvceacan 5.80 percent
At least 714 years, hut less than 814 years_ . . 6.50 percent
At least 834 years, but less than 914 years...c.eoccuevcancnaa-== 710 percent
At least 914 years, but less than 1014 years_ .o cmmem—————— 7,70 percent
. At least 1034 years, but less than 11% years..._.o.--- e —————— " 8.30 percent
At least 1114 'yéars, but less than 13% years_ o cocvonean 9.10 percent
“ At least 1314 years, but less than 1614 years .o oooooooo 10.30 percent
At least 1814 years, but less than 1834 years__coeoocococeoeeou -11.35" percent
-At least 1814 years, but less thanp 2144 ¥eArs. .y cacacocoacans 12.25 percent
At least 2114’ yedrs, but less than 2314 years..o-ceen-. - 13.05 percent
At least 2314 years, but leéss than 2614 years_ o cccacacmmcnac 13.75 percent
" At least 2614 years, but less than 2814 years —ocooao. mm——— 14.85 percent
2814 years Or MOre ceee v mnivmacma——— hebmmmcs et e o 15.00 percent

“(e) PERSONS LIABLE FOR TAX.— -
*(1) I~ cENeraL—The tax imposed by subsection. (a) shall be paid by
the person acquiring the stock or debt obligation involved.

*(2) CROSS REFERENCE.—

“For imposition of penalty on maker of falie certificate in liea of ér in addition to
tax on acquisition in certain cases, see section 6681, - . C

“(d) TERMINATION OF TAx.—The tax imposed ‘b5y_‘s,u,bsection (a) shall not
apply to any acquisition made after December 31, 1965.
“SEC. 4912. ACQUISITIONS. :
© “(d) IN'GENERAL—For purposes of this chapter, the term ‘acquisition’ means
any purchase, transfer, distribution, exchange, or other transaction by virtue
of which ownership i8 obtained either directly or'through a nominee, custodlan,
or agent. A United States person acting as a fiscal agent in connection with
the redemption or purchase for retirement of stock:or debt obligations (whether
or not acting under a trust arrangement) shall not be considered to obtain
ownership of such stock or debt obligations, The exercise of a right to convert
a debt obligation (as defined in section 4920(a) (1)) into stock shall be deemed
an acquisition of stock from the foreign issuer by the person exercising such
right. Any extension 6r renewal of dh existing deht obligation requiring affirma-
t{)vﬁa a‘citio’n of the ‘obligee shall be considered the acqulsition of a new debt
obligation. : PSS S
“(b) SpeciArL RuLes.—For purposes of this chapter.— . E ,
‘(1) CERTAIN TRANSFERS TO FOREION TRUSTS,—Any transfer (other than in
a sale or exchange for full and ‘adequdte considertton) .of money- or other
property- to a foreign trust shall, if such trust acquires stock or debt obliga-
- tions' (of one or more forelgn: issuers or obligors) the direct acquisition of
which by the transferor would bg.sqﬁjg‘ctth'_ the 'tax imposed by section
4911, be deemed an acquisition by the transferor.(as of the time of such
transfer) of stock of a foreign issuer in an-amount equal to the actual
vajue of the money or property transferred or, if less, the actual value of
the stock or debt obligations so acquired by such trust, Contributions to a
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foreign pension or profit-sharing trust established by an employer, made
by an employee swho performs personal services for sucih employer on a full-
time basis in a foreign country (and is not an owner-employee as defined in
section 401(c) (3)), shall not be considered under the preceding sentence
as transfers which may be deemed acquisitions of stock of a foreign issuer,

““(2) CERTAIN TRANSFERB TO FOREIGN CORPORATIONS AND PARTNERSHIPS.—
Any transfer of money or other property to a foreign corporation or a foreign

partnership—
“(A) as a contribut!on to the capital of such corporatlon or partner-

ship, or
“(B) in exchange for one or more debt obligations of such corporation
or partnership, if it is a foreign corporation or partnership which is
formed or avalled of by the transferor for the principal purpose of
acquiring -(in the manner described in section 4915(c¢) (1)) an interest
in stock or debt obligations the direct acquisition of which by the
transferor would be subject to the tax imposed by section 4911,
shall be deemed an acquisition by the transferor of stock of a foreign cor-
poration in an amount equal to the actual value of the money or property
transferred. ‘L

“(8) ACQUISITIONS FROM DOMESTIC CORPORATION OR PARTNERSHIP FORMED
OR AVAILED OF TO OBTAIN FUNDS FOR FOREIGN 18S8UER OR OBLIGOR.—The acquisi-
tion of stock or-a debt obligation of a domestic corporation (other than a
domestte corporation described in section 4920(a) (3) (B)), or a domestic
partnership, formed or availed of for the principal purpose of obtaining
funds (directly or indirectly) for a foreign issuer or obligor, shall be deemed
an acquisition (from such foreign issuer or obligor) of stock or a debt
obligation of such foreign issuer or obligor.

“(4) REORGANIZATION EXCHANGES.—Any acquisition of stock or debt
obligations of a foreign issuer or obligor in an exchange to-which section
854, 353, or 356 applies (or would, but for section 387, apply) shall be deemed
an acqulsltion from the forelgn issuer or obligor in exchange for its stock or

for its debt obllgatlons.

“SEC. 4913, LIMITATION ON TAX ON CERTAIN ACQUISITIONS, .

" u(g) OERTAIN SURRENDERS, EXTENBIONS, RENEWALS, AND EXERCISES.—
“(1) GENERAL RULE.—If stock or a debt obllgatlon of a forelgn issuer or
obligor is acquired by a United States person as the result of— ,

“(A) the surrender o the !oreign obl{gor, for cnncellation. ot a debt
.obligation of such obligor: - -

“(B) the extension or renewal of an exlstlng debt obllgatlon re-
-quiring affirmative action of the obligee; or

“(C) the exercise of an option or similar right to acquire such stock
-or debt obligation (or a right'to convert a debt obligation into stock),

‘ then the tax imposed on such acquisition shall not exceed the amount de-
termined under paragraph (2) or (3).

© " %(2) GENERAL LIMITATION.—EXxcept in cases to which paragraph- (3) ap-
plies, the tax 1mposed upon an acquisition described in paragraph (1) shall
be limited to—

“(A) the amount:of tax imposed by seetlon 4911, less - .

“(B) - the amount of tax which would have been lmposed under sectlon
4911 if the debt obligation which was surrendered, extended, of re-
newed, or the option or'right which was exercised, had been: acqnlred
“ina transactlon subject to such tax immediately. betore such surrender,
extension, renewal; or exercise.

1 For purposes of this paragraph, a .defaulted debt obllgauon of the govern-
ment of a’'foreign country or a political subdivision thereof (or an agency
or instrumentality of such a government) which has been in 'default as to
princlpal for at least 10 yeatrs and which is surrendeéred in éxchange for

- . another debt obligation of-that government (or agency or instrumentality)
- gshall be deemed to have an actual valué and perlod remalnlng to’ maturity
equal to that of the debt obligation acqulred
. 4(8) SPEOIAT. LIMITATIONS.—-

ol #(A)- CONVERBIONS OF DEBT- OBLIOA'HONS INTO s'roox -—The tax imposed
upon an acquisition bf stock pursuant to.the ‘exercise of a ' xight to con.
vert a debt obligation (as defined in section 4920(a) (1)) into stock
shall be limited to—
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(1) tho amoitiit of tax which would have heen imposed by sec-

- tlon 4011 it the debt obligation, pursuant to scction 4920(a) (2) (D),

hnd beon treated as stock at the time of its acquisition by the person
exerclising thé right (or by a decedent from whom such:person ac-
quired the right by bequest or inheritance or by reason cf such dece-
dent's death), less :

© %(§1) tho amount of tax paid by the person excrolsing the right
(or by such decedent) as a result of the acqulisition of the convertible
debt obligatlon, - :

“(B) EXERCISE OF CERTAIN SHAREHOLDERS' RIoNTS8.—The tax imposed
upon an acquisition of stock or a debt obligation of a forelgn corporation
byh a United States person who is a sharcholder of such corporation,
where— .

- (1) the stock or debt obligation I8 acquired pursuant to the exer-
clse of an’option or similar right to acquire such stock or debt obll-
gation which was acquired by such person in a distribution by such
corporation with respect to ita stock, and

“(i1) such option or right by its terms expires or terminates
glg;ln a perlod not exceeding 80 days from the date so diatributed
m, ‘ . S
shall be limited to the amount of tax which would have been imposed by
“gection 4911 if the piice paid under such option or right wore the actual
value of the stock or debt obligation acquired. Lo
#(0) CERTAIN EMPLOYEE STOOK OPTIONS.—The tax imposed upon an
‘ acquisition of stock of a foreign issuer by a United States person pursu-
' ant to the exercise of an option or similar right descriled In section
4014(a) (7) shalt be limited to the amount of tax which would have
beon imposed under section 4911 if the price paid under such option or
o -right were the actual value of the stock acquired. ‘ :

M(b) OERTAIN TRANSFERS WHIOH ARE DECMED ACQUISITIONS.—/The tax imposed
nfon an acquisition which 1s deemed to have been made by reason of a tranafer
of money or other property to a foreign trust, ora forehgn corporation or partner-
ship, as descr{‘ped in section 4912(!1&3{)0; (2),shall be li )

(1} thé amdunt of tax imp y section 4011, less - o
4(2) the amount of tax pald by the transferor as the result of the transfer
+,-  belng othurwise taxable as an acquisition under thig chapter,

*SEC. 4914, EXCLUSION FOR CERTAIN ACQUISITIONS. ',

“(a) TRANSAOTIONS NoT CONBIDERED AOQUISITIONS.—~The term ‘acquisition’
shall not include~— - - : o ‘ e

(1) any transfer between a person and his nominee, custodian, or agent;

4(2) - any transfer described in section 4343(a) (relating to certain trans-

.- fers by operation of law from decedents, minors, incompetents, -financial
instituations, bankrupts, successors, forelgn governments and alfons, trustees,
and survivors) ; . . . .
¢ (8) any tranafer by legacy, bequest, or inberitance to & United: States

i+ .- parson, or by gift to'a United States person who is an individual;
“(4) any distribution by a corporation of its stock or debt obligations to
a shareholder with respect to or in éxchange for its stock ;

- .- %(B).-any exchange to which section 861 applies (or would, but for section
867, apply), whers the transferor:corporation was & domestic corporation
and.was engaged in the active conduct of a trade or business, other than as
a dealer in securities, immediately beforo:the Gate on which the assets In-
volved are transferred to the acquiring corporation ; :

- 4(8) any exerclse of a right to convert indebtedness, pursuant to its terms,
-, into stock, it such indedbtedness is treated as stock pursuant to section 4020
(a),(;!)(tlg):or . ey TP
“(7) the grant of a atock option or similar right to a United States.porson
who is an individual, for any reason connected with his employment by a
. corporation, 1f such option or right (A) is granted by the employor corporn-
tion, or its parent or subsidiaxry corporation, to purchase stock of any of
such corporations, and (B) bg fts terms {8 not transferable by sych' United
.. .Ntates person otherwise than uy will or the laws of descent and distribution,
.+ .and I8 exercisable, during his lifetime, only by him. .. .- 0 .«

. Lt
. i

mited to—

T
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“(b) Exouuokp Acquisrrions.—The tax imposed by sectlon 4011 shall not

apply to the acquisition—

(1) Tnx UNITED 8TATES.~—Of stock or debt obligations by an agency or
wholly owned instrumentality of the United States.

#(2) COMMERICAL BANK LOANB,—

“(A) Of debt obligations by a commeorcial bank in making loans in
thio ordinary course of its commercinl banking business.

*(B) Of atock or dobt obligations by & commercial bank through

~ foreclosure, where such stock or debt obligations were held as security

" tf)ox-i lonns made {n the ordinary course of its commercial banking

usiness. ‘

“(8) AOQUIBITIONS REQUIRED UNDER FOREIUN 1AW.~—Of stock or debt obli-
gations by a United States person doing business in a foreign country to
the extent that such acquisitions are reasonably nceessary to satisfy mini.
mum requirements rrlating to holdings of stock or dcht obligations of for-
elgn lasuers or obligors Imposed by the laws of such foreign country; oxcept
that If any of such requirements relate to the holding of insurance reserves,
the exclusion otherwise allowable under this paragraph with respect to
acquisitions made by such United States person during any calendar year
shall bo reduced by the max{imum amount of the exclusion which could be
allowed under subsection (e) with respect to acquisitions made by such
person during that year, or by the amount of tho Insurance resérves which
must be held in order to satisty such requirements, whichever is less.

» “(4) FXPORT OREDIT, ETO., TRANBSAOTIONS.—Of stock or debt: obligations
arising fromn the sale of property or services by United States persons, to
the extent provided in subsection (e). ' C

© () LOANS TO ASBURE RAW MATERIALS 8OURCES.-—Of ‘debt obligations by
United States persons in connoction with loans made to foreign corporations
to assure raw materlals sources, to the extent provided In subsection (d).

“(6)  AOQUISITIONS BY INSURANOE COMPANIES DOING RUSINESS IN FOREIGON
00UNTRIES~—Of stock or debt obligations by insurance companies doing busi-
ness in’foreign countrles, to the extent provided in subsestior (e). .

“(7) AOQUIBITIONS BY OERTAIN TAX-EXEMPT LABOR, FRATERNAL; AND SIMILAR
ORGANIZATIONS ITAVING FOREIGN BRANOHES® OR' OHAPTERS.—Of 8tock or debt
obligations by certain thx-exempt United States persons operating in foreign
countries ‘through local’ organirations, to the extent providéd  in subsec-

’ ﬂm (t)l .
“(¢)  Bxrort OREDIT, 'ET0,, TRANBACTIONS.—-" e ot
' “(1) In OENERAL~Tho tax imposed by section 4811 shall not apply to
tho acquisition from a forelgn obligor of ‘a debt obligation-arising out of
tho sale of tangible personal property or services {or both) to such obligor by
‘any United 'States person, if— : - - R A
“(A) payment of such debt obligation is guaranteéd or-insured, in
whole or in part, an agency or wholly owned instrumentality of the
Unjted States; or - . : 3 A
“(13) the United States person acquiring such debt obligation makes
the sale in the ordinary course of his trade or busiuess and not legs than
85 percent of the purchase price Is attributablo to the sale of property
- manufactured, produced, grown, or extracted in the United Statos, or to
the performance of servicoa by such United States person (or by one or
more includiblo corporations in an afiliated group, as defined in section
. 1504, of which such person is a member), ortoboth.. ... . ...
The term ‘services’, as used in this paragraph and paragraph (2), shall not
be construed to Include functions. performed as an underwriter. .
“(2) ALTKRNATE RULR YOR PRODUOING XXPORTERS,—Tha tax.imposed by sec-
tlon 4011 shall not apply to the acquisition by a Unitest Btates person from
& foreign issuer or obligor of its stock in payment for, or of n debt obligation
nrlalng out of, the sale of tangible personal property or services (or both)
to such issuer ox obligor, if. Ly e
.o -M(A) not less than 80 percent of the purchase price, ,('u.aurlbutablo to
the sale of roe)ergy manufactlred, produced, grown, or extracted in
the United States by such United States pergon ﬁor,,by;c)jno: or more
fricludible corporations in an affillated group, as deflupd in section 1504,
c . of ‘\;hlch such person ia 8 member), or to be porformance of gorvices by
o %%gh Un({ltod,Stntes person (or by one or more such corporations), or to
1 P T I T
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‘“(B) not less than 50 percent of the purchase price is attributable to
tho sale of property manufactured, produced, grown, or oxtracted in
the United States, or to the performance of services by United States
persons, or to both, . .

“(3) FXPORT-RELATED LOANS.—Tho tax jmposed by scction 4011 shall not
apply to the acquisition from a forelgn obligor by a United States person of
a debt obligation arising out of a loan made to the obligor to increase or
maintain sales of tangtble personal property produced, grown, or extracted
in the United States by such United States person (or by one or more in-

. cludible corporations in an afillaled group, as defined in section 1604, of

which such persor: i3 a member), but only if the proceeds of the loans will
bo used by the obligor for the installation, maintenance, or improvement of
facllitles outslde the United States which (during the perlod the loan is
outatanding) will be used for the storage, handlug, transportation, proces-
sing, packaging, or sorvicing of property a substantial portion of which is
tanglble personal property produced, grown, or extracted In the United

States by such person (or one or more such corporations).

‘‘(4) OTHFR LOANS RELATED TO CERTAIN SALES BY UNITED S8TATES PRREONS.—
The tax imposed by section 4911 shall not apply to the acquisition from a
foreign obligor by a United States person of a debt obligation of such obligor
if such debt obligation— .

. “{A) was received by such United States person as all or part of the
purchase price provided in a contract under which the forelgn obligor
agrees to purchase for a perlod of 8 years or more ores or minerals
{or derivatives thereof) extracted outside the United States—

“(1) by such United States person;
“(1t) by one or more includible corporations in an afiillated group
l( a8 dofined In section 48(¢) (3) (C)) of which ruch person is a mem-
her 3 or
“(1l1) by a corporation at least 10 percent of the total combined
voting power of all classes of stock of which {s owned by such
United States person, if at lenat 50 porcent of such voting power {s
owned by United States persons each of whom owns at least 10
percent of such voting power; or
“(B) arlses out of a loan (made by such United States person to such
forelgn obligor) the proceeds of which will be used by such obligor for
the installation, malntenance, or tmprovement of facilities outside the
United States which (during the perlod the loans is outstanding) will
be used for the storage, handling, transportation, processing, or servielng
of ores or minerals (or derivatives thereof) a substantlal portion of
which I8 extracted outslde the United States by such United States per-
son or by a corporation referred to in clause (i) or (iil) of subpara-

) mph .
“(5) OR0OB8 REFERENCE.—

“Por loss of exclusion otherwise allowable under this subsection tn case of certain
subsequent transfers, see subsection (x).

, *(d) LoANs To AasUrF. RAW MATERTALS SOURCES.—

I

“(1) QrNERAL RULE—The tax Imposed by ‘sectlon 4911 shall not apply

' to the acquisition by a United States person of a debt obligation arising out

of a loan made by such person to a forelgn corporation, {f—

“(A) such forelgn corporation extraéts or processes ores or minerals
the available deposits of which In the United States are inadequate to
satisfy the needs of Qomestle produces;

. “(B) United States persons own at the time of such acquisition at
“least 80 percent of the total combined voting power of all classes of
stock of anch foreigm corporation, and _
~ 1(0) such loan will be amortized under a contract or contracts in
which persons owning stock of such corporation (Including at least one
of the United States persons referred to in subparagraph (B)) agree
to pay during the perlod remaining to maturity of such obligation, by
purchasing & part of the production of such corporation or otherwise,
f portion of such corporation’s costs of operation and costs of amortizing
outstanding loans, . o . o
“(2) LIMITATION.—The exclusion from tax provided by paragraph (1)
shall apply to the acquisition of any debt obligation of & forelgn corporan-
tion only to the extent that— o '
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“(A) the applicable percentage of (1) the actual value of the debt
obligatlon acquired, plus (i1) the actual -value (determined as of the
time of such acquisitlon) of all other debt obligations representing
loans which were theretofore made to the forelgn corporation during
the same calendar year and which are amortizable under contracts of
the type described In paragraph (1) (C), exceeds

“(13) the actual value of the debt obligations described in subpara-
graph (A) (1) representing lonns made by United States persons, to
the extent that the acquisition of such obligations was excluded from
tax under this subsection.

As used in this paragraph with respect to the acquisition of a debt obliga-
tion, the term ‘applicablo percentage’ meaus the lesser of (1) the percentage
of the total combined voting power of all classes of stock of the foreign
corporation which Is owned by United States persons at the time of such
acquisition, or (il) the percentage of the corporation’s operating and
amortization costs for the calendar year which all such Unitéd States per-
sons have agreed to pay (as of the time of such acquisition) under con-
tracts of the type described In paragraph (1) (C).

‘(o) AcquisrrioNs uY INBURANCE CoMPANIES DDoING BUSINESB IN FOREIGN

COUNTRIES.—

“{1) IN oENERAL~~The tax imposed by section 4911 slall not apply to the:
acquisition of stock or a debt obligation by a United States person which
é?%lmllf insurance company subject to taxatlon under section 802, 821, or

, 1f—

“(A) such stock or debt obligation is designated (In accordance
with paragraph (3)) as part of a fund of assets established and main-
talned by such insurance cotipany (in accordance with paragraph (2))
with respect to forelgn risks insured or relnsured by such company
under contracts (including annuity contracts) which, by thelr terms,
provide that the procecds shall be payable only in the currency of a
foreign country ; and

“(13) tho actual value of all of the assets lheld in such fund im-
mediately after the stock or debt obligation has been designated ns a
part thereof does not exceed 110 percent of the applicable altowalte
reserve determined in accordance with paragraph (4).

As used In this subsection, the term ‘foreign risks' means risks in donnec-
tion with property outside, or liability arising out of activity outside, or
in connection with the lives or health of residents of countries other than,
the United States,

“(2) ESTADLISIHIMENT AND \MAINTENANCE OF FUND OF AsSETS.—Ench in-
surance company which desires to obtain the benefit of :oxclustons under
this subscction shall (as a condition of entitlement to any such exclusion)
establish and maintain a fund (or funds) of assets in accordance with
this parngraph and paragraph (8). A life insurance company (as defined
In section 801(a)) shall establish such a fund of assets scparately for
each foreign currency (other than the currency of a country which quall-
fles as a less developed country) in which ‘the proceeds of its insurance
contracts are payable and for which Insurance reserves are maintained by
such company, and with respect to which it desires to obtain the benefits
of cxcluslous under this subsectlon; and the preceding sentence shall be
applied separately to cach such fund in determinivg the company’s entitle.
‘ment to exclude ncquisitions of stock and debt obli%atlon‘s designated as a
part thereof. An insurance company other than a life insurance company
(as so defilned) shall establish a single fund of assets for all fovdign cur-
rencles (other than currencies of countries which qualify as less doveloped
countrics at the time of the initial designation) in which the proceeds of

i its insurance contracts are payvable and for which Insurance réserves are
maintained by such company. ‘ - ‘

(8) DESIGNATION OF ABSETS,—
“(A) INITIAL DESIONATION.— : - )

“{1) REQUIREMENT OF INITIAL DESIGNATION.—AN {nsurance com-
pany desiring to establish a fund (or funds) of assets under para-
graph (2) shall initially designate, as part or all of such fund
(or funds), stock of foreign Issuers, or dahs obllgnuons of foreign
obligors having a perlod remaining to matarity of 8 years or more,
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1 : or both, which it owned on December 10, 1963, to the extent that
. . . such stock or debt obligations or both had an actual value as of
. ..~ such date not in excess (in the case of any such fund) of 110

. percent of the applicable allowable reserve of such company as

determined in accordance with paragraph (4)(A). The designa-
nation or designations which an insurance company Is required
. to make under the preceding sentence shall be made first from
stock and debt obligations which were acquired by such company
on or before July 18, 1983, and shall in no case include any stock
or debt obligation described in paragraph (1), (2), or (3) of
oy section 4916(a). )

“(i1) TIME AND MANNER OF INITIAL DESIGNATION.—Any initial
designation which an insurance company is required to make under
this subparagraph shall be made on or before the 30th day after
the date of the enactment of this chapter (or at such later . time
as the Secretary or his delegate may by regulations preseribe) by
the segregation on the books of such company of the stock or debt
obligations (or both) designated.

A{(B) . DESIGNATIONS TO, MAINTAIN FUND—To the extent permitted by
subparagraph (C), an insurance company may claim an exclusion
. under this subsection with respect to the acquisition of stock or a debt
. obligation of a forelgn issuer or obligor after December 10, 1063, if
such company designates-such stock or debt obligation.as part of a
fund of assets described in paragraph (2) before the expiration of 30
. ++» _ days after the date of such acquisition (and continues to own it until
. the time the designation is made) ; except that any such stock or debt
‘e obligation acquired before the initial designation of assets to the funad
is actually made as provided. in subparagraph- (A) (i) may be desig-
-nated under this subparagraph at the time of such initial designation
without regard to such 30-day and continued ownership requirements.
“(C) LiurratioN.—No designation of stock or a debt obligation as
part of a fund of assets shall be made under this paragraph to the
extent that, immediately thereafter, the actual value of all of the assets
held in such fund would exceed 110 percent of the applicable allowable
reserve determined in accordance with paragraph (4).
“(4) DETERMINATION OF RESERVES.— :
. “(A) GENEBAL RULE.—For purposes of this subsection, the term
‘allowable reserve’ means— . : .

“(1) in the case of a life insurance company (as defined in
section 801(a)), the items taken into account under section-810(c)
arising out of contracts of insurance and reinsurance (including
annuity contracts) which relate to foreign risks and the proceeds

. of which are payable in a single forelgn currency (other than the
currency of a less developed country) ; and = - S

“(il) in the case of an ifasurance company other than a life
insurance company (as so deflned), the amount of its unearned
premiums and unpald losses which relate to foreign risks insured

. or .reinsured under contracts providing for payment in.foreign
currencies (other than currencies of less developed countries)
and which are taken Into account in computing taxable income
under section 832(b) (4) and (5) (for such purpose treating
underwriting income of an insurance company subject to taxation

- .under section 821 as taxable income under section 832). . .
The determination of an allowable reserve of an insurance company
for any calendar year shall be made as of the close of the previous
calendar year. . o
- *(B) SPECIAL ELECTION WITH RESPECT TO DETERMINATION OF ALLOWABLE
RESERVE.—Notwithstanding the last sentence of subparagraph (A), an
fnsurance company which has established a fund of assets under this
subsection may elect, in such manner and form as the Secretary or his
.o+ ndelegate ishall by . regulations. prescribe and at the time it Is required
.. - -.under sectlon .8076.to file.its return: for the -period in. which the last
futi, 508y of the-calendar year occurs, to.meke the Qetermination of the allow-
s - able reserva apjdlcable to such fund with respect to such year as of the
<100 4..close ofsuch year, . Upon making such election the company may (if the
allowable reserve as 8o determined is higher than as determined under
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subparagraph (A)) designate additional stock or debt obligations (or
both) as part of such fund, so long as the company still owns such stock
‘or debt obligations at the time of designation and the actual value of

- all of the assets held in such fund is not Increased to more.than 110
percent of the allowable reserve applicable to such fund as determined
under this subparagraph. Any tax paid by such company under section
4911 on the acquisition of the sdditional stock or debt cobligations so
designated shall constitute.an overpayment of tax; and, under regula-
tions prescribed by the Secretary or his delegate, credit or refund
{without interest) shall be allowed or made with respect to such over-
paytment. .

(5) NONBECOGNITION OF AR) n*xcm, mcnmsrs IN ALLOWABLE nasasvn.——-An
insurance or reinsurance contract which is entered into or acquired by an
insurance company for the princlpal purpose of artificially increasing the
amobéunt determined as an allowable reserve as provided in paragraph (4)
shall not be recognized in computing whether an acquisition 'of stock or a

‘ debtl obligation of a foreign-issuer or obllgor can be excluded tinder this sub-

gection,

“(£) AcqQuisitioNs BY CERTAIN '.[‘Ax-bxsun quzoa, Fna'rr.auu., AND SIMILAR
ORGANIZATIONS HAVING FOREIGN BRANCHES OR CHAPTERS.—The tax imposed by
section 4911 shall not apply to the acquisition of stock or debt obllgatlopa g.d
United States person which 14 describéd in section 501(¢)’ Ard exempt-trém
taxation under subtitle A, and which operates in a foreign country through a
local organizatton or organlzatlons, to the extent that—
~ (1) such acquisition results from the investment or reinveatment of

. .acontributions or membership fees.paid in the currency of such-country by

individuals who are members of the local organization or organizations, and

“(2) the stock or debt obligations acquired are held exclusively for the

“benefit of the members of any of such local organizations. .

*Y(g) Loss OF Emrrmuaﬂr TO Excwslon IN Casa op Om'mm Suassqum'r
PRANSFERS,~— . ) ‘

- (1) -IN azmcm-—- .

“(A) Where an excluslon provlded by paragraph (1)(B); (2), (3).
or (4) of subsection-(c); or the exclusion provided by subsection- (d),
has applied with respect to the acquisition of a debt obligation by any
person, but such debt obligation is subsequently transferred. by such
person (before the termination date specified in- section 4911((1)) to
a United States person otherwise than-—

© “(1) to any agency or wholly-owned instrumentallty ot the
United States; - .
(1) itoa commerclal bank acqulrlng the obligation in the ordl-
nary course of its commercial banking business; or-
- “(if1) in a transaction described in subsectlon (a) (1) or (2), or
a -transaction - (other than X: transfer by gift):; described .in sub-
- -gection (a) (8), - RO
then liability for the tax lmposed by sectlon 4911 (in an- amonnt deter-
" mined under subparagraph (D)-of this paragraph) ‘shall be:incurred
by the transferor (with respect to such debt. obllgatlon) at the tlme
of such subsequent transfer. :

. “(B) Where the:exclusion provided by paragraph (2) ot aubsection

© (e)*has applied with respect, to the acquisition of stock by any, person,

but :such stock: 18 -subsequently:transferred by such .person (before the
termination date specified in'section 4911(d) ) to a United States.person

- otherwise than in a transaction described in subsection :(a) :(1): or (2),

i . -or-a-transaction (other than:a transfer by:gift) described in subsection
© ~ - . (a) (8), then liability. for the tax imposed by section 4911 (in an amount
determined: under subparagraph (D) of this paragraph) shall be in-
curred by:the -transferor- (wlth reapect to. such stock) at the.time of

such subsequent transfer, : - .

- %(0): 'Where  the exclusion: provided by aubaection (f) hns applled
with respect to the acquisition of stock or a debt obligation:by any per-
... - son; but such stock or debt obligation 18 subsequently transferred by
e £ ;sucfx person. (before the termination date apecified in gection 4911{qd)) to
-1+ . any-United :States:person, then 1ability for. the tax. imgosed :by:gection
. 4. .4011 -(in-aniamount determined under saubparagraph. (D) of this para-

graph) shall be incurred by the transferor,(with:respect to suoh stock or
debt obligation) at the time of such subsequent transfer.
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“(D) In any case where an exclusion provided by paragraph (1) (B),
(2), (8), or (4) of subsection (c) or by subsection:(d) or. (f) has
applled, but a subsequent- transfer described in .subparagraph (A),
(B), or (C) of this paragraph occurs and liability for the tax imposed
by section 4911 is incurred by the transferor as a result thereof, the
-amount of such' tax shall be equal to the amount of tax for which the
transferor would have been liable under such section upon his acquisition
of the stock or debt obligation involved if such exclusion had not applied
with respect to such acquisition,
%(2) UNITED S8TATES PERSBON TREATED A8 FOREIGN PERSON ON DISPOBITION OF
OERTAIN UECURITIES.—Kor purposes of thls chapter, if, after December 10,

. 1068, a United States person sells or otherwise disposes of stock or a debt

obligatioa which it—
.“(A) acquired to satisfy minimum requirements imposed by foreign
l&v;r &nd with respect to which it claimed an exclusion under subsection
),or ‘ 4 ,
. “(B) designated (or was required to designate) as part of a fund
of assets under subsection (e), : L
such person shall not, with respect to that stock or debt obligation, be con-

sldered a United States person. .

“SEC. 4915. EXCLUSION FOR DIRECT INVESTMENTS.
~ #(a) IN GENERAL.—

“(1) ExOLUDED ACQUISITIONS.-—Except as provided in subsectlons (e) and
(@) of this section, the tax imposed by section 4911 shall not apply to the
acquisition by a United States person (A) of stock or a debt obligation of
a forelgn corporation if immediately after the acquisition such person (or

- ome or more includible corporations in an affiliated group, as defined in sec-

tion 1504, of which such person is a member) owns (directly or indirectly) 10
percent or more-of the total combined voting power of all classes of stock
of such foreign corporation, or (B) of stock or a debt obligation of a foreign
partnership if immediately after the acquisition such person owns (directly
or indirectly) 10 percent or more of the profits interest in such fore!
partnership. - For purposes of the preceding sentence, stock owned (dlrectly
or indirectly) by or for a foreign'corporation shall be considered: as being
owned proportionately by its shareholders, and stock owned (directly or in-
directly) by or for a foreign partnership shall be constdered as being owned
proportionately by its partners.: - : ‘ e

(2)  OVERPAYMENT -WITH RESPECT TO CERTAIN TAXABLE ACQUISITIONS.—The
tax pald under section 4911 on the acquisition of stock of & foreign corpora-

‘tion or foreign partnership by a Unitéd States person shall’ (unless this sub-

section 18 inapplicable by reason of subsection (c¢) or (d)) constitute an

.roverpayiment of tax if such person continuously holds such stock from the
- time of its acquisition:to the last day of the calendar year in which the acqul-

sition was made and as of such last day meets the ownership requirement

~ - of paragraph ‘(1). Under regulations prescribed by the Secretary or his
' delegate, credit or refund (without Interest) shall be allowed or made with
ll( ‘
States person shall be considered to meet the ownership requirement of subsec-
tlon (a) (1) with respect to a foreign corporation or a forelgn partnership if—

respect to such overpayment. . .
b) 8peciar. RULE FOR GOVERNMENT-CONTROLLFD ENTERPRISES.—A United

“(1) the government of a foreign. country or any political subdivision
thereof, of dny agency or instrumentality of such a government, directly or

' indirectly through such corporation or partnership or otherwlse, restricts to

less than 10 percent the percentage of the total combined voting power of alt

i classes: of stock of such corporation, or the percentage of the profits Interest

in such partnership, which may be owned by such United States person;
: #(2) such person owns at least § percent of the total ‘combined voting
power of 8o much of such stock, or at least 5 .percent  of so much of such

-+ profits interest, as is not-owned by any such:government, agency, or instru-
" mentality; L T ey SEEHEN €

“(8) a t,rade‘o,r'busln‘esb éctlvély‘condli;:téd ih one or more fofélgn"coun-

' trles by such United: States person’ (or by one or more corporations in an
* affillated group, as défined in section 48(c) (8) (0), of which such person s
' -, a'member)’ i8" diréctly related to the business carried on by such foreign

corporation or foréigh partnership;and

(U
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“(4) such person, and one or more other United States persons each of
which satisfles the conditions set forth in paragraphs (2) and (8), together
meet the ownership requirement of subsection (a) (1).

“(c) ExCEPTION FOR FOREIGN CORPOBATIONS OR PARTNERSHIPS FORMED OR
AVAILED OF FOR TAX AVOIDANCE.—

“(1) IN oeNerAL—~—The provisions of subsections (a) and (b) shall be
inapplicable {n any case where the forelgn corporation or foreign partner-
ship is formed or availed of by the United States person for the principal
purpose of acquiring, through such corporation or partnership, an interest
in stock or debt obligations (of one or more other foreign issuers or obligors)
the direct acquisition of which by the United States person would be subject
to the tax imposed by section 4911,

“(2) COMMEROCIAL BANKG, UNDERWRITERS, AND REQUIBED HOLDINGS.—For
purposes of this subsection, the acquisition by a United States person of
stock or debt obligations of a forelgn corporation or forelgn partnership
which acquires stock or debt obligations of foreign issuers or obligors—

“(A) in making loans {n the ordinary course of its business as a com-
mercial bank,

“(B) in the ordinary course of its business of underwriting and dis-
tributing securities 1ssued by other persons, or ‘

“(0) to satisfy minimum requirements relating to holdings of stock
or debt obligaiions of foreign issuers or obligors imposed by the laws of
forelgn count:les where such foreign corporation or foreign partner-
ship is doing business,

shall not, by reason of such acquisitions by the foreign corporation or foreign
partnership, be cons!dered an acquistion by the United States person of an
interest in stock or dobt obligations of foreign issuers or obligors.

“(8) Loss OF ENTITLEMERT TO EXCLUSION OF REFUND WHERE FOREION COR-
pc;lm'rxon OR PARTNERSHIP I8 AVAILED OF FOR TAX AVOIDANCE.—In any case
where— : .

“(A) the exclusion provided by subsection (a) (1) has applied:with
respect to the acquisition of stock or a debt obligation by a United
States person, or ‘ o

“(B) a credit or refund of tax under subsection (a)(2) has been re-
celved by.a United States person with respect to acquisitions of stock
made during a calendar year, R . ‘ .

but the forelgn corporation or partnership is availed of by such person
(after the acquisition described in subparagraph (A) 18 mads or the calendar
year described in subparagrafh (B) hai ended, but before the termination
date specified in sectlon 4911(d)) for the principal purpose described in
paragraph (1) of this subsection, then liability for the tax imposed by section
. 4011 shall be incurred by such person (with respect to such stock or debt
obligation) at the time the foreign corporation or partnership is so availed
of; and the amount of such tax shall be equal (in a case described in sub-
paragraph (A)) to the amount of tax for which such person would have
been llable under such section upon his acquisition of the stock or debt
obligations involved if such exclusion had not applied to such acguisition,
or (in a case described in subparagraph (B)) to the aggregate amount of
tax for which such person was liable under such section upon his acquist-
tions of the stock involved. o
“(d) EXCEPTION FOR AcQUISITIONS MAor Wrrn INTENT TO SELL TO UNITED
SraTES PERSONS.—The provisions of subsections (a) and (b) shall be inapplicable
in any case where the acquisition of stock or debt obligations of the foreign cor-
poration or foreign partnership is made with an intent to sell, or to offer to sell
any part of the stock or debt obligations acquired to United States persons.

“SEC. 4916, EXCLUSION FOR INVESTMENTS IN LESS DEVELOPED COUN-
TRIES. '

“(a) GeNERAL RuLe.—The tax imposed by section 4011 shall not apply to the
acquisition by a United States person of— "

#(1) ‘a debt obligation issued or guaranteed by the government of a less
developed country or a political subdivision thereof, or by an agency or in-
strumentality of such a government ; ‘ :

“(2) stock or a debt obligation of a less developed country corporation;
or : oo i .

24937 0—64—32
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“(8) a debt obligation issued by an individual or partnership resident in
a less developed country in return for property which is used, consumed, or
disposed of wholly within one or more less developed countries.

“(b) Less DEvELoPED CoUNTRY DEFINED.—For purposes of this section, the
term ‘less developed country’ means any foreign country (other than an area
within the Sino-Soviet bloc) with respect to which, as of the date of an acquisi-
tion referred to in subsection (a), there is in effect an Executive order by the
President of the United States designating such country as an economlically
less developed country for purposes of the tax imposed by section 4911. For
purposes of the preceding sentence, Executive Order Numbered 11071, dated
December 27, 1962 (designating certain areas as economically less developed
countries for purposes of subparts A and F of part III of subchapter N, and
section 1248 of part IV of subchapter P, of chapter 1), shall be deemed to have
been issued and in effect, for purposes of the tax imposed by section 4911, on
July 18, 1963, and continuously thereafter until there is in effect the Executive
order referred to in the preceding sentence. An oversea territory, department,
province, or possession of any foreign country may be designated as a separate
country.

No designation shall be madeée under this subsection with respect to any of the
following:

Australia Luxembourg
Austria Monaco

Belgium Netherlands
Canada New Zealand
Denmark Norway

France Republie of South Africa
Germany (Federal Republic) San Marino
Hong Kong Spain

Italy Sweden

Japan Switzerland
Liechtenstein United Kingdom.

After the President (under the first sentence of this subsection) has designated
any forelgn country as an economically less developed country for purposes of
the tax imposed by section 4911, he shall not terminate such designation (either
by issuing an Executive order for that purpose or by issuing an Executive order
which has the effect of terminating such designation) unless, at least 30 days
before such termination, he has notified the Senate and House of Representatives
- of hig intention to terminate such designation.”

“"(¢) Leas DEvELOPED COUNTRY CORPORATION DEFINED.—

“(1) IN oENERAL.—For purposes of this section, the term ‘less developed
country corporation' means a foreign corporation which for the applicable
periods set forth in paragraph (2)—

"(A) meets the requirements of sectlon 955(c) (1) or (2); or

“(B) has gross income 80 percent or more of which is derived from
sources within less developed countries, and has assets 80 percent
or more in value of which consists of property described in clauses
(ii1), (iv), and (v) of section 935(c) (1) (B) ;

except that in applylng this paragraph the determination of whether
a foreign country is a less developed country shall be made in accordance
with subsection (b) of this section.

““(2) AppLICcABLE PERIODS,—The determinations required by subpara-
graphs (A) and (B) of paragraph (1) shall be made (A) for the annual

~accounting period (if any) of the forelgn corporatfon immediately pre-
ceding its accounting period in which the acquisition involved is made,
(B) for the annual accounting perfod of the foreign corporation in which
such acquisition is made, and (C) for the next succeeding annual accounting
period of the foreign corporation.

*(3) SPECIAL RULES FOR TREATMENT OF CORPORATIONS A8 LESS DEVELOPED
COUNTRY CORPORATIONS.—A foreign corporation shall be treated as satls-
fying the definitlon in paragraph (1) with respect to the acquisition by a
United States person of stock or a debt obligation if— .

“(A) before the acquisition -occurs (or, in the case of an acqui-
sition o¢curring before or within 80 days after the date of the enact-
ment of this chapter, pursuant to application made within such perind
following such date as may be prescribed by the Secretary or his
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delegate in regulations), it {s established to the satisfaction of the
Secretary or his delegate that such foreign corporation—

‘(1) has met the applicable requirements of paragraph (1)

for the period (if uny) referred to in paragraph (2)(A), and

“(i1) may reasonably be expected to satisfy such requirements

for the perlods referred to in paragraph (2) (B) and (C); or

‘“(B) in the case of an acquisition occurring on or before Decem-

ber 10, 1983, the applicable requirements of paragraph (1) are met

for the annual accounting period of the foreign corporation immedi-

ately preceding its accounting period in which the acquisition
occurred. )

“(4) TREATMENT OF CORPORATIONS AS L7'88 DEVELOFED COUNTRY CORPORA-
TIONS IN OTHER CASES.—A foreign corporation may also be treated as sat-
iIstying the definition in paragraph (1) with respect to the acquisition by a
United States person of stock or a debt obligation (but subject to possible
subsequent llability for tax under subsection (d) (1)), if— .

“(A) such corporation has met the applicable requirements of par-
agraph (1) for the period (if any) referred to in paragraph (2) (A), and
“(B) such person reasonably believes that such corporation will
satisfy such requirements for the periods referred to in paragraphs
(2) (B) and (C).
“(d) SUBSEQUENT LIABILITY FOR TAX IN CERTAIN CABES,—

“(1) STOCK AND DEBT OBL'GATIONS OF CERTAIN COBRPORATIONS.—Where a
foreign corporation is treated under subsection (¢) (4) as satisfying
the definition In subsection (e¢) (1) and the exclusion provided by sub-
section (a) (2) has applied with respect to the acquisition of stock or a
debt obligation of such corporation- by any person, but such corporation
frils to satisfy the definition contained in subsection (¢) (1) for either of
the applicable accounting periods referred to in clauses (B) and (Q) of
subsection (c) (2) (and it I8 not treated under subsection (c¢)(8) as
satisfying such definition), then liability for the tax imposed by section
49011 shall be incurred by such person (with respect to such stock or debt
obligation) as of the close of the earliest such applicable acconnting period
(ending on or before the termination date specified in section 4911(d))
with respect to which the corporation fails to satisfy such definition; and
the amount of such tax shall be equal to the amount of tax for which such
person would have heen liable under such section upon the acquisition of
the stock or debt obligation involved if such exclusion had not applied with
respect to such acqulisition.

“(2) DERT OBLICATIONS ISSUED IN RETURN FOR CERTAIN PROPERTY.—Where
the exclusion provided by subsection (a)(8) has applied with respect to
the acquisition by a United States person of a debt obligation issued In
return for property as provided in such subsection, but part or all of such

: property is used, consumed, or disposed of (before the termination date
¥ specifled in section §5911(d) ) otherwise than wholly within one or more less
g developed countries. then liability for the tax imposed by section 4911 shall
be incurred by such person (with respect to such debt obligation) as of
the time such property is first so used, consumed, or disposed of: and
the amount of such tax shall he equal to the amount of tax for which
such person would have been lfiable under such rection upon the acqui-
sition of the debt obligation involved if such exclusion had not applled
with respect to such acquisition.

¥ “SEC. 4917. EXCLUSION FOR ORIGINAL OR NEW ISSUES WHERE RE-
QUIRED FOR INTERNATIONAL MONETARY STABILITY.

“(a) IN GENERAL—If the President of the United States shall at any time
determine that the applicatfon of the tax Imposed by section 4011 whl have
such congequences for a foreign country as to imperil or threaten to imperil
the stability of the international monetary system, he may by Executive order
specify that such tax shall not apply to the acquisition by a United States
person of stock or a debt obligation of the government of such foreign country
or a political subdivision thereof, any agency or instrumentality of any
such government, any corporation, partnership. or trust (other than a com-
pany registered under the Tnvestment Company Act of 1940) organized under
the laws of such country or any such subdivision, or any individual resident
therein, to the extent that such stock or debt obligation is acquired as all or
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part of an original or new {ssue as to which there is filed such notice of acqui-
sition as the Secretary or his delegate may prescribe by regulations. Tu the
case of acquisitions made during the period beginning July 19, 1963, and ending
with the date of the enactment of this chapter, the notice of acquisition may
be filed within such period following the date of such enactment as the Secre-
tary or his delegate may prescribe by regulations.

(b) APPLICABILYTY OF EXECUTIVE ORDER.—AnN BPxecutive order described in
subsection (a) may be applicable to all such original or new issues or to any
aggregate amount or classification thereof which shall be stated in such order
and shall apply to acquisitions occurring during such period of time as shall
be stated therein. TIf the order is applicable to a limited aggregate amount
of such issues it shall apply (under regulations prescribed by the Secretary
or his delegate) to those acquisitions as to which notice of acqulsition was first
filed. provided that in the case of any such notice the acquisition described in
the notice 1s made before or within 90 days after the date of filing.

“(c) ORIGINAT. OR Nrw Issue.—For purposes of this section, a debt obliga-
tion shall be treated as part of an original or new {ssue only if acquired not
Iater than 60 davs after the date on which interest begins to accrue on such
ohligation, and stack shall he treated as part of an original or new issue only
when it 18 acquired from the issuer by the United States person clalming
the exclusion. X :

“SEC. 4918. EXEMPTION FOR PRIOR AMERICAN OWNERSHIP.

‘“(a) GENERAL RuULE.—The tax imposed by section 4911 shall not apply
to an acquisition of stock or a debt obligation of a foreign issuer or obligor if
it is established by clear and convincing-evidence. that the person from whom
such stock or debt obligation was acquired was a United States person through-
out the period of his ownership or continuously since July 18, 1968.

“(b) CERTIFICATE OF AMERIOAN OwNERSHIP.—For purposes of subsection (a),
a certificate of American ownership received in connection with an acquisition
shall be conclusive proof for.jpurposes of this exemption.of prior American
ownership unless the person making such acquisition has actual knowledge that
the certificate is false in any materlal respect. R . .

“(e¢) TrADING ON CRRTAIN NATIONAL SECURITIES BxOHANGES.—For purposes of
subsection (a), a written confirmation recelved from a member or member or-
ganization of a national securities exchange registered with the Securities and
Exchange Commission stating that an acquisition was made in the regular mar-
ket on such exchange (and not subject to a special contract) shall be conclusive
proof for purposes of this exemption of prior American ownership (unless the
person making such acquisition has actual knowledge that the confirmation is
false in any material respect), if such exchange has in effect at the time of the
acquisition rules providing that— _ ' : i

“(1) any stock or debt obligation, the acquisition of which by any United
States person would be subject to the tax imposed by section 4911 but for the
provisions of this section, shall be sold in the regular market on such ex-
change (and not subject to a special contact) only if the member or member
organization of such exchange who effects the sale of such stock or debt
obligation as broker has in his possession (A) a certificate of Amerlcan
ownership with respect to the stock or debt obligation sold, or (B) a blanket
certificate of American ownership with respect to -the account for which
such stock or debt obligation is sold ; and . i

“(2) any member or member organization of such exchange effecting as
broker a purchase of any such stock or debt obligation subject to a special
contract (and not.in’the regular market) shall furnish the person making
such an acquisition a written confirmation stating that the acquisition was
_made subject to such special contract. . : :

(d) TRADING IN THE OVER-THE-CoUNTER MARKET.—For purposes of subsection
(a), a written confirmatioh from'a member or member organization of a riattonal
securities association reglstered with the Securities and FExchange Commission
recefved in connection with an acqiisitioii made otlier than on a natlonal securi-
tlgs eéxchange described in subsection (¢) shall be conclusive proot for purposes
of 'this exemption of prior Amertean ownership, unless the confirmation states
that the aecquisition was made from a person who has not executed and filléd
a certifichté of American owrnership with respect to thé ‘stock or debt obligation
8old or A bldnket certificate of American ownership with respect to the account
from which'the stock or debt obligation is sold (or the person méking such
acquisition has actual knowledge thdt the confirmation is false in any material
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respect), if such association has in effect at the time of the acquisition rules
providing that any .member or member organization of such association who
effects a sale as broker other than on a national securities exchange of any stock
or debt obligation, the acquisition of which by any United States person would
be subject to the tax imposed by section 4911 but for the provisions of this
section, must— '

(1) have in his possession (A) a certificate of American ownership with
respect to the stock or debt obligatlon sold, or (B) a blanket certificate of
American ownership with respect to the account for which such stock or debt
obligation is sold ; or

#(2)  furnish to the person acquiring such stock or debt obligation wrltten
confirmation stating that the acquisition i{s from a person who has not
executed and flled a certificate ¢f American ownership with respect to such
stock or debt obligation or a blanket certificate of American ownership with
respect to the account from which such stock or debt obligation is sold.

Any member or member organization of such an assoclation who acguires any
stock or debt obligation for his or its own account other than on a national
securities exchange may treat a blanket certificate of American ownership with
respect to the seller’s account as conclusive proof for purposes of this exemption
of prior American ownership, unless sich member or member organization has
actual knowledge that such certificate is false in any material respect.

“{e) ExeCUTION, FIrLING, AND CORTERTS OF CERTIFICATE.—A certificate of Amer-
can ownership or blanket certificate of American ownership under this section
must be executed ond flled in such manner and set forth such information as
the Secretary or his delegate shall prescribe by regulations.

“SEC. 4919, SALES BY UNDERWRITERS AND DEALERS TO FOREIGN
"~ PERSONS. :

“{a) CrenIT oR REFUND~—The tax paid under section 4911 on the acquisition of
stock or debt obligations of a foreign issuer or obligor shall constitute an over-
payment of tax to the extent that such stock or debt obligations—-

+ (1) PRIVATE PLACEMENTS,—Are acquired by an underwriter from the for-
eign issuer or obligor (or from & person or persons controlling, controlled by,
or under common control with such issuer or obligor) and are sold directly
by the underwriter.to persons other than United States persons in transac-
tions not involving a public offering ; . : . :
“(2) PUBLIO OFFERINGS.—Are acquired by an underwriter for distributfon
in connection with a public offering by a foreign issuer or obligor (or a
person or persons controlling, controlled by, or under.common control with
such issuer or obligor) and are sold as part of such public offering by the
underwriter . (including sales by other United States persons participating in
the distribution of the stock or debt obligations acquired by the underwriter)
to persons other than United States persons; or. . N
““(8) CERTAIN DEBT OBLIGATIONS.—Congist of debt obligations acquired by a
dealer in the ordinary course of his business and sold by the dealer to persons
other than United States persons within 90 days after (or, in-the case of
short sales, within 90 days before) their acquisition. « s
Under regulations.prescribed by the Secretary or hias delegate, credit or refund
(without interest) shall be allowed or made with respect to such overpayment.

“(b) EvipENCE To SuproRT COREDIT OB REFUND.—An underwriter or dealer
claiming credit or refund urder this section shall file with the return: required
by section 6011(d) on which credit is claimed, or with the claim for refund, such
information as the Secrefary or his delegate may by regulations prescribe,
Credit or refund shall net be allowed with respect to stock or debt obligations
sold by a United States person participating In the distribution of the stock or
debt obligations acquircd by an underwriter unless the underwriter establishes
by clear and convincing evidence that such stock or debt obligations were sold
to persons other than United States persons. For purposes of the preceding
sentence, a certificate of sales to foreign persons (executed in such manner by
the United States person making such sales, filed in such manner, and setting
forth such information, as the Secretary or his delegate may by regulations
prescribe) shall be conélusivé proof for purposee of ‘the credit or refund that
such sales were made to a person other than & United States person unless the
underwriter ‘relying upon the certificate has actual knowledge. that the certifi-
cate is false In any materlal respect. In any case where:two:or.more under-
writers form a group for the purpose of purchasing and distributing (through
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resale) stock or debt obligations of a single foreign {ssuer or obligor, the filing
of a certificate of rales to foreign persons by any one of such underwriters may,
to the extent provided by regulations preseribed by the Secretary or his delegate,
constitute the filing of such certificate for all of such underwriters.

“(c) DEFINITIONS.—For purposes of this section—

‘(1) the term ‘underwriter’ means any person who has purchased stock or
debt obligations from the issuer or obligor (or from a person controlling, con-
trolled by, or under common control with such issuer or obligor), or from
another underwriter, with a view to the distribution through resate of such
stock or debt obligations; and

“(2) the term ‘dealer’ means any person who is a member of the National
Assoclation of Securitles Dealers and who 18 regularly engaged, as a meor-
chant, in purchasing stock or debt obligations and selling them to customers
with a view to the gains and profits which may be derived therefrom.

“SEC, 4920. DEFINITIONS,

“(a) IN GENERAL.—For purposes of this chapter—

“(1) DEBT OBLIGATION.—

“(A) IN OGENERAL.—Except as provided in subparagraph (B), the
term ‘debt obligation’ means—

“(1) any indebtedness, whether or not represented by a bond,
debenture, note, certificate, or other writing, whether or not secured
by a mortgage, and whether or ndt bearing Interest; and

“(i1) any interest in, or any option or similar right to acquire,
a debt obligation referred to in this subparagraph, whether or not
such Interest, option, or right is in writing.

“(B) Exceprions.—The term ‘debt obligation’ shall not include any
obligation which—

“(1) is convertible by its terms fnto stock of the obligor, if it is
50 convertible only within a period of § years or less from the date
on which interest begins to accrue thereon ; or

‘“(i1) arises out of the divorce, separate maintenance, or support
of an individual who Is a United States person,

“(2) St0o0K.—The term 'stock’ means—

“(A) any stock, share, or other capital interest in a corporation;

“(B) any interest of a partner In a partnership;

*(0) any interest In an investment trust ;

“(D) any indebtedness which Is convertible by its terms into stock of
the obligor, if it is 80 convertible onty within a perlod of § years or less
from the date on which interest begins to accrue thereon; and

“(B) any interest in, or option or similar right to acquire, any stock
described In this paragraph.

“(3) KoREIGN ISBUER OR OBLIGOR.—The terms ‘foreign issuer', ‘foreign ob-
ligor’, and ‘forelgn 1ssuer or obllgor' mean any lssuer of stock or obligor
of a debt obligation, as the case may be, which is—

“(A) (1) an international organization of which the United States is
not a member,

“(11) the government of a foreign country or any political subdivision
thereof, or an agency or instrumentality of such a government,

“(111) a corporation, partnership, or estate or trust which is not a
United States person as defined in paragraph (4) ; or

“(iv) a nonresident alien individual;

“(B) a domestic corporation which, as of July 18, 1883, was a maun-
zllsgﬁg)iernt company registered under the Investment Company Act of

(1) at least 80 percent of the value of the stock and debt obliea-
ttons owned by such corporation on July 18, 1983, and at least 80
percent of the value of the stock and debt oblligations owned by
such corporation at the end of every calendar quarter thereafter
(through the quarter preceding the quarter in which the acquisition
involved is made), consists of stock or debt obligations of foreign
issuers or oblgors and other debt obligations having an original
maturity of 00 days or less;

“({1) such corporation elects to be treated as a foreign issuer or
obligor for purposes of this chapter; and
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“(111) such corporation does not materially increase its assets
during the perlod from July 18, 1948, to the date of such election
through borrowing or through issuance or sale of its stock (uther
than stock issued or sold on or before September 16, 1903, as part
of a public offering with respect to which a reglstration statement
was firgt filed with the Securitles and Exchange Commission on
July 18, 1968, or within 90 days before that date).

The electlon under clause (ii) shall be made on or before the 60th day
after the date of the enactment of this chapter under regulations pre-
scribed by the Secretary or his delegate. Such election shall be effec-
tive as of the date specified by the corporation, but not later than the
date on which such election is made, and shall remain in effect until
revoked. If, at the close of any succeeding calendar quarter, the
company ceases to nieet the requirement of clause (1), the election shall
thereupon (with respect to quarters after such calendar quarter) be
deemed revoked. When an election I8 revoked no further election may
be made, If the assets of a forelgn corporation are acquired by a
domestic corporation in a reorganization described in subparagraph (D)
or (F) of section 888(a) (1), the two corporations shall be considered
a single domestle cornoration for purposes of this subparagraph,
A foreign corporation (other than a company registered under the Invest-
ment Company Act of 1840) shall not be considered a foreign issuer with re-
spect to any class of its stock which i{s traded on one or more national
securities exchanges registered with the Securities and Exchnnge Commis.
slon, it the trading on such national securities exchanges constituted the
principal market for such class of stock during the calendar year 1962
and if, as of the latest record date before July 19, 1083, more than 50
percent of such class of stock was held of record by United States persons.

(4) UNITED BTATES PERSON.—The term ‘United States person’ means—

“(A) ncitizen or resident of the United States,

“(B) a domestic partnership,

“(0) a domestic corporation, other than a corporation described
in paragraph (8)(B),

“(D) an agency or wholly-owned instrumentality of the United States,

"(B) a State or political subdivision, or any agency or instrumental-
ity thereof, and

‘“(F') any estate or trust— )

“(1) the income of which from sources without the United States
fs includible in gross income under subtitle A (or would be so In-
cludible if not exempt from tax under section 501(a), section
521(a), or sectlon 621 (a), or sectlon 884(b)), or

“(i1) which is situated in the Commonwealth of Puerto Rico or
a posgesslon of the United States.

“(6) DOMESTIO CORPORATION ; DOMESTIO PARTNERSHIP.—The terms ‘domestic
corporation’ and ‘domestic partnership’ mean, respectively, a corporation or
partnership created or organized in the United States or under the laws of
the Unlted States or of any State.

“(8) UNITED STATES; STATE.—The term ‘United States’ when used In a
geographical sense includes the States, the District of Columbia, the Com-
monwealth of Puerto Rico, and the possessions of the United States; and
the term ‘State’ includes the District of Columbia, the Commonwealth of
Puerto Rico, and the possessions of the United States.

“(7) PERIOD REMAINING TO MATURITY,—

“(A) IN OENERAL.—Subject to the modifications set forth in sub-
paragraph (B), the perlod remalning to maturity of a debt obligation
shall be that perlod beginning on the date of its acquisition and ending
on the fixed or determinable date when, according to its terms, the
payment of principal becomes due.

“(B) MonirioaTionNs.—The perlod remaining to maturity—

(1) of any interest in, or any option or similar right to acquire,
any debt obligation shall be the period remaining to maturity of
that debt obligation at the time of the acquisition of such interest,
option, or right; oo :

“(i1) of any debt obligation which is renewable without afirma-
tive action by the obligee, or of any interest in or optlon or similar
right to acquire such a debt obligation, shall end on the last day
of the final renewable period ;
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“(1i1) of any debt obligation which has no fixed or determinahle
date when the payment of prineipal becomes due shall be consid-
ered to be 2814 years;

- “(iv) of any debt obligantion which is payable on demand shall
be constdered to be less than 8 years ; and

“(v) of a debt obligatlon which is subject to retirement before
its maturity through operation of a mandatory sinking fund shall
be determined under regulations prescribed by the Secretary or his
delegate. ' :

“(b) Cro8S REFERENCE.—
“Por definition of ‘acquisition’, see section 4912,

(b) TecHNICAL AMENDMENT.—The table of chapters for subtitle D is amended
by adding at the end thereof the following item:

“‘Chapter 41. Interest equalization tax.”

(¢) EsFECTIVE DATE— ) .

(1) GENERAL RULE—Except as provided by paragraphs (2), (8), (4),
(8), (8), and (7), the amendments made by this section shall apply with
respect to acquisitions of stock and debt obligations made after July 18,
1963, .

(2) PREEXISTING COMMITMENTS.—Such amendments shall not apply to an
acquisition—
(A) made pursuant to an obligation to acquire which on July 18,
963—

él) was unconditlonal, or
il) was subject only to conditions contained in a formal con-
tract under which partial performance had occurred; .
(B) as to which on or before July 18, 1963, the acquiring United
States person (or, in a case where 2 or more United States persons are
making acquisitions as part of a single transaction, a majority in in-
terest of such persons) had taken every action to signify approval of
the acquisitlon under the procedures ordinarlly employed by such per-
son (or persons) In similar transactions and had sent or deposited for
delivery to the foreign issuer or obligor written evidence of such ap-

" proval In the form of a commitment letter, memorandum of terms, or
other signed document setting forth the principal terms of such acquisi-
tion, subject only to the execution of formal documents evidencing the
acquisition and to customary closlug conditlions; or °

(C) which would be excluded from tax under section 4915 of the
Internal Reyenue Code of 1954 but for the provisions of subsection (c)
thereof, if (1) on or before July 18, 1063, the acquiring United States
person applied for and received from a forelgn government (or an
agency or lunstrumentality thereof) authorigation to make such ac-
cuisition and approval of the amount thereof, and (il) such authoriza-
tion was required in order for such acquisition to be made.

(3) PusLio orreriNG.—S8uch amendments shall not apply to an acquist-

tion made on or before September 18, 1963, if—

A) a registration statement (within the meaning of the Securitles
Act-of 1933) was In effect with respect to the stock or debt obligation
acquired nt the time of tts acquisitlon;

" (B) the registration statement was first filed tvith the Securities and
I]«}xtchang‘tia Commission on July 18, 1963, or within 90 days before that
date; and " o

(C) no amendment was filed with the Securities and Bxchange Con-
‘mission after July 18, 1063, and before the acquisition which had the
effect of fncreasing the number of shares of stock or the aggregate face
amount of the debt obligatlons covered by the registration statement.

(4) INVESTMENT OF PROCEEDS OF BUBSCRIPYION OFFERING.—Such amend-

ments shall not apply to an acquisition of stock or debt obligations of n
foreign issuer or obligor by a corporation electing under section 4920(a) (8)
(B) ‘of the Internal Revenue Code of 1954 to be treated as a forelgn issuer
or obligor for purposes of chapter 41 of such Code, to the extent that the
amount of consideration paid for all such stock and debt obligations does
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not exceed the proceeds recelved by such corporation from a subscription
offering (completed on or before 8cptember 16, 1063) as to which a regis-
tration statement was filed with the Securities and Exchange Commliasion
on July 18, 1963, or within 90 days before that date.

"(B) LisTep srcurlITIES,—Such amendments shall not apply to an acqulsi-
tion made on or before August 16, 1083, If the stock or debt obligation in-
volved was acquired on a natlonal securities exchange registered with the
Securities and Exchange Commfission.

(8) OPTIONS AND FORECLOSURES.—Such amendments ghall not apply to an
acquisition—

(A) of stock pursuant to the exercise of an option or similar right
(or a right to convert a debt obligation into stock), it such option or
right was held on July 18, 1863, by the person making the acqulisition or
by & decedent from whom such person acquired the right to exercise such
gptl&n or right by bequest or inheritance or by reason of such decedent’s
eath, or .
(B) of stock or debt obligations as a result of & foreclosure by a
creditor pursuant to the terms of an instrument held by such creditor
on July 18, 1663, A
(7) DoMEsTIOATION.—Such amendments shall not apply to the acquisl-
tlon by a doinestic corporation of the assets of a forelgn corporation pur-
suant to & reorganization described in subparagraph (D) or (F) of section
868(a).(1) of the Internal Revenue Code of 1 It the acqulsition occurs
on or before the 180th day after the date of the enactment of this Act and
the foreign corporation was a management company reglstered under the
Investment Company Act of 1840 from July 18, 1063, until the time of
the acquisition,
(8) MEANIRG oF TERM8.—Terms used in this subsection (except as specif-
fcally otherwise provided) shall have the same meaning as when used in
chapter 41 of the Internal Revenue Code of 1954.

SEC. 3. RETURNS.

(a) MARINO oF RETURNS.—Section 6011 (relating to general requirements of
return, statement, or list) 1s amended by redesignating subsection (d) as sub-
gectlon (e), and by adding after subsection (c¢) the following new subsection:

“(d) INTEREST EQUALIEATION TAx RETURNS, BTO.— '

“(1) IN oENERAL,—Every person shall make a return for each calehdar
quarter during which he incurs liability for the tax imposed by section 4011,
or would so incur Hability but for the provisions of section 4018, The return

“shall, In addition to such other information as the Secretary or his delegate

may by regulations require, include a llst of all acquisitions made by such
person during the calendar quarter which are exempt under the provisions
of gection 4018, and shall be accompanied by clear and convincing evidence
showing that the acquisitions are so exempt. No return or accompanying
evidence shall be required under this paragraph in connection with any ac-
quisitionl with respect to which a written confirmation, furnished in accord-
ance with the requirements described In sectlon 4018 (c) or (d), is treated
as conclusive proof of prior American ownership; nor shall any such acqulisi-
tion be required to be listed in any return made under this paragraph.

“(2) INFORMATION RETURNS OF COMMERCIAL BANKS.—Every United States
person (as defined in section 4020(a) (4)) which {s a commercial bank shall
file a return with respect to loans and commitments to foreign obligors at
such times, in such manner, and setting forth such information as the Sec-
retary or his delegate shall by forms and regulations prescribe.

“(8) REPORTING REQUIREMENTS FOR MEMBERS OF EXOHANGES AND AS800JA-
TI0N8.—Members of member organisations of natlonal securities exchanges
and national securlties assoclations registered with the Securities and Ex-
change Commission shall keep such records and file such informatlon as the
Secretary or his delegate may by regulations prescribe in connection with
sales effected by such members or member organizations as brokers, and
acqusitions made for their own accounts, of stock or debt obligations as to
which a certificate of Amerlican ownership or blanket certificate of American
ownership Is executed and filed as described in sectlon 4918(e).”
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{b) Tiume ror FirL.ING ReTURNS.—Part V of subchapter A of chapter 61 (relat-
ing to time for filing returns and other documents) is amended by adding at the
end thereof the following new section:

“SEC. 6076. TIME FOR FILING INTEREST EQUALIZATION TAX RETURNS.

“Each return made under section 6011(d) (1) (relating to Interest equalization
tax) shall be filed on or before the last day of the first month following the perlod
for which it is made.”

(c) PusLicity or ReTurNs.—Sectlon 6103(a) (2) (relating to publlc record
and inspectlon) is amended by striking out “and subchapter B of chapter 87" and
Inserting in lieu thereof “subchapter B of chapter 37, and chapter 41".

(d) CrLerIicAL AMENDMENT.—The table of sections for part V of subchapter A
of chapter 61 Is amended by adding at the end thereof the following:

“8ece. 6076. Time for flling Interest equalisation tax returns.”

(e) FirsT ReETURN PERIOD.—Notwithstanding any provislon of section 6011
(d) (1) of the Internal Revenue Code of 1034, the first period for which returns
shall be made under such section 6011(d) (1) shall be the period commencing
July 19, 1963, and ending at the close of the calendar quarter {n which the enact-
ment of this Act occurs.

SEC. 4. DISALLOWANCE OF DEDUCTION FOR AMOUNT PAID AS IN-
TEREST EQUALIZATION TAX.

Section 263(a) (relating to capital expenditures) is amended by adding at the
end thereof the following new paragraph:

“(8) Any amount paid as tax under section 4911 (relating to Imposition
of interest equalization tax) except to the extent that any amount attribut-
able 't’o the amount paid as tax Is Included In gross incote for the taxable
year.

SEC. 8. PENALTIES.

(&) AssESSABLE PENALTIES.—Subchapter B of chapter 68 (relating to assess-
n’ble penalties) Is amended by adding at the end thereof the following new sec-
tions:

“SEC. 6680. FAILURE TO FILE INTEREST EQUALIZATION TAX RETURNS.

“In additlon to the penalty imposed by section 7203 (relating to willtul fallure
to flle return, supply information, or pay tax), any person who is required under
section 6011(d) (1) (relating to Interest equalization tax returns) to flle a return
for any period In respect of which, by reason of the provisions of section 4918,
he incurs no liability for payment of the tax imposed by section 4911, and who
fails to flle such return within the tlme prescribed by section 6076, shall pay
a penalty of $10 or 5 percent of the amount of tax for which he would Incur
liabllity for payment under section 4911 but for the provislons of section 49018,
whichever is the greater, for each such failure unless it is shown that the failure
Is due to reasonable cause. The penalty imposed by this section shall not exceed
$1,000 for each failure to file a return.

“SEC. 6681. FALSE EQUALIZATION TAX CERTIFICATES,

“(8) FALBE CERTIFICATE OF AMERICAN OwnNERsnir.—In addition to the crimi-
nal penalty imposed by sectlon 7241, any person who wilifully executes a certifi-
cate of American ownership or blanket certificate of Amerlcan ownership de-
scribed In section 4918(e) which contains a misstatement of material fact shall
be liahle to a penalty equal to 125 percent of the amount of tax imposed by sec-
tion 4911 on the acquisition of the stock or debt obligation involved which, but
for the provisions of section 4918, would be payahle by the person acquiring the
stock or debt obligation.
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““(b) LtABILITY OF MEMBERS OF NATIONAL SECURITIES EXCIHANGES AND AS80-
CIATIONS.—A member or member organization of a national securities exchange
described in section 4918(c) or a national securities association described in sec-
tlon 4018(d) shall be liable to a penalty equal to 125 percent of the amount of
tax imposed by section 4911 on the acquisition (In a transaction subject to the
rules of such exchange or assoclation as deseribed In section 4918 (¢) or (d)) of
stock or a debt obligation which but for the provisions of section 4918, would
be pla}aeyable by the person acquiring the stock or debt obligation, if such
member—

“(1) willtully effects the sale of such stock or debt obligation or fur-
nishes a written confirmation with respect to the purchase or sale of such
stock or debt obligatlon other than In accordance with the requirements
described in section 4918 (¢) or (d) ; or

“(2) hasactual knowledge that—

“(A) the certificate of American ownership or the blanket certificate
of American ownership (referred to in section 4018) in his possession
in connection with the sale of such stock or debt obligation is false in
any material respect ; or

“(B) the person who executed and filled the blanket certificate of
Amerfcan ownership in his possession was not a United States person
at the-time of sale.

“(¢) FALSE CERTIFIOATE OF SALES To FOREION PER8oNS.—In addition to the
criminat penalty imposed by section 7241, any person who wllifully executes a
certificate of sales to foreign persons described in section 4019(b) which contains
a misstatement of material fact shall be llable to a penalty equal to 125 percent of
the amount of the tax Imposed by section 4011 on the acquisition of the stock or
debt obligation involved which, but for the provisions of section 4019(b), would
be payable by the underwriter acquiring the stock or debt obligation.

“(d) PENALTY To BE 1N L1EU oF TAX IN OrrTAIN CAsES.—Unless the person
acquiring the stock or debt obligation involved had actual knowledge that the
certificate was false in any materlal respect, the penalty under subsection (a) or
(c) shall be in Heu of any tax on the acquisition of such stock or debt obligation
under section 4011 ‘ o

{b) OrmMINAL PeNavuTY.—DPart II of subchapter A of chapter 78 (relating to
penalties applicable to certain taxes) 1s amended by adding at the end thereof
the following new section:

“SEC. 7241, PENALTY FOR FRAUDULENT EQUALIZATION TAX CERTIFI-
CATES.

“Any person who willifully executes a certificate of American ownership or
blankot certificate of American ownership described In scction 4918(e), or a
certificate 6f sales to forelgn persons described in section 4010(b), which 18 known
by him to be fraudulent or to be false in any materinl respect shall be gullty of
a misdemeanor and, upon conviction thereof, shall for each offense be fined not
more than $4000, or imprisoned not more than 1 year, or both.”

(¢) CLERICAL AMENDMENTS.—

(1) The table of sectlons for subchapter B of chapter 68 Is amended by
adding at the end thereof the following:

“Bec. 3380. Fallure to file interest equalisation tax returns,
“Sec. 6681, Falge equallisation tax certificates."

(2) The table of sections for part II of subchapter A of chapter 70 is
amended by adding at the end thereof the foltowing:

“8S8ec. 7241, Penalty for fraudulent equalization tax certificates.”

Passed the House of Representativea March §, 1064,
RALPH R. Ronzarz,’ "
erk.
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THE SECRETARY OF THE TREASURY,
| . Washington D.C., June 12, 198}.
Hon. Harry Froop Byrp 4
Chairman, Committee on P{in_ance,
U.S. Senate, Washington, D.C. -

Dear MR, CrAIRMAN: I am transmitting with this letter a series
of proposed amendments recommended by the Treasury Department
to the proposed interest equalization tax bill (H.R. 8000). ~This bill
occupies a central position in our total effort to achieve prompt and
lasting improvement in . our balance of anments by reducing the
flow of long-term portfolio capital from this country. - The purposes
of the bill are achieved through the imposition of a temporary excise
tax on the acquisition from foreigners of foreign stocks or debt obliga-
tions with maturities of 3 years or more.

The l())mposed amendments are fully consistent with the J)rinciplea
of the bill as passed by the House. The changes embodied in these
amendments are directed at technical problems which have been
raised since House passage of H.R. 8000 and are designed for the most
part to extend or clarify exclusions contained in the House bill, without
at the same time weakening the effectiveness of the proposed legisla-
tion. . . S
. The Treasury Department believes it would be helpful to have
these proposed amendments made public at this time by your com-
mittes. ‘Publication of -the amendments would enable interested
Eerso'ns to learn the Tredsury’s views on the various questions which

ave been bro‘:ﬁht to our attention since House passage of the legis-
lation, . This will permit them to focus on the proposed amendments
in framing any comments they may wish to submit in connection
- with the bill. ~ , A : .
' Sincerely yours, SRR S
Dovugras -DiLLon.
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SUGGESTED AMENDMENTS TO THE INTEREST EQUALIZA-
TION TAX BILL (H.R. 8000) PROPOSED BY THE TREASURY
DEPARTMENT '-

GENERAL EXPLANATION :

The Treasury Department recommends that the interest equali-
zation tax bill (H.R. 8000) be amended in accordance with the pro-
posed changes described in this statement. The bill is designed to
relieve pressure on the balance of payments by bringing the cost of
portfolio capital raised in the U.S. market by foreign persons more
closely into alinement with the costs prevailing in markets in other
industrial countries. This pui?))ose would be achieved by imposing a
temporary tax on acquisitions by Americans of certain foreign securi-
ties from foreigners. The suggested amendments are fully consistent
with the intent of the bill as passed by the House and do not depart
from the basic provisions and framework of that bill. V |

In %eneral, the changes resolve technical problems which have been
brought to the attention of the Treas during the period since
House passage of H.R. 8000. Some of the suggested amendments
modify and extend certain exclusions so that the purposes of the bill
may be achieved without innecessarily impeding use of normal sources
or techniques of ﬁna.ncing. Othier amendments simply clarify existing
provisions and provide for more effective administration of the pro-
posed tax. _ o _ o -

EXPORT PROVISIONS

Amendments are being proposed to expand the export provisions
of the bill, in order to give further assurance that the tax does not
interfere with the legitimate export financing of U.S.. goods and
services. One proposed change extends tho exclusion for stock and
debt obligations arising from tho sale of property: produced in-the
United States to intangible prox‘emy (such as patents and copyrights)
as well as tangible property. second proposed amendment liberal-
izes the rule permittinghan exporter to transfer free of the tax a debt
obligation received in the financing of U.S. exports. Another change
makes clear that the exclusion provided by the bill where payment of
an export loan is guaranteed or insured in whole or in part by the
Export-Import Bank, remains available even if the loan gives rise to
separate obligations. , - T e

he suggested amendments propose an extension of the exclusion
contained in the bill for loans made in cohnection with the sale of
ores ‘or minerals extracted outside the United States. The categories
of corporations which qualify as extractive companies would be
broadened, and ores or minerals obtained under a.contract entered
it on or before July 18, 1963, would be covered by the provision.
Thése changes recognize additional situations in whi¢h U.S. persons
have a substantial economic interest, in the extracted ore or mineral.
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INSURANCE COMPANY PROVISIONS

A series of changes are suggested in the provisions dealing with
insurance companies doing business in foreign countries so as to clarify
those provisions and to perfect their technical application. Under the
proposed amendments, insurance companies are permitted to include
short-term obligations payable in foreign currency within their initial
designation of exempt funds of assets of foreign securities, and to use
the adjusted basis of the securities, rather than actual value, as the
means of valuing the funds. The amendments require the companies
to fill up their designated funds of exempt assets annually to the limit
provided in the bill, to the extent of purchases made during the cal-
endar year of stock and debt obligations otherwise excluded from tax
under the new issue exclusion of section 4917 and the less-than-3-year
exemption. The amendments also clarify the method of determining
a company’s allowable reserve for the year 1963, and permit insurance
companies for purposes of determining the size of the designated funds
to estimate the growth in their foreign business during a year. This
will avoid the necessity of paiin% tax throughout the year on acquisi-
tions in excess of the size of the fund at the end of the previous year,
and claiming a credit or refund at the end of the year.

ADDITIONAL EXCLUSIONS

Amendments are beinﬁ‘ proposed which exclude certain types of
acquisitions from tax. The proposed new exclusions include pro-
visions relating to acquisitions of stock and debt obligations in lieu of
payment of foreign tax; purchases of stock in order to obtain the right
to occupy a dwelling; and acquisitions of obligations received in con-
nection with the sale of a wholly owned foreign subsidiary. Acquisi-
tions of these types are due to factors other than the relative return on
capital between the United States and foreign countries. It is also
proposed that the tax not apply to the acquisition of a debt obligation
which is part of the purchase price of real property located in the
United States, if the foreign burer pays at least 25 gercent of the pur-
chase price to the Amoerican seller in U.S. dollars. Such a transaction
has a favorable impact on the U.S. balance of payments and the exclu-
sion is fully consistent with the purposes of the legislation.

DIRECT INVESTMENT

The changes in this section are designed to permit broader use of
the direct investment exclusion. One change permits a U.S. corpora-
tion holding a 10-percent or more interest in a foreign corporation to
acquire from the foreign corporation debt obligations which had pre-
viously been acquired by the foreign corporation in the ordinary course
of its business as a result of the sale or rental of products manufac-
tured or assembled by it or the performance of services by it. This
form of financing is an alternative to a direct investment by the U.S.
parent corporation in its foreign subsidiary. The s_ugiested amend-
ments also make available a credit or refund on purchases where a
10-percent or more interest is acquired over a :12-month period,
whether or not the period coincides with a particular calendar year.
In these situations, the credit or refund is made available with respect
to debt obligations as well as stock.
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LESS DEVELOPED COUNTRIES

The amendments propose that the less developed dountry provisions
be expanded to permit the tax-free acquisition of stock and debt obli-
gations by a U.S. person who is required to reinvest in a less developed
country the payments received under a contract of sale S(:r indemni-
fication) with the less developed country, resulting from the actual or
threatened expropriation, nationalization, or seizure of the U.S.
person’s property in that country. Under such circumstances, the
comf)anies in which the U.S. person is required to invest presumabl
would qualify as less developed country corporations, but the condi-
tions under which the investments are required to be made may make
it impossible for the U.S. person to obtain the requisite proof. =

Changes are also proposed in the provision defining a ‘less developed
country corporation” to expand the number of companies which would
qualify under the provision. The amendments are directed primarily
at corporations doing business in less developed countries which may
hold U.S. assets, obligations of individuals resident in less develoged
countries, or assets temporarily in foreign bank accounts (other than
in less developed countries).

EXCLUSION FOR NEW ISSUES WHERE REQUIRED FOR INTERNATIONAL
MONETARY STABILITY

One of the suggested amendments in’this section clarifies the defini-
tion of what constitutes a new issue of debt obligations for oses
of this exclusion to make clear that construction loans are eligible to
qualify. The other proposed change is designed to facilitate pro-
cedural operation of the exclusion by authorizing the President to
extend the period of time within which an acquisition must be made
after filing of the required notice. A

SALES BY UNDERWRITERS AND DEALERS

One of the suggested amendnients in the provisions of ‘the bill
dealing with transactions by underwriters and dealers pertiits a
foreign underwriter participating in ‘a piblic offering in the United
States withr American underwriters to elect to be treated as a U.S.
person for purposes of his participation in the offering. This change
will facilitate uniform pricing of the offering and eliminate return
filing burdens for U.S. purchasers acquiring from the foreign under-
writer. , ,

The suggested amendments also permit a dealer to claim a credit
or refund on the sale of debt obligations to foreigners within 90’ days
of upurchas'e if the obligations are sold to another dealer who in turn
sells to a foreigner on the date of purchase or the next business day.
This change recognizes certain trading practices in the securities
industry. The amendments also authorize the establishment of pro-
cedures by the stock exchanges and the over-the-counter market to
provide a dealer with proof that the security was sold to & foreign
person..: Appropriate penalties are provided in' the bill if these
procedures are abused. o N L

The proposed changes also permit a credit if a dealer acquires forei

stock in the ordinary course of his business and sells the stock o,nit,%e'
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same business day to a foreigner. This proposal is designed to permit
dealers to conduct certain types of arbitrage activities without at the
same time weakening the effectiveness of the tax.

LIMITATIONS ON TAX

Three amendments are suggested in the section of the bill which
limits the tax imposed on certein acquisitions so as to expand the
situations in which the special rules limiting application of the tax
ms(sly be utilized. The first of these permits an American who acquires
a debt obligation from another American (free of the tax) and who
later exercises the right to convert the debt obligation into stock to
offset against his liability the emount of tax which would have been
imposed if the obligation had been acquired in a taxable transaction.
The bill now permits an offset only with respect to tax which was
actually paid on acquisition of the obligation. A second change
permits an American, exercising a subscription right to acquire stock
or a debt obligation within 90 ‘days from the date of the distribution
of the rights, to use the exercise pricoe as his tax base, whether or
not he was the original distributee of the rights. The bill presently
limits use of the exercise price to the original recipient of the rights
from the issuer. The third amendment avoids the possibility of a
double tax where a domestic corporation has been formed or availed
of for the benefit of a foreign horrower.

PREEXISTING COMMITMENTS

The sug%ested ameéendments propose a liberalization of the pro-
visions in the bill exempting certain transactions from:the generally
effective date of the tax of July 19, 1963, because of the existence of a
preexisting commitment. They extend the exemption to situations
where application of the tax might involve hardship to the parties

_because of the advanced state of hegotiations on July 18, 1963. An
exemption i3 also %rovided if the acquisition was pursuant to a con-
tract of sale to a less developed country entered into on or before
July 18, 1963, if the contract requires reinvestment of the proceeds
in that country. ‘

. ORIGINAL ISSUE DISCOUNT

'The proposed amendments suggest a change in the provisions of the
Internal Revenue Code dealing with the taxation of the difference
between the issue price of bonds and the stated redemption price at
maturity of such bonds, i.e., ‘‘original issue discou¢.” The amend-
ment is designed to prevent the interest equalization tax from creating
adverse income tax consequences in the case of private placements of

bonds. o
ADMINISTRATIVE PROVISIONS

The proposed amendments provide that proof of the exemption
for prior American ownership must be in the form of a certificate of
American ownership or a confirmation received from a member of a
registered exchange or the National Association of Securities Dealdls,
unless reasonable cause is submitted for the inability to produce such
evidence. This technical change is needed because of other pro-
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visions already contained in the bill which are designed to facilitate
trading in foreign securities. In the overwhelming majority of
purchases of foreign securities, a confirmation will be received hy the
American buyer which satisfies the requirements of the bill, and no
return or filing is necessary. However, if no confirmation or certifi-
cate is obtained or submitted, a person claiming the exemption for
prior American ownership must file a statement explaining his in-
ability to submit the certificate, together with a summary of the
evidence establishing the exemption.

A second proposed administrative change relates to required
recordkeeg%ng and information filing by members of stock exchanges
and the National Association of Securities Dealers. ' The present
bill requires recordkeeping and the filing of information by the seller’s
broker in transactions where the exemption for prior American owner-
ship is claimed, since the action of the seller’s broker in accepting
a certificate of American ownership results in no tax being due from
the purchaser. The suggested amendments apply recordkeeping and
filing requiremeénts to transactions’in which no exemption is available
(and tax is due), since such records and information are essential to
facilitate enforcement of the tax.

84-987 0—64——3
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PROPOSED AMENDMENTS AND TECHNICAL EXPLANATION

Section = 4913, LIMITATION ON TAX ON CERTAIN

ACQUISITIONS .

_(a) CERTAIN SURRENDERS, EXTENSIONS, RENEWALS, AND EXERCISES,
Page 7, line 7.
(3) SpEcIAL LIMITATIONS. Page 8, line 19.
(A% CONVERSIONS OF DEBT OBLIGATIONS INTO STOCK.
age 8, line 20. 4 ,

This subpamqra h should be amended to read as follows:

‘The tax imposed upon an acquisition of stock
pursuant to the exercise of a right to convert a debt
obligation (as defined in section 4920(a)(1)) into
stock shall be limited to— .

“(i) the amount of tax which would have
been imposed by section 4911 if the deht obliga-
tion [pursuant to section 4920(a)(2)(D),] had
been treated as stock at the time of its acquisi-
tion by the })erson exercisiny the right (or by
a decedent from whom such person acquired
the right by bequest or inheritance or by reason
of such decedent’s death), less

“(ii) the amount of tax paid by the person
exercising the right (or by such decedent) as a
result of the acquisition of the convertible debt
obltifeation or, if such acquisition was not subject
to taz tmposed by section 4911, the amount
of tax which would have been imposed as a result
of such acquisition if such acquisition had been
subject to such tax.

The proposed change is desiﬁned to provide consistent treatment
in the bill on the exercise of rights to convert foreign debt obligations
acquired by Americans from other Americans, and to facilitate trading
in these securities among Americans.

Section 4912 (a) of the bill provides that the exercise of the right to
convert a foreign debt obligation which is convertitle for at least 5

ears after interest begins to accrue is a taxable acquisition of stock
y the person exercising the right. The revised subparagraph will
ermit a U.S. holder of such convertibles to offset against the tax
iability arising on conversion any tax which would have been pay-
able if the convertible obligations had been acquired in a transaction
subject to the tax, regardless of whether such a tax was actually paid.
The proposed chenge removes the distinction which would allow a
credit to U.S. persons acquirinF foreign convertibles directly from
the foreign issuer in a private placement, but would deny the credit
to a purchaser in a public oﬂ‘erinﬁ, who acquires from the U.S. under-
writer and not directly from the foreign issuer. The amendment

will make the credit available to both.
(B) EXERCISE OF CERTAIN SHAREHOLDERS' RIGHTS. Page

9, line 12.
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This subparagraph should be amended to read as follows:

“The tax imposed upon an acquisition of stock
or a debt obligation of a foreign corgo‘ration by a
United States person [who is a shareholder of such
corporation]], where—

“(i) the stock or debt obligation is acquired
pursuant to the exercise of an option or similar
right to acquire such stock or debt obligation
which was acquired [by such person]} by a
shareholder of such corporation In a distribu-
tion [by such corporation] with respect to
to its stock, and \

“(ii) such option or right [by its terms
expires or terminates within a period not ex-
ceeding 90 days from the date so distributed
to him] 1is ezercised within 90 days from the
date of s distribution by such corporation

shall be limited to the amount of tax which would
have been imposed by section 4911 if the price paid
under such option or right were the actual value of
the stock or debt obligation acquired.

The proposed changes are designed to extend the benefit of using
the exercise Hrice as the tax base to subsequent holders of subscription
rights as well as shareholders, and to permit this limitation to be used
where exercise occurs within 90 days of the distribution, regardless
of any ambiguity in the terms of the offering which might make it
unclear whether the rights offering actually terminated within 90
days of issuance. ,

he balance-of-payments outflow in the case of the exercise of
subscription rights is no greater than the exercise price, whether the
riﬁhts are exercised by the original recipient or a subsequent purchaser.
The proposed extension of the use of exercise price as the tax base for
subsequent purchasers is thus consistent with the purposes of the bill,
and removes a possible impediment to the market in such rights.

“(e) Acﬁtisi.tions by Certain Domestic Corporations and Partner-
shfgs. Following page 11, line 3. L '

his new subsection should provide as follows:

“If stock or a debt obligation of a foreign issuer or obligor is
acquired by a domestic corporation or a domestic farlner,ship
with funds obtained as the result of an acquisition by a United
States person of stock or a debt obligation of such corporation or
partnership which under section 4912(b)(8) ts deemed an acqui-
sition by such person of stock or a debt obligation of a foreign
issuer or obligor, the tax imposed upon the acquisition hgllé the
domestic corporation or the domestic partnership s be
limited to—

“gl) the amount of tax imposed by section 4911, less
“(2) the amount of tax paid by the United States person
from whom the funds were obtained on the acquisition by
such person which under section 4912(b)(8) is deemed an
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acquisition of stock or a debt obligation of a foreign issuer
or obligor.

This proposed subsection is designed to prevent the imposition
of a double tax on the same transaction, where a foreign borrower
has made use of a domestic corporation or partnership as a conduit
to acquire funds from a U.S. lender.

Under section 4912(b)(3) of the bill, the legal entities of domestic
corporations and partnerships which are formed or availed of for
the principal purpose of channeling funds to foreign borrowers are
disregarded with respect to such transactions, and the U.S. lender
is taxed as if he were acquiring the stock or debt obligation directly
from the foreign issuer or obligor. The present bill could also be
construed to require a second tax to be imposed when the domestic
entity passes the same funds along to the foreign corporation or

artnership in exchange for the latter’s debt obligation (or stock).
guch a double tax goes beyond the necessary scope of the bill, and
the proposed amendment will eliminate the possibility of that result.

Section 4914. EXCLUSION FOR CERTAIN ACQUISITIONS

(b) ExcLupED AcquisiTIONs. Page 12, line 18,
“(4) Acquisitions in liew of payment of foreign tax. Following
page 14, line 4.
This 1s a new paragraph of subsection (b); present paragraph (4)
should be renumbere (6,)).

“Of stock or debt obligations by a United States person
doing business in a foreign country, to the extent such ac-
uision is made, 1n conformity with the laws of such
Joreign country, as a substitute for the payment of taz to
such foreign country.

This new provision oxcludes from tax the ac?uisition of foreign
securities if such securities are purchased in lieu of the payment by a
United States person doing business in a foreign country of tax im-
posed by that country. Certain forei‘;n countries permit taxpayers
to acquire foreign securities, generally 1OusinF bonds, instead of pay-
ing certain taxes imposed by the country. This paragraph recognizes
that such a purchase shoulcf not be subject to the interest equalization
tax since such an acquisition is not made in response to any interest
rate differential between the United States and the foreign country.

“(6) Acquisitions of stock in cooperative housing corporations.

Following page 14, line 4. .
This is & new paragraph (5) of subsection (b).

“Of stock of a foreign corporation which entitles the
holder, solel: reason of his ownership of such stock, to
occupy for dwelling gurposes a house, or an apartment in a
burlding, owned or leased by such corporation.

This proposed oxclusion is designed to permit a U.S. person to
acquire stock in a foreign corporation for the purpose of obtaining the
right to occupy a house, or an apartment in a building, owned or
leased by the corporation. Under the bill as presently drafted such an
acquisition would be subject to the tax unless the U.S. porson acquired
a 10 percent or more interest in the foreign corporation. On the other
hand, the tax is not applicable to the rental of an apartment by an
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American living abroad, or to the purchase of a house abroad. The
Eroposed change provides equivalent treatment to stock in cooperative
ousing corporations. The acquisition of stock in a corporation for the

purpose of obtaining a dwelling would normally not be motivated by
an Interest rate differential between the United States and foreign
countries. S

(c) EXPORT CREDIT, ETC., TRANSACTIONS. Page 15, line 1.

1) IN GENERAL. Page 15, line 2.
This paragraph should be amended as follows:

“Tl.e tax imposed by section 4911 shall not a]pply to
the acquisition from a foreign obligor of a debt obligation
arising out of the sale of tangible personal property or
services (or both) to such obligor by any United States
person, 1i—
“ (4}2 sea.yment. of such debt obligation (or of any
relate bt obligation arising out of such sale) is
guaranteed or insured, in whole or in part, by an
agency or wholly-owned instrumentality of the
nited States; or :
“(B) * % t.

This proposed change makes clear that if payment of part of a loan
is guaranteed or insured by an agency or wholly owned instrumentality
of the United States, such as the Export-Import Bank, that portion of
the loan which is not guaranteed or insured is excluded from the tax.
This is true even if separate debt obligations are given for the guaran-
teed and nonguaranteed portions of the loan. This exclusion 1s based
on the fact that the Export-Import Bank guarantees or insures a
portion of a loan only if the entire loan is attributable to the sale of
goods produced in the United States.

(3) Certain interests in intangible personal property. Followin
page 16, line 20. This is a new paragraph. I;:'esent paragrapﬁ
(3) should be renumbered (4).

This new paragraph should read as follows:

“The taz imposed by section 4911 shall not apply to the
aequisition by a United States person from a a/oretgn 1ssuer
or oblt'gc:;:l)/ s stock in payment for, or of a debt obligation
arising oul of, the sale to such tssuer or obligor of—

L (4) ¢(m z‘mest in tpatents, inventions, ’:nodels c:;t'
designs (w or not patented), co {s, secr
groccsses and formulas, good will, tra%cmarks, trade

rands, franchises, or other like property (or any
combination thereof), or .
~ “(B) any such interest together with services to be
gerformed n conneclion with any such interest sold,
y such Uhnited States person (or dy one or more
includible corporations in an affiliated group, as
deﬁn:d_ )t'n section 1604, of which such person 18 a
member),
if not less than 85 percent of the purchase price is atlrib-
wlable o the sale of any interest in property described in
subparagraph (A) which was produced, created, or devel-
oped in the United States by sueh United States person (or
by one or more such includible corporations), or is attrib-
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utable to the sale of any interest in such property so pro-
duced, created, or-developed and to the performance of
services described in subparagraph (B).

This new ptovision is designed to provide a U.S. person who is
selling’ intangible property, such as know-how, patents, and copy-
rights, treatment consistent with that already accorded to exporters of
tangible property. Frequently, the sale of intangible property
involves the acquisition by the selling U.S. person of a 10-percent
interest in the foreign purchaser, which would be excluded from tax as
a direct investment. Howaover, there are situations where a t0-percent
interest may not be acquired, lpartlcularly where the seller is & small
US. company selling to a o foreign corporation. This new
provision would permit a'U.S. seller of intaqﬂb e property to receive
stock or debt obligations in connection with the sale of progerl.y
which he produced, created, or developed, or in connection with the
furnishm%of services related to the sale of such property.

#(6) OTHER LOANS RELATED TO SALES 3Y UNITED STATES PER-
sons, Page 17, line 14,
This paragraph should be amended as follows:

“The tax imposed by section 4911 shall not apply to
the acquisition from a foreign obligor by a United
States person of a debt obligation of such obligor if such
debt obligation— , :

*(A) was received by such United States person
as all or part of the purchase price provided in a
contract under which the foreign obligor agrees to
purchase for a Reriod of 3 years or more ores or
minerals (or derivatives thereof)— .

(9) extracted outside the United States [(i)])
by such United States person [(ii)] or by one or
more includible corporations in an affiliated
group (as defined in section 48(c)(3)(0))  of
which such United States person is a member,

(13) extracted outsids the United States by a
corporation at least 10 percent of the total com-
bined voling power of all classes of stock o
which 18 owned, directly or indirectly, by suc
United . States person, by one or more such
neludible corporations, or by domestic corpora-
tions which own, directly or indirectly, at least 50
percent of the total combined voting power of all
classes of stock of such United States person, or

(117) obtained under a contract enlered into
on or before July 18, 1968, by such United States
person, by one or more such includible corpora-
tions, or by such domestio.corporations; or

L (iii) by a corporation at least 10 lPercent. of
the total combined votin%power of ell classes of
stock of which is owned by such United States
person, if at least 80 percent of such votin
power is owned by United States Persons eac
of whom owns at least 10 percent of such voting
power; or}
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“(B) arises out of a loan (made by such United
States person to such foreign obligor) the proceeds
of which will be used by such obligor for the installa-
tion, maintenance, or improvement of facilities out-
side the United States which (during the period the
loan is outstanding) will be used for the storage
handling, transportation, processing, or servicing o
ores or minerals (or derivatives thoreof) a substan-
tial portion of which is extracted outside the United
States by such United States person or by a corpo-
ration referred to in clause é)i) or ﬁrfci}] (1) or (i7)
of subparagraph (A) or 18 oblatned under a contract
described in clause (11t) of subparagraph (A).

This proposed change expands the exemption for ores and minerals
extracted and sold outside the United States to include the sale of
those ores and minerals in which the U.S. person has a substantial
economic interest.

This charﬁe would permit an exclusion if the ores or minerals bein
sold by the U.S. person under a long-term sales contract are extraote
outside the United States by the U.S. person acquiring the debt obli-
gation, an affiliated company, or by a corporation in which the U.S.
person, domestio corporations owning at least 50 percent of the voting
stock of the U.S. person, or an affiliated company holds a direct in-
vestment (10 gercent of the total voting stock), whether or not U.S.
persons own 50 percent of the total voting stock of the foreign corpo-
ration. The proposed change also qualifies ores or minerals obtained
under a contract entered into on or before July 18, 1983, by such U.S.
person, domestio corporations, or an affiliated company, whether or
not the extraotion is performed by them. The bill also permits U.S.
persons to acquire debt obligations of foreign obligors tax free if the
proceeds of the loan are to be used by the borrower to install, main-
tain, or improve faoilities for the storage, handling, transportation,

rocessing, or servicing of ores or minerals extracted outside the
nited States which qualify under the proposed standards.

(6) ACQUISITIONS BY INSURANCE COMPANIES DOING BUSINESS IN
FOREIGON CQUNTRIES. Page 21, line 6.

(1) IN GENERAL. Page 21, line 8.

This paragraph should be amended as follows:

“The tax imposed by section 4911 shall not a%)lir to
the acquisition of stock or a debt obligation by a United
States person which is an insurance company subject to
taxation under section 802, 821, or 831, ifi A)] such
stock or debt obligation is designated (in accordance with
paragraph (3)) as part of a fund of assets established and
maintained by such insurance company (in accordance
with paragraph (2)1)1 with respect to foreign risks insured
or reinsured by suc compang under contracts (including
annuity contracts? [which, by their terms, provide that
the proceeds shall be payable] the proceeds of which are

able only in the ourrenc¥ of a foreign country[[, and
{)ﬁg the actual value of all of the assets held in such fund
immediately after the stock or debt obligation has been
designated as & part thereof does not exceed 110 percent
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The ‘irst change in the above provision is designed to makeJclear
that an insurance contract qualifies as a policy insuring a foreign
risk if the company is obligated to make payment in a foreign currency,
whether the obligation to make such payment is stated in the policy
itself or is requiri:d under the law of the applicable foreign jurisdiction.
The second change eliminates a provision the substance of which is
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of the applicable allowable reserve determined in
accordance with paragraph (4)]. As used in this sub-
section, the term ‘‘foreign risks” means risks in con-
nection with property outside, or liability arising out of
activity outside, or in connection with the lives or
health of residents of countries other than, the United

found elsewhere in the subsection (pars. (3)(A)(i) and (B)(E)(i)).

(3) DESIGNATION OF ASSETS. Page 23, line 8.
(A) INITIAL DESIGNATION. Page 23, line 9.

This subparagraph should be amended as follows:

‘(i) REQUIREMENT OF INITIAL DESIGNATION.
~—An insurance company desiring to establish a
fund (or funds) of assets under par:ﬁraggh (2)
shall initially designate, as part or all of such
fund (or funds), stock and debt obligations
owned by # on July 18, 1968, as follows: First,
stock of foreign tssuers, and debt obligations of
Joreign obligors having a period remaining to
maturity (on July 18, 1968) of 8 years or more
and payable in foreign currency: second, if the
company so elects, debt obligations of foreign
obligors having a period remaining to maturity
(on July 18, 1968) of less than 3 years and pay-
able in foreygn currency: and third, debt obliga-
tions of foreygn obligors having a period remain-
ing to maturidy (on July 18, 1968) of 8 years or
more and payable solely in United Stales cur
rency. The designation under the preceding
sentence with respect to any fund shall be made,
in the order set forth, to the extent that the adjusted
basis (within the meaning of section 1011) of the
designated stock and debt obligations was (on
July 18, 1968) not in excess of 110 percent of
the allowable reserve applicable to such ﬁ/und
(determined in accordance with paragraph (4
(B)(A3)), and shall in no case include any stoc
or debt obligation described in sectiqn,dlb‘(a).

of foreign issuers, or debt obligations of
oreign obligors having a period remaining to
maturity of 3 years or more, or both, which it
owned on December 10, 1963, to the oxtent
that such stock or debt oi)ligations or both had
an actual value as of such date not in excess
(in the case of any such fund) of 110 percent
of the applicable allowable reserve of such com-
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pany as determined in accordance with para-
graph (4)(A). The designation or designa-
tions which an insurance company is required
to make shall be made first from stock and debt
obligations which were acquired by such com-
pany on or before July 18, 1963, and shall in
no case include any stock or debt obligations
described in paragraph (1), (2), or (3) of sec-
tion 4916(a) i)

“(11) TIME AND MANNER OF INITIAL DESIGNA-
TioN.—Any initial designation which an insur-
ance company is required to make under this
subparagraph shall be made on or before the
30th day after the date of the enactment of this
chapter (or at such later time as the Secretary
or his delegate may by re'%ulatio'ns prescribe)
by the segregation on the books of such com-
gany of the stock or debt obligations (or both)

esignated.

This revised subparagraph is designed to give insurance companies
doing business in foreign countries a different method of establishing
their funds of assets. Under the method presently provided in the
bill, insurance companies cannot desi%nate debt obligations as part
of the fund as an initial designation unless tha obligations were owned
on both July 18 and Yecember 10, 1963. This means that an obli-

ation which was held on July 18, 1963, and which matured before

ecomber 10, 1963, could not be designated as part of the fund.
Moreover, debt obiigations with less than 3 years remaining to
maturity cannot be initially desi%nated. This prevents obligations
of less than 3 years maturity payable in foreign currency from being
the subject of an initial designation, despite the fact that they may be
attributable to the foreign business carried on by the Insurance
com?any. These short-term obligations may have originally been
purchased as long-term obligations or as short-term obligations with
the intention by the insurance company of reinvestment in long-term
obligations payable in foreign currency, If these short-term obli-
ations pagable in foreign currency cannot be designated as part of tho
und bofore long-term obligations payable in U.S. currency, the in-
surance companies would be unable to replace tax free those short-term
obli%at,ioxxs which are attributable to their foreign operations.

The g)mposed subparagraph 'Frovides an alternative method of
establishing the fund of assets. The order of designation is as follows:
g 1) Stock and long-term debt. obligations payable in foreign currenc%';
2) at the election of the company, short-torm obligations payable
in foreign currency; and (3) long-term debt obligations payable in
U.S. currency. Ownership on December lo,*196.$3, is not required
since inclusion of this date is not necessary for effective operation of
this provision as amended. -

This subparagraph also includes a change directed at the valuation -
of assots in the fund. Under the grosent, provision in the bill, an in-
surance company would be required to ascertain the fair market value
of its fund of assets, including appraisals of mortgages and private
placements, at tho time of each new ac¢quisition of stock or debt obli-
gations, to determine if the new acquisition could be designated as part
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of the fund without exceeding the fund’s 110-percent limit.

In order

to eliminate the necessity of frequent revaluations of the fund’s assets
and to simplify Goyernment audit procedures, the proposed change
permits valuation of the fund of assets in .terms of the adjusted basis
of the securities held. This is also the value used for purposes of
determining gain on sale or other disposition of securities under the
applicable provisions of the Internal Revenue Code relating to income

tax treatment of insurance companies.

(B) CURRENT DESIGNATIONS TO MAINTAIN FUND. Page

24, line 17. w
This subparagraph should be amended as follows:

_ “To the extent permitted by subparagraph
[(C)] (E), stock of a foreign issuer or a debt obliga-
twn of a foreign obligor acquired by an insurance
company after July 18, 1963, may be designated
part of a fund of assels described in paragraph (), if
such ‘designation is made before the expiration of 80
days after the date of such dacquisition and the com-
pany continues to own the stock or debt obligation until
the time the designation 18 made; [an insurance com- -

- - pany may claim an exclusion under this subsection
with respect to the acquisition of stock or a debt
_obligation of a foreign issuer or obligor after Decem-

10, 1963, if such company designates such stock or
debt obligation as part of a fund of assets described in
paragraph (2) before the expiration of 30 days after
the date of such acquisition (and continues to own
it until the time the designation is made);] except
that any such stock or debt obligation acquired before
the initial designation of assets to the fund is actu-
ally made as provided in subparagraph (A)(ii) may
be designated under this subparagraph at the time
of such initial designation without regard to such
30-day period and continued ownership require-

ments. :

as

The changes in this subparagraph are intended to conform the

provision with the amendments proposed in subpar

line 9.

aph (A).

(0) Additional designations after close of year. Pag

e 25,

This is a new subparagraph (C); present subparagraph (C) is

deleted.

in paragraph (£) at the close of a cal- -

“If the adjusted basis of the assets held in a fund o
asset{ dcscrii;d 4 ] unay

endar year after 1968 18 less than 110 percent of the
allowaglo reserve applicable to such fund at the close of

such year, the insurance c«om%my may, to

permatled by sub raph (
_stock or deg!tl oblig%ggs or bo

during such calendar year as a part of such

the extent
additional
) which were acquired
und, 80-

long as the company still owns such stock or debt obli-

gations at the time of designation. Any desty

nation

under this subﬁgz':‘grapb shall be made on or before

~ January 31 fo

ng the close of the calendar year.
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Any tax paid by such company under section 4911
on the acquisition of the additional stock or debt obliga-
tions so designated shall constitule an overpayment of
tax; and, under regulations prescribed by the Secr

or his delegate, credit or refund (without interest) s

be allowed or made unth respect to such overpayment.

This now subparagraph embodies the procedure now contained
in paragraph (4)(B) of this subsection. This procedure permits
an insirance company to designate stock and debt ob]igatxohs as
part of a fund of assets if the securities were acquired during the
calendar year (and are held at the end of the year) and if the adjusted
basis of the assets in the fund at the end of the year is less than 110
percent of the allowable reserve applicable to the fund. The securities

may bo designated up to the 110-percent limit. A credit or refund ="

is available as to any tax which was paid on stocks or debt obligations
which are so designated. )
(D) Supplemental required designations.
This is a new subparagraph %) following new subparagraph (C)
added following lire 8 on page 25.

If during any calendar year an insurance company
acquires stock or debt obligations which are excluded
Jrom the taz tmposed ? section 4911 under an
Ezxecutive order described in section 4917, and if
at the close of the calendar year (and after the designa-
tion o wional assels under subparagraph éO))
the adjusted basis of all assels in a fund described

in paragraph (2) 18 less than 110 percent of the

allowable reserve %:plicabls to su und, such
company shall, to extent permitted subpara-
graph (&), designate as part 3/ guch fund stock and debt
obligations acquired by it during the calendar year
and owned by it al close of the calendar year,
as follows: First, stock, and debt obligations having

a period remaining to maturily (on the date of

acquisition) of 8 years or more and pai%ablc in foreign
- currency, which were excluded from the taz imposed

sectvon 4911 under such Execulive order; second,
if the company so elects, debt obligations of foreign
obligors having a period remaining to maturity (on
the date of acquisition) of less than 8 years and
ﬁyable in foreign currency; and third, debt obligations

ving a period remaining to maturity (on the
date of acéuisition)’ of 8 years or more and payable
solely in United States currency, which were excluded
from the taxz imposed by section 4911 under such

Ezrecutive order. The designations under this sub-

paragraph shall be made on or bdefore January 81

Jollowring the close of the calendar year.

This new subparagraph establishes an orderin %rocess for designat-
ing securities at the close of a calendar year if the fund of assets is
not up to its 110-percent limit. The purpose of this provision is to
prevent creation of a gap in the fund of assets which could defeat the
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Purposes underlying the imposition of a limit on the ‘proposed exclusion

or new issues provided in section 4917, if it were found necessary to
impose such a limit. This gap could develop while the new issue
exclusion was unlimited, if the insurance companies were not required
to designate as part of the fund those securities which were excluded
from tax under this new issue exclusion. If the President at a later
time found it necessary to impose a limitation on this exclusion, in-
surance companies would then have room in their funds of assets
to continue to buy new issues at a substantial rate. The proposed
change prevents this result by requiring the designation at the end
of the calendar year (if the fund is not full) of stock and long-term
debt obligations (payable in foreign currency) which were originally
excluded from tax during the calendar year under the new issue
exemption; short-term debt obligations (payable in foreigi currency),
at the election of the company; and long-term debt obligations
épayable in U.S. currency) which were originally excluded from tax

*Yluring the calendar year under the new issue exemption.

) (E) Limyations. Following new subparagraphs (C) and
(D) added following line 8 on page 25.

This is a new subparagraph (E).

“(¢) Ixn aenERAL.—No designation of stock
or a debt obligation as a part of a fund of assets
described in hparagra h (2) shall be under
subparagraph (B), (5), or (D), to the extent that
immediately thereafter, the adjusted basis of all
the assets held in such fund would exceed 110 per-
cent of the applicadle allowable reserve (deter-
mined in accordance with paragraph (4)(B)(%)).

“(1t) TREATMENT OF EXCESS DESIGN ATIONS,—
To the extent that the adjusted basis of any stock
or debt obligation designated as a part of a fund
under subparagraph (B) dum'ng any calendar
year, when added to the adjusted basis of all other
assets held in such fund at the close ﬁf such
calendar year, exceeds 110 percent of the allowable
reserve az:glicable to such fund for such calendar
year, the designation of such stock or debt obliga-
tion shall, for purposes of this subsection, be
treated as ineffective, and the provisions of this
chapter shall applg with respect to the acqursition
of such stock or debt obligation as if such designa-
tion had not been made.

“(t%¥) SHORT-TERM OBLIGATIONS.—No desig-
nation may be made under subparazraph (B) or
(O) of any debt obligation which has a period
remaining to maturity (on the date acquired) of
less than 3 years.

Clause (i) of this subparagraph states the general principle that
no designation of stock or debt obligations may be made if the designa-
tion causes the adjusted basis of the assets in the fund to exceed 110
percent of the allowablé reserve applicable to the fund. A comparable
provision now appears in the bill as (3)(0).

Clause (ji) of this subparagraph permits an insurance company to
estimato the increase in its allowable reserve during a particular
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calendar year. As the bill is presently drafted, an insurance company
whose fund of assets is com%et,ely ed must pay the tax on acquisi-
tions even though its foreign business may increase during the calendar
year 80 as to permit designation of the securities at the end of the
year. Under present procedure, the company is required to pay the
tax, and at the end of the year, apply for a credit or refund based upon
the actual increase in its reserve. The proposed change permits a
company to designate securities as part of a fund of assets based upon
its estimate of the allowable reserve applicable to the fund at the end
of the year. If the adjusted basis of the stock or debt obligations
designated as part of the fund during the year, together with all other
assets held in the fund at the end of the year, is less than 110 percent
of the allowable reserve applicable to the fund, no tax is due. If,
however, the adjusted basis of these assets exceeds 110 percent,
designations in excess of that figure are treated as ineffective, and the
company must pay the tax plus any interest which may be due on the
acquisitions which were the subject of ineffective designations.

lause (iii) of this subparagraph is designed to prohibit mainte-
nance designations of short-term obligations ‘during the calendar
year. The acquisition of these obligations is not Subiect to the tax,
and such maintenance designations could be utilized by insurance
companies as a method of avoiding the impact of a limitation which
might be placed on the exclusion erovidedin’seotion 4917 for issues
orginating in a country where application of the tax to that country
imperils or threatens to imperil the stability of the international
monetary system (new issue exclusion). In anticipation of the estab-
lishment of such a limit, insurance companies could fill their funds
with short-term obligations and, after a limit were imposed, replace
them with new long-term obligations tax free. . This would have the
effect of frustrating the purposes of the limit. Under proposed sub-
pam{aph (D), at the close of the calendar year, short-term obligations
may be designated after new long-term obligations payable in foreign
currenocy which were excluded from tax under section 4917, :

‘ &) DETERMINATION OF RESERVES, . Page 25, line 16.

This paragraph should be amended as follows: :

. “SA) GENERAL RULE.—For purposes of this sub-
section, the term ‘allowable reserve’ means—

“@) in the case of a life insurancé company

(as defined in section 801(a)), the items taken

into account under section 816(0) arising out of

contracts of insurance and reinsurance (includ-

ing annuity contracts) which relate to foreign

risks and the proceeds of which are payable in

a single foreign currency (other than the cur-
renocy of a less develoged country); and

“(ii) in the case of an insurance company

other than a life insurance company (as so

defined), the amount of its unearned premiums

(under section 832(b)(4)) and unpaid losses

(under section 838(b)(6)) which relate to foreign

risks insured or reinsured under contracts pro-

viding for payment in foreign currencies (other

than currencies of less developed countries)
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and which are taken into account in computin
taxable income under section 832[(b)(4) an
(6)3 (for such purpose treating underwriting
income of an insurance company subject to tax-
ation under section 821 as taxable income under
section 832).
he determination of an allowable reserve of an
insurance company for any calendar year shall be
made as of the close of the previous calendar year.]
‘(B) TIME OF DETERMINATION .—

“() IN @BNERAL.—For purposes of para-
graph (3) (other than subparagraph (A) of such
paragraph), the delermination of an allowable
reserve Jor any calendar year shall be made as of
the close of such year.

“(¢t) INITIAL DESIONATION.—FoOr purposes
of paragraph (3)(A), the determination of an al-
lowable reserve shall be made as of July 18, 1968.
If the insurance company so elects, the determina-
tion under this clause may be made b)'l{ computing
the mean of the allowable reserve at the beginning
and at the close of the calendar year 1963.

Present subparagraph (B) is deleted. , )
The changes proposed in subparagraphs (A) and (B)(i) of this
aragraph make clear that the determination of an allowable reserve
or a fund of assets for any celendar year shall be made at the end of
that year. Under the present bill, the reserve as of the close of the
previous calendar year is used, although the com;i‘any' may elect to
use the figure as of the close of the current year. This change recog-
nizes that the reserve figure which should govern is the figure at the
end of the current calendar year, which would reflect any increase in
. business during the year. L
The amendment suggested in (B)(ii) ‘of this paragraph establishes
a new method'for determining allowable reserve for the year 1963.
Under this proposal, the determination of allowable reserve shall
be made as of July 18, 1963 (the date on which securities which are
initially designated must be owned). In the alternative, a company
may compute the mean of its reserve at the beginning and the close
of 1963. This figure, which can be readily ascertained, approximates
the actual reserve figure on July 18, 1963. (The substance of present
par. (4)(B) is now embodied in par. (3)(C).) :
(2) SALE OR LIQUIDATION OF WHOLLY OWNED FOREIGN SUBSIDIARY.
Pa'%e 28, line 23.
his 18 a. new subsection (g). A revised subsection (g) appears
below as subsection (i).

“(1) In aeNERAL—The taxz imposed by section 4911
shall not apply to the acquisition by a Untted States person
of a debt od tgation of a}:reign oblrgor +f the debt oblrgation
18 acquired—

© (A) in connection with the sale by such United

States person (or by one or more includible corpora-
tions in an affiliated group, as defined in section
48(c) (8)(O), of which such United States person i8 a
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member) of all of the outstanding stock, except for
qualifinng shares, of a foreign corporation; or

“(B) wn connection with the liguidation by such
United States person (or by one or more such includible
corporations) of a foretgn corporation all of the out-
standing stock of which, except for qualifying shares,
18 owned by such United States person (or by one or
more such includible corporations), but only if such
debt obligation had been received by such foreign cor-
poration as part or all of the purchase price in a sale
of substantially all of its assets.

“(2) Liurrarion.—Paragraph (1) shall not apply to
the acquisition of a debt obligation +f any of the stock sold
or surrendered in connection with s acquisition was
originally acquired with the intent to sell or surrender.

This new provision is designed to exclude from application of the
tax bona fide sales of wholly owned subsidiaries, where the transaction
is motivated by factors other than the interest rate differential between
American and foreign security markets. Debt obligations acquired by
a U.S. person in coLnection with such a sale would be excluded from
tax, regardless of whether the transaction involves a sale of stock or a
sale of assets. The particular form of the sale is usually determined
by the purchaser of the business involved, but the effect on the U.S,
person will be the same in either situation. In the case of a sale of
stock, the U.S. glarent will acquire the debt obligations directly from
the issuer. In the case of a sale of assets, the U.S. person will acquire
the debt obligation upon the liquidation of its subsidiary, in exchange
for the Iatter’s stock. The proposal requires that the sale or surrender
of stock involve all of the outstanding stock of a foreign corporation
(except qualifﬂi‘n shares) and excludes the acquisition from tax unless
the stock of the foreign corporation was originally acquired with the
intent to sell or surrender.

(A) CERTAIN DEBT OBLIGATIONS 8ECURED BY UNITED STATES
MoRTGA9ES, ETec. Following page 31, line 25.

This is a new subsection (h) of section 4914,

d(1) In aenErAL.—The tax tmposed by section 4911 -
shall not %w the ucquisition from a foreign obligor by
a United person of a debt odligation of such foreign
obligor which is secured by real property in the
Unated Stales, to the extent—

“(A) the debt obligation is a part of the purchase
price of such real property (or of such real property
and related personal property), or

“(B) the debt obligation arises out of a loan made
by such United States person to the foreign obligor the
proceeds of which are concurrently used as of the
purchase price of such real property (or of such real
property and related pers property).

“(2) Limrrarion.—Paragraph (1) shall apply to the
acquisition of a debt obligation ondy if—

“(A) the owner of the property sold s a United
States person, and
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“(B) at least 25 percent of the purchase price of
the property sold is, at the time of such sale, paid in
Unated Stales currency to such United States person by
the foreign obligor from funds not obtained from United
States persons for the purpose of purchasing such
property.

“(8) RELATED PERSONAL PROPERTY—For purposes
of paragraph (1), the term ‘related personal property’
means tangible personal property which is sold in con-
nection with the sale of real property for use in the opera-
tion of such real property.

This provision is designed to prevent application of the tax in
the case of a loan secured by real property located in the United
States to finance the purchase of such real property by a foreigner
involving a large cash downpayment (at least 25 percent of the sales
price) to the U.S. seller. A transaction of this type has a favorable
effect on our balance of payments, and would not have occurred if
the financing were not available. Since the obligation is secured by
U.S. real estate, there is no risk that the property involved will not
remain in the United States, as would be the' case with respect to
personal property.

(i) Loss oF ENTITLEMENT TO EXCLUSION IN CASE OF CERTAIN SUB-
SEQUENT TRANSFERS. Following new subsection (L) added following
line 25 on page 31.

This is a revised subsection (g).

“(1) IN GENERAL.— -

“(A) Where an exclusion provided by paragraph
(1) (B), (2), 3), [or] (4), or ?6) of subsection (c), or
the exclusion provided by subsection (d), has ap-
plied with respect to the acquisition of a debt obli-
gation by any person, but such debt obligation is
subsequently transferred by such person (before the
termination date specified in section 4911(d)) to a
United States person otherwise than—

“(i) to any agency or wholly-owned instru-
mentality of the United States;

“(ii) to a commercial bank acquiring the ob-
ligation in the ordinary course of its commercial
banking business; [or]

“(111) in the case of an exclusion provided by
paragraph (1)(B), (2), or (3) of subsection (c),
to any transferee where the extension of credit
bg such person and the acquisition of the debt
obligation related thereto were reasonably neces-
sary to accomplish the sale of property or services
out of which the debt obligation arose, and the
terms of the debt obligation are not unreasonable
in light of credit practices in the business in which
such person is engaged; or

“F(iii)] (iv) in a transaction described in
subsection (a)(1) or (2), or a transaction (other
than a transfer by gift) described in subsection

(»)(3),

S R Y - R
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then liability for the tax imposed by section 4911
(in an amount determined under subparagraph (D)
of this paragraph) shall be incurred by the transferor
{with respect to such debt obligation) at the time
of such subsequent transfer.

“(B) Where the exclusion provided by para-
graghs (2) and (3) of subsection (¢) has applied
with respect to the acquisition of steck by any
verson, but such stock is subsequently transferred

y such person (before the termination date speci-
fied in section 4911(d)) to a United States person
otherwise than in a transaction described in sub-
section (a)(1) or (2), or a transaction (other than a
transfer by gift) described in subsection (a)(3),
then liability for the tax imposed by sestion 4911
(in an amount determined under subparagraph (D)
of this paragraph) shall be incurred by the transferor
(with respect to such stock) at the time of such
subsequent transfer.

The proposed change in subpara%ra h (A) liberalizes the provisions
applicable to the transferability of debt obligations received by an
exporter so as not to interfere with the legitimate export financing
of U.S. companies. The bill now provides that export paper maéy be
transferred only to an agency or wholly-owned instrumentality of the
United States, a commercial bank in the ordinary course of its com-
mercial banking business, or by operation of law. Thi:;lproposal per-
mits transfer to other U.S. persons, %rovided the original extension of
credit by the exporter was reasonably necessary to accomplish the
export, and the terms of the debt obligation are not unreasonable in
light of credit practices in the exporter’s business.

The proposed change in subparagraph (B) applies the restrictions
applicable to the transfer of stock received in connection with the
export financing of tangible personal property to intangible personal
property, in accordance with new section 4914(c)(3).

Section 4915. EXCLUSION FOR DIRECT INVESTMENTS

(a) IN GBNERAL. Page 32, line 2.
(1) ExcLupEp AcqQuisiTiONS. Page 32, line 3.
This paragraph should be amended to read as follows:

“Except as provided in subsections (c) and (d) of this
section, the tax imposed by section 4911 shall not appl
~ to the acquisition by a United States person (A) of stock
or a debt obligation of a foreign corporation or of a debt
obligation from a foreign corporation which received such
obligation in the ordinary course of its trade or business
as a result of the sals or rental of products manufactured or
assembled by it or o{ the performance of services by 1, if
immediately after the acquisition such person (or one or
more includible corporations in an affiliated group, as de-
fined in section 1604, of which such person is a member)
owns (directly or indirectly) 10 percent or more of the to-
tal combined voting power of all classes of stock of such
foreign corporation, or (B) of stock or a debt obligation
of a foreign partnership if immediately after the acqui-

34-9370—84—4



44 INTEREST EQUALIZATION TAX ACT

sition such person owns (directly or indirect}y) 10
percent or more of the profits interest in such foreign
partnership, * * *

This proposed change extends the direct investment exclusion to the
acquisition by a U.S. corporation of installment receivables acquired
by its subsidiary in connection with the sale or rental of products
manufactured or assembled by the subsidiary or the performance of
services by the subsidiary.

Under the bill as presently drafted a U.S. corgoration can lend funds
to a foreign subsidiary and acquire a debt obligation in return tax
free. In certain instances, the U.S. corporation may be restricted
by trust indentures or other aireements in its ability to lend to a
subsidiary. If thisis the case, the U.S. corgoration may be permitted
under the trust indenture to finance its subsidiaries by acquiring the
installment receivables received by the subsidiaries in the ordinary
course of conducting their business. The proposed amendment rec-
ognizes this practice as an alternative to a direct investment and
excludes acquisition of the receivables from the tax.

(2) OVERPAYMENT WITH RESPECT TO CERTAIN TAXABLE ACQUISI-
TIONs. Paga 32, line 23.
This paragraph should be amended to read as follows:

“The tax §aid under section 4911 on the acquisition
by a United States person of stock or a debt obligation of
a foreign corporation or foreign partnership, or a debt
obligation from a foreign corporation which received such
obligation in the ordinary course of s trade or business
as a result y the sale or rental of products manufactured
or assembled by 1t or of the performance of services by it,
[by a United States person] shall (unless this subsec-
section is inapplicable by reason of subsection (c) or (d))
constitute an overpayment of tax if such person — [con-
tinuously holds such stock from the time of its acquisi-
tion to the last day of the calendar year in which the
acquisition was made and as of such last day meets the
ownership requirement of paragraph (1).]

“(A) meels the ownership requirement of para-
graph (1) with respect to such corporation or pariner-
ship at any lime within 12 months after the date of
such acquisition, and

“(B) holds the stock or debt obligation continuously
Jrom the date of such acqusition to the last day of the
calendar year in which such ownership requirement
18 first mel. ‘

Under regulations prescribed _bg the Secretary or his
delegate, credit or refund (without interest) shall be
allowed or made with respect to such overpayment.

This provision and proposed change are designed to avoid hardship
in a case where a U.S. person is unable to satisfy in a single acquisition
the 10 percent or more voting stock requirement of the direct invest~
ment provisions, but where he acquires the re«}]uisxte 10-percent interest
over a 12-month period. It also extends the credit or refund pro-
visions to the acquisition of debt obligations under these circumstances.

The bill now provides an exclusion for acquisitions if a U.S. person
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acquires stock in a foreign corporation or partnership in a series of
transactions, if at the end of the calendar year involved the person
holds a 10-percent or greater stock interest. The proposed change
makes clear that the exclusion is available if the 10-percent interest is
acquired in any 12-month period, whether or not the 12-month period
coincides with a particular calendar year, and allows the credit or
refund in the case of debt obligations acquired in such situations.

Section 4916. EXCLUSION FOR INVESTMENTS IN LESS
DEVELOPED COUTRIES

(s) GENERAL RULE. Page 37, line 14.
Subsection (a) should be amended as follows:

“The tax imposed bX section 4911 shall not apply to the
acquisition by a United States person of—

“(1) a debt obligation issued or guaranteed by the
government of a less developed country or a political
subdivision thereof, or by an agency or instrumentality
of such a government;

#(2) stock or a debt obligation of a less developed
country corgoration; [or] .

“(3) a debt obligation 1ssued by an individual or part-
nership resident in a less developed country in return
for ﬁroperty which is used, consumed, or disposed of
wholly within one or more less developed countries[.]}; or

“( { stock or a debt obligation of a foreign issuer or
Jorewgn obligor, to the extent that such acquisition is re-

ired as a reinvestment within a less developed country
g;thetmnsojacom:'actojsaleto,pro a contract of
indemnification with respect to the nat tzation, expro-
priation, or eeizu_rfabg. the yoqcr;nmmt of such less developed
country or a polits 1wision thereof, or an agency or
instrumentalily of such government, of property owned
within such less developed country or such political subdivi-
gion by such United States person, or by a controlled foreign
corporatton (as defined in section 967% more than 50 per-
cent of the total combined voting power o{ all classes of stock
enfitled to vote of which 8 owned (within the meaning q
section 968) by such United States person, but only if suc
conlract was entered into because the government of such
less developed country or political subdivis{ n, or such
agency or instrumentality— )

“(A) has nationalized or has expropriated or seized,
or has threatened to nationalize or to expropriate or
seize, a substantial portion of the property owned
within such less deojo ed country or such political
subdivsion by such United States person or such
controlled foreign corporation; or

“(B) has taken action which has the effect of
nationalizing or of expropriating or seizing, or of
threatening to nationalize or to expropriale or seize, a
substantial portion of the property so owned.

New pamgraph (4) is designed to exclude from the proposed tax
the acquisition of securities of a company operating in a less developed
country with the proceeds from the payment by the government of
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that country or its instrumentality for the stock or assets of a business
previously operated in that country by the U.S. person. The U.S.

erson must prove the payment for his property is an indemnification
or the seizure of prol?erty or compelled under threat of expropriation.
The U.S. person seeking an exclusion under this provision must also
show that the reinvestment of the sales proceeds within the less
develoged country was required by the contract terms.

In the circumstances conmmglated by the proposed amendment,
the companies in which the U.S. person must reinvest presumably
would qualify as less developed country corporations under the re-
quirements of section 4916(c)(1), particularly in light of the interests
of the less developed country. owever, the officers of these com-
panies are aware of the pressures on the U.S. person seeking reinvest-
ment in these circumstances, and they are under no compulsion to
reveal information regarding their assets and income which is re-
quired to establish less developed country corporation status. Such
information is not otherwise available. Moreover, the contract
generally requircs reinvestment within a specified period of time,
which increases the pressure on the U.S. person. ‘
| (c) LEss DEVELOPED COUNTRY CORPORATION DEFINED. Page 40,
ine 3.

(1) IN GENERAL. Page 40, line 5.

Paragraph (1) should he amended to read as follows and n new
paragraph - (2) should be added. Present paragraph (2) should be
renumbored (3).

‘“For purposes of this section, the torm ‘less doveloped
country corporation’ means a foreign corporation which
~for the applicable periods set forth in paragraph [(2)]

(3)
'E(A) meets the requirements of section 955(c) (1)
or (2); or
‘(B) [has gross income 80 percent or more of
which is derived] derires 80 percent or more of its
gross income, if any, from sources within less devel-
oped countries, or from deposits in the Uniled States
with persons carrying on the banking business, or both,
and has assets 80 percent or more in value of which
consists of-—
“(1) property described in clauses (1), (iii),
(iv), and (v) of section 955(c)(1)(B),
“(11) property described vn section 956(b)(1)
(regardless of when acquired),
““(111) debt obligations described in paragraph
(8) of subsection (a) of this section, and
“/(1v) obligations of the United States;
except that in applying this paragraph the determination
of whether a foreign country is a less developed country
shall be made in accordance with subsection (b) of this
m"tégi' s F of sub hs
'PECIAL RULES.—For purposes q Paragrap
(A) and (B) of paragraph (1)-— o
“(A) wncome derived from property described in
section 966(b)(1) (regardless of when acquired) shall

not be taken into account, a
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“(B) obligations of any other less developed country
corporation shall be taken into account under section
966 (c) (1)(B) (411) without regard to the period remain-
ing to maturily at the time of their acquisition.

For purposes of subparagraph (B) of paragraph (1) de-
osils outside the United States (other than deposits in a
ess developed country) with persons carrying on the

banking business, and income from such deposits, shall not

be taken into account.

The_proposed changes in_this subsection are designed to prevent
disqualification of less developed country corporations from the ex-
clusion from tax intended unger this section because of investments
in U.S. property or income derived from U.S. sources, or because of
the fact that some of the corporation’s assets consist of debt obliga-
tions of less developed country corporations which have a short-term
maturity, or debt obligations of individuals or partnerships resident
in less developed countries.

The criteria established in the present bill for determining less
developed country corporation status were derived primarily from
income tax concepts established in the Rovenue Act of 1962, These
criteria have been oxpanded in the manner described to accommodate
them to the purposes of the interest equalization tax,

Section 4917. EXCLUSION FOR ORIGINAL OR NEW ISSUES
WHERE REQUIRED FOR INTERNATIONAL MONE-
TARY STABILITY

(b) APPLICABILITY OF EXECUTIVE ORDER. [Page 35, line 13.
This subsection should be amended to read as follows:

“An Executive order described in subsection (a) may be
applicable to all such original or new issues or to any aggre-
gate amount or classification thereof which shall be stated in
such order and shall a{)pl to acquisitions occurring during
such period of time as shall be stated therein. If the order is
applicable to a limited aggregate amount of such issues it shall
apply (under regulations prescribed by the Secretary or his
delegate) to those acquisitions as to which notice of acquisi-
tion was first filed, provided that in the case of any such
notice the acquisition described in the notice is made before
or within 90 days after the date of filing or such longer period
after such date as may be specified in such order.

This change is necessary so that in the event the President deems it
advisable to impose a limitation on the exclusion for original or new
issues originating in & particular country the procedural requirements
for administering such a limitation would be sufficiently flexible. Ifa
limitation is imposed, it may bo deomed appropriate to permit a
longer period of time between the date of filing notice and the date of
acquisition as to certain types of acquisitions where a 90-day limit is
not feasible, |

(c) ORriGINAL OR NEW 18SUE. Page 45, line 25,

This subsection should be amended to read as follows:

“For purposes of this section—

“(1) stock shall bo treated as part of an original or new
issue only when it is acquired from the issuer by the
United States porson claiming the exclusion; and
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‘(2) a debt obligation shall be treated as part of an
original or new issue only if acquired not later than [60]
90 days after the date on which interest begins to accrue
on such obligation, except that a debt obligation secured by
a lien on improvements on real property which are under
construction or are to be constructed at the time such obliga-
tion 1s issued (or tf such obligation is one of a series, at the
time the first obligation in such series is issued) shall be
trealed as ﬁmrt of an original or new issue {f—

‘“(A) such obligation ts acquired not later than 90
days after the date on which interest begins to accrue
on the total amount of such obligation (or if such obliga-
tion 1s one of a series, on the last issued of the obliga-
tions in such series); and

“(B) the United Stales person claiming the ez-
clusion became committed to the acquisition of such
obligation not later than 90 days after the date on
which interest began to accrue on any part of such
obligation (or, if such obligation is one of a series, on
the first obligation issued in such series).

The proposed change as to the definition of a new issue where a
construction loan is involved is necessary so that such loans are
eligible to qualify under this exclusion. ically, the U.S. person
may not acquire the debt obligation involved until construction has
been completed and several months have elapsed since interest began
to accrue on the obligation. Accordingly, the proposed change
would commence the 90-day period after interest began to accrue on
the total obligation (or if a series of obligations is involved, the last-
issued obligation in the series), provided the U.S, person was com-
mitted to acquire the obligl?tion within 90 days after interest began
to accrue on any part of the obligation (or if a series of obligations
is involved, the first issued).

Section 4918. EXEMPTION FOR PRIOR AMERICAN OWNER-

SHIP

(a) GENERAL RULE. Page 46, line 9.
This subsection should be amended as follows:

“Tha tax imposed by section 4911 shall not apply to an
acquisition of stock or a debt obligation of a foreign issuer
or obligor if it is established in the manner provided in this
8ectioniby clear and convincing evidence] that the person
from whom such stock or debt obligation was acquired was
a United States person throughout the period of his owner-
ship or continuously since July 18, 1963 and was a United
States person eligw‘;e to execute a cerlificate of American
ownership with respect to such acquisition.

This change, together with the amendment proposed in subsection
(f) below, is intended to make clear that in cases where a confirmation
received from a member of a national securities exchange or the
National Association of Securities Dealers does not serve as proof of
prior American ownership, a purchaser claiming an exemption based
on prior American ownership must produce a certificate of American
ownership to substantiate his claim, unless the failure to produce a
certificate is due to reasonable cause. In the overwhelming majority
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of acquisitions through American broker-dealers, a confirmation will
serve as proof of prior American ownorship. In those cases where a

" confirmation is not received, a certificate of American ownership

must be obtained in order to establish the exemption. It is proposed
that this certificate requirement be made mandatory in order to fore-
stall possible evasion of the tax by Americans who purchase from other
Americans who are being treated as foreigners for a particular purpose
under the bill. For example, a U.S. person purchasing from a dealer
who claims a credit or refund under section 4919 should not be per-
mitted to assert the exemption for prior American ownership since the
dealer can not execute the requisite certificate in connection with
the transaction.

(c) TRADING ON CERTAIN NATIONAL SECURITIES EXCHANGES. Page
46, line 23.

This subsection should be amended to read as follows:

“For purposes of subsection (a), a written confirmation
received from a member or member organization of a nationa
securities exchange registered with the Seourities and Ex-
change Commission [stating that an acquisition was made in
the regular market on such exchange (and not subject to a
special contract)] in connection with an acquisition on such
exchange, which does not state thai such acquisition was made
subject to a special contract shall be conclusive proof for
purposes of this exemption of prior American ownership * * *

The proposed change conforms the language of the bill to the rules
ad(:rted by national securities exchanges in connection with the
trading of foreign securities subjeot to the tax. Under exchange
rules, a purchaser in the regular market on the exchange is assured
that he 1s acquiring from another American and, accordingly, is not
liable for the tax or required to file a return. The purchaser’s con-
firmation, which does not contain a statement that his acquisition is
subject to the tax, is considered conclusive proof of prior American
ownership.

(f) Orugr proor or exgumprion. Following page 50, line 5,

This is a new subsection.

“Forpurposes of subsection (a), if a person establishes, with
respect to an acgmsilion, that there 1s reasonable cause for his
inability to establish prior American ownership under subsec-
tion (b), (c) or (d), he may establish prior American ownership
Jor purposes of this exemption by other evidence that the person
Jrom whom such acquasition was made wasa United Stales person
eligible to execule a certificate of American ownership with
respect to such acquisition.

This suggested amendment is proposed for the reasons set forth
above under subsection (a).
Section 4919. SALES BY UNDERWRITERS AND DEALERS
TO FOREIGN PERSONS
(n) CRrEDIT OR REFUND, Page 50, line 8.

(1) Privare pLACEMENTS and (2) Pustic oFrERrinGs. Page
50, line 12, and page 50, line 19.
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These two paragraphs should be deleted and a new consolidated
paragraph should be substituted to read as follows:

‘(1) PRIVATE PLACEMENTS AND PUBLIC OFFERINGS.—
Are acquired by an underwriter in connection with a private
placement or a public offering by a foreign issuer or obligor
(or a@ person or persons, directly or indirectly, controlling,
controlled by, or under common control with such 1ssuer or
obligor) and are sold as part of such private placement or
public offering by the underwriter (including sales by other
underwriters who are Uniled States persons partictpating in
the placement or disiribution of the stock or debt o li%hons
acquired by the underwriter) to persons other than United
States persons;

This proposed revision will equalize the treatment of foreign under-
writings, whether in the form of a public offering or private place-
ment, and prevent the loss of the credit or refund for resales to for-
eigners because of distribnution practices prevailing in a particular
foreign country.

The bill presently requires that the underwriter in a private place-
ment sell directly to foreigners to qualify for the credit or refund while
in the case of public offerings, the sales to foreigners may be made by
selling group members. In some foreign countries, the concept of
“private placement” includes offerings where selling groups are util-
ized. The proposed change will eliminate the distinction between the
treatment of private placements and public offerings and will allow
the credit or refund in all underwriting situations where the foreign
stock or debt obligations are placed with foreign investors, and U.S.
persons are only part of the distribution and placement process.

(2) Certain debt obligations. Page 51, line 4.

This paragraph which was formerly (3) should be amended to read

as follows:
“Consist of debt obligations—

“(A) acquired by a dealer in the ordinary course
of his business and sold by [the dealer to persons
other than United States persons within 90 days
after (or, in the case of short sales, within 90 days
before) their acquisition] Atm, wiidin 90 days after
their purchase, to—

‘(1) persons other than Uniled States persons,
or

“(it) another dealer who resells them on the
same or the next business day to persons other
than United States persons; or

‘“(B) acquired by a dealer in the ordinary course
of his business to cover short sales made by him, with-
n 90 days before their purchase, to—

‘(1) persons other than Unated States persons,
or

“(43) anolher dealer who resold them on the
same or the next business day to persons other
than Unaited States persons.
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This proposed change will insure that the credit or refund available
to dealers in case of the sale of foreign bonds to foreigners within 90
da’\l"s after acquisition is not lost because of the form of the transaction.

his provision now requires that in order to qualify for the credit
or refund the dealer must sell to a foreign person within 80 days after
acquisition. However, a substantial percentage of the transactions
of this type involve a sale by the U.S. dealer to another U.S. dealer
who in turn sells to a foreigner. 'The second U.S. dealer normally
does not buy unless he has a foreign customer prepared to purchase
from him. 'The proposed change recognizes this practice antr permits
the credit or refund, provided the second dealer sells to a foreigner
on the same day as he purchases from the first dealer or the next

business day.
(3) Certain stock. Pago 51, line 4.
This is a new paragraph (3).

“Consist of stock acquired by a dealer in the ordinary
course of his business and sold by him, on the same
business day on which they were purchased, to persons other
than United States persons.

Under regulations prescribed by the Secretary or his delegate,
credit or refund (without interest) shall be allowed or made
with respect to such overpayment. For purposes of para-
graphs (2) and (3) of this subsection and for purposes of para-
graph (8) of subsection (b), the day of purchase or sale of any
stock or debt obligation is the day on which an order to purchase
or to sell, as the case may be, 18 executed.

This new paragraph is designed to permit dealers in securities to be
able to conduct certain types of arbitrage transactions in stocks
without at the same time weakening the effectiveness of the tax.
The last sentence of the provision makes clear that the purchase or
sale date is the day on which the buy or sell order is executed, for
purposes of this &rovision and the bond provision of (2) above.

he present bill does not contain a provision allowing a credit or
refund where dealers acquire foreign stocks and sell to foreigners.
This has had the effect of limiting certain types of arbitrage activities
on exchanges. To alleviate this problem, the proposed change allows
a credit or refund where a dealer sells for:ifn stock to a foreign person
on the same day the stock is purchased. This progosal does not
contain a 90-day provision as in the case of bonds because of the
possibility that a broad dealer exclusion in stocks could become a
tax-free vehicle for speculation in foreign securities,

(b) EVIDENCE TO SUPPORT CREDIT OR REFUND. Page 51, line 13.

The contents of present subsection (b) are incorporated in para-
graphs (1) and (2) of new subsection (b). Paragraph (3) is entirely

new.

“(1) IN aeNERAL.—Credit or refund shall be allowed to

an underwriter or dealer under subsection (a) with respect

to any stock or debt obligation sold by him only if the
underwriter or dealer— ,

“‘(A) files with the relurn required by section 6011

(d) on whick credit is claimed, or with the claim for
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refund, such information as the Secrelary or his dele-
gate may prescribe by regulations, and

“(B} establishes that such stock or debt obligation
was sold to a person other than a United States person.

In any case where two or more underwriters form a grou
Jor the purpose of purchasing and distributing (throug
resale) stock or debt obligations of a single foreign issuer
or obligor, any one of such underwriters may, to the extent
provided f;y regulations prescribed by the Secretary or his
delegate, satisfy the requirements of this paragraph on
bekalf of all such underwriters.

“(2) CERTAIN SALES BY UNDERWRITERS.—For pur-
poses of paragraph (1)(B), in the case of a claim for
credit or refund under subsection (a)(1) with respect to
stock or a debt obligation acquired by an underwriter
and not sold by him directly to a person other than a United
Slates person, a certificate of sale to a foreign person
(setting S[orih such i?ormation, and filed in such manner,
as the ecrw or his delegate may prescribe by regula-
tions), exec by the underwriter who made such sale,
shall be conclusive proof that such stock or debt obligation
was sold to a person other than a Uniled States person,
unless the underwriter relying upon the certificate has
actual knowledge that the certificate is false in any material
respect.

“(8) SALES BY LEALERS.—

‘“(A) SALES ON NATIONAL SECURITIES EKEX-
cHANGES.—For purposes of paragraph (1)(B), tn the
case of a claim for credit or refund under subsection
(a)(®), the sale by a dealer of a debt obligation on a
natwonal securities exchange registered unth the Se-
curities and Exzchange Commission subject to a special
contract (and not wn the regular market) shall be
conclusive proof that such debt obligation was sold
to a person other than a United States person, if such
exchange has in effect at the time of the sale rules
providing that—

“(¥) @ member or member organization of such
exchange selling a debt obligation as a dealer, or
effecting the sale as broker of a debt obligation on

ehalf of a dealer, on such exchange subject to a
special contract (and not in the regular market)
shall furnish to the member or member organiza-
tion purchasing such debt obligation as a dealer,
or effecting the purchase as broker of such debt
obligation on behalf of a dealer, a wrilten con-
Jirmation or comparison stating that such sale
18 being made as a dealer, or on behalf of a dealer;
a

nd
“(41) if the purchaser of such debt obligation
18 a dealer (whether or 'noif a member or member
organization of such exchange), the terms of the
contract applicable to such sale shall require the
purchasing dealer to undertake to resell such debt
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obligation on the day of purchase or the next busi-

ness day to a person other than a United States

person.,
A dealer who acquires a debt obligation 1n a transac-
tion in which a written confirmation or comparison
described in clause (i) 1s furnished shall not be entitled
to a credit or refund under subsection (a)(2) with
respect to his acquisition %/ such debt obligation unless
he establishes that such debt obligation was sold by him
on the day on which it was purchased or the next
business day to a person other than a United States
person.

“(B) OvER-THE-COUNTER SALES.—For purposes
of paragraph (1)(B), in the case of a claim for credit or
r%/und under subsection (a)(2) with respect to a debt
obligation sold in a transaction not on a national
securities exchange, a written confirmation furnished
by a member or member organization of a national
securities association registered with the Securities
and Exchange Commaission stating that such member
or member organization—

“(1) effected the [purchase as broker of a debt
obligation on behalf of a person other than a
Unated States person, or

“(11) purchased a debt obligation which he
‘resold on the day of purchase or the nert business
day to a person other than a United States person,

shall be conclusive proof that such debt obligation was
sold to a person other than a United States person
(unless the dealer relying upon the confirmation has
actual krowledge that the confirmation is false in any
material resfect), if such assoctation has in effect at
the time of the purchase rules providing that a member
or member organization who effects a purchase of, or
purchases, a debt obligation from a dealer who notifies
such member or member organization that such debt
- ob%ation 18 being sold by such dealer and that such
dealer intends to claim a credit or refund tunder sub-
section (a) (2), shall furnish to such dvaler a wrilten
-confirmalion stating that the purchase of such debt
obligation was (or was not) effected by such member or
member organization on behalf of a person other than
a Uniited States person, or that such debt obligation was
(or was not) sold by such member or member organiza-
tion on the day of purchase or the next business day to
a person other than a United States person.

Paragraphs (1) and (2) of this subsection make clear that if two
or more underwriters form a group for the purpose of distributing
securities of a foreign issuer or obligor, any one member of the group
may claim the credit or refund provided in this section for sales to
foreign persons on behalf of the other members of the group. If
the underwriter filing the claim on behalf of the group has not himself
sold directly to foreigners, ha may rely on certificates of sale to foreign
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persons executed by the other underwriters, unless the filing under-
writer has actual knowledge the certificates are false in any material
respect. The essence of these two paragraphs now appear in sub-
section (b) in the present bill.

Paragraph (3) of this subsection is designed to provide a means
under which a dealer claiming a credit or refund under section 4919
(n)(2) for the sale of foreign bonds to foreigners within 90 days
after their purchase can establish the bonds were actually sold to
foreigners.

‘The proposed provision establishes separate procedures to prove sale
to a foreigner with respect to the over-the-counter and exchange
markets because of the different characteristics of these markets.
In the case of national securities exchanges, a dealer can establish sale
to a foreigner if he sells in the special “F’’ market for foreign securities
maintained by the exchange, provided the exchange has adopted the
required rules. These rules must provide that a dealer acquiring
bonds on the exchange in the special “F’’ market from another dealer
who is claiming a credit or refund under section 4919(a)(2) must
receive a special confirmation or comparison to this effect, and must
undertake to resell the bonds to a foreigner on the date of purchase or
the next business day. In the over-the-counter market, where trans-
actions are on a negotiated basis, a dealer can establish sale to a
foreigner by a confirmation received from a member of the National
Association of Securities Dealers stating that the bonds were acquired
by the member on behalf of a foreigner, or were sold by the member to
a foreigner on the date of purchase or the next business day, provided
the seﬁing dealer has no actual knowledge the confirmation is false in
any material respect and the association has adopted the requisite
rules.

Section 4920. DEFINITIONS; SPECIAL RULES

" (b% Special Rule for Foreign Underwriters. Following page 60,
ine 2.

The following is a new subsection (b). Present subsection (b)
should become (c).

“@®) Specrar Rurr ror ForeioN UNDERWRITERS.—A
partnership or corporation which is not a United States person
and which participales, as an underwriter in an underwriting
gro up that includes one or more United States persons, in a pub-
tc affering of stock or debt obligations of a foreign issuer or obli-
gor shall, +f such partnership or corporation so elects and subject
to such terms and conditions as the Secretary or his delegate may
prescribe by regulations, be treated as a United States person for
purposes of this chapter with respect to its participation in such
public offering. .

This new subsection is designed to afford uniform treatment to
American purchasers of foreign securities in unde’rwritings in which
a foreign underwriter is participating together with U.S. under-
writers.

Under the present provisions of the bill, the managing underwriter
would be required to allocate to each U.S. purchaser the pro rata
share of his purchase attributable to the foreign underwriter’s par-
ticipation. No certificate of American ownership could be given to
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the customer with respect to this portion of his purchase, and interest
equalization tax would be due. As a result, the underwriters would
have to make the taxable portion available to Americans at a dis-
counted price, in order to absorb the cost of the tax for the purchaser.
The proposed amendment will permit the foreign underwriter to
assume the tax burden directly, gy eiccting to be treated as a U.S.
person with respect to his participation, and thereby allow uniform
pricing of the issue to U.S. purchasers. The proposal also will elimi-
nate the necessity for individual U.S. purchasers to file returns and
will simplify administration of the tax.

Section 2(c). Effective Date.

(2) Preexisting commitments. Page 60, line 13.
This paragraph should be amended as follows:

Such amendments shall not apply to an acquisition—

(A) made pursuant to an obligation to acquire
which on July 18, 1963—

(i) was unconditional, or

(i) was subject oniy to conditions con-
tained in a formal contract under which partial
performance had occurred;

(B) as to which on or before July 18, 1963, the
acquiring United States person (or, in a case where
2 or more United States persons are making acquisi-
tions as part of a single transaction, a majority in
interest of such persons) had taken every action to
signify approval of the acquisition under the pro-
cedures ordinarily employed by such person (or
persons) in similar transactions and had sent or
deposited for delivery to the foreign [issuer or
obligor] person from whom the acquisition was made
written evidence of such approval in the form of a
commitment letter, memorandum of terms, draft
purchase contract, or other [signed] document set-
ting forth or referring to a document sent by the
foreign person from whom the acquisition was made

- “which set forth the principal terms of such acguisi-
tion, subject only to the execution of formal docu-
ments evidencing the acquisition and to customary
closing conditions;

(C) if, on or before July 18, 1968, the acquiring
United States person—

(%) entered into a contract for the sale
to the government of a less developed country or a
political subdivision thereof, or an agency or
instrumentality of such government, of property
owned wnthin such less developezi couniry or
political subdivision by such person or by a con-
trolled foreign corporation (as defined in section
957) more than § aupercent of the total combined
voting power of classes of stock entitled to
vote of which 1s owned (within the meaning. 2/
section 968) by such person, or of stock or debt
obligations of such a controlled foreign corpora-
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tion which was actively engaged in the conduct of
a trade or business within such less developed
country; or had entered inlo a contract of indem-
nification with respect to the nationalization,
expropriation, or seizure of such g;operty or of
such stock or debt obligations by the government
of a less developed country or political sub-
wiston thereof, or an agency or instrumentality
-of such gcvernment, or
(i2) had sent or deposited for delivery to the
government of a less developed country or political
subdivsion thereof, or agency or instrumentality
of such government, a commument lelter, memo-
randum of terms, or other document setling forth
the principal terms of a contract d:zscribed in
clause (3),
to the extent such acquisition s required by the terms
of the contract as a reinvestmsnt within such less
developed country of amounts to part or all of
the consideration received under the contract; or
C] (D) which would be excluded from tax
under section 4915 of the Internal Revenue Code of
1954 but for the provisions of subsection (c)
thereof, if (i) on or before July 18, 1963, the acquir-
ing United States person applied for and received
from a foreign government (or an agency or in-
strumentality thereof) authorization to make such
acﬂuisition‘ and approval of the amount thereof,
and (ii) such authorization was required in order
for such acquisition to be made.

The purpose of this provision and the suggested changes are to
exclude from tax acquisitions resulting from transactions which were
completed or in advanced stages of negotiation on July 18, 1963.
Al;kpl‘)i ';:lz_ztion of tax to these acquisitions might create substantial

ardship.

The proposed changes in subparagraph (B) make clear that a
draft purchase agreement, which normally would not be signed by the
lender, constitutes sufficient evidence of approval by the lender of the
acquisition, provided that the draft purchase agreement was furnished
to the borrower on or before July 18, 1963, and the lender had ap-
proved the acquisition in accordance with its customary procedures on
or before that date. The changes also clarify that the acquisition
need not be made directly from the foreign issuer or obligor, but can
be made from another foreign person, so long as the other require-
ments of the provision are sat.isl'ln)ed.

Proposed subparagraph (C) excludes from apnlication of the tax
the acquisition of stock or debt obligations pursuant to a contract or
commitment entered into prior to July 18, 1963, under which a U.S.
person sells property located in a less developed country (or stock of a
company engaged in business in such & country) to, or receives
indemnification from, such a less developed country (or its agenc{,
instrumentality, or subdivision). This new provision is comparable
to new section 4916(a)(4). Under both provisions, the companies in
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which the U.S. person must reinvest would presumably qualify as less
developed country corporations under the requirements of section
4916(c)(1). However, these companies are aware of the pressures on
the U.S. person to reinvest the proceeds of sale, and they are not
compelled to reveal the information regarding their assets and in-
come which is necessary to establish compliance with the less de-
veloped country corporation provisions. This information is not
otherwise available.

(7) DomesticaTiON. Page 63, line 22.
This paragraph should be amended to read as follows:

Such amendments shall not apply to the acquisition
by a domestic corporation of the assets of a foreign cor-
poration pursuant to a reorganization described in
subparagraph (0), éDJ or (F) of section 368(a)(1) of the
Internal Revenue Code of 1954 if the acquisition occurs
on or before the 180th day after the date of the enact-
ment of this Act and the foreign corporation was a
management company registered under the Investment
Company Act of 1940 from July 18, 1963, until the time
of the acquisition.

This proposed amendment makes clear that a foreign investment
company which domesticates within 180 days after enactment of this
bill may do so in a reorganization under subparagraph (C) of section
368(a)(1) of the Internal Revenue Code as well as subparagraph (D)
or (F) of that section.

Section 3. RETURNS

(a) MaxkiNG oF RETURNS. Page 64, line 12.
(1) In GeENERAL. Page 64, line 19.

This paragraph should be amended to read as follows:

“Every person shall make a return for each calendar
quarter during which he incurs liability for the tax im-
osed by section 4911, or would so incur liability but
or the provisions of section 4918. The return shall, in
addition to such other information as the Secretary or
his delegate may by regulations require, include a list
of all acquisitions Ir.ede by such person during the
calendar quarter which are exempt under the provisions
of section 4918, and shall, with respect to each such
acquisition, be accompanied either (A) by a certificate of
American ownership which complies with the provisions of
section 4918(e), or (B) in the case of an acquisition for
which other proof of exemption is permitled under section
4918(f), by a statement setting forth a summary of the
evidence establishing such exemption and the reasons for the
person’s inability to establish prior American ownership
under subsection (b), (¢), or (d) of section 4918 [be
accom{)anied by clear and convincing evidence showing
that the acquisitions are so exempt]. No return or
accompanying evidence shall be required under this
paragraph in connection with any acquisition with
respect to which a written confirmation, furnished in
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accordance with the requirements described in section
4918 (c) or (d), is treated as conclusive proof of prior
American ownership; nor shall any such acquisition be
required to be listed in any roturn made under this
paragraph.

This proposed amendment, like the suggested changes in section
4918 (a) and (b), is intended to facilitato t‘ﬁe administration and en-
forcoment of the interest equalization tax by requiring the filing of a
certificate of American ownership with the quarterly tax return in
order to prove the exemption for prior American ownership, unless
the taxpayer can establish that his inability to file such a certificate
is due to reasonable cause. No return or submission of proof is re-
quired if tho acquisitiori was made through a member of a national
securities exchange or the National Association of Securities Dealers
who furnishes a confirmation to the purchaser which does not state
that the purchase was subject to the tax. If a UI.S. person is claiming
the prior American ownership exemption but does not have the requi-
site certificate or confirmation, this proposed amendment requires him
to nttach a statement to his quarterly return setting forth a summary
of the evidence establishing the exemption and the reasons for his
inability to establish the exemption by means of a certificate or con-
firmation.

(3) REPORTING REQUIREMENTS FOR MEMBERS OF L..CHANGES
AND AssSocCIATIONS, Page 65, line 20.
This paragraph should bo amended to read as follows:

“Ivery member[s] or [oq member organization[s
of a national sccurities oxchangel[s] or of a qund
national securities association[s] registered with the
Securities and Exchange Commission shall keep such
records and file such information as the Secrotary or his
delegate may by regulations preseribe in connection
with acquisitions and sales effected by such member[s]
or member organization[s] as a brokor{s], and ac-
quisitions made for [their own accounts, the account
of such member or member organization, of stock or debt
obligations—

“(A) as to which a certificate of American
ownership or blanket certificate of American
ownership is oxccuted and filed with such member
or member organization as prescribed under [as
described in] section 4918(e); and

“(B) as to which a wrilten confirmation 1s fur-
nished to a United States person stating that the
acquisition—

“(1) in the case of a transaction on a national
securities exchange, was made subject to a special
conlract, or

“(it) in the case of a transaction not on a
national securities exchange, was from a person
who had not filed a certificate of American
ownership with respect o such stock or debt
obligation or a blanket certificate of American
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ownershig with respect to the account from which
such stock or debt obligation was sold.

The suggested additions to the recordkeeping requirements for
brokers are essential to provide necessary enforcement procedures for
collection of the proposed tax.

Under the bill, a broker who solls on behalf of a customer in the
regular market and who does not advise the purchasing broker that
ho is acting on behalf of a foreigner, permits the purchasing broker to
supply a confirmation to the purchaser which is conclusive proof of
an oxemption from the tax. Such selling brokers are required to
retain appropriate records in connection with these transactions.
In addition, brokers acting on behalf of the purchaser and seller in
taxable transactions should also be required to maintain necessary
records. Without such information and records, administration of
the tax would be seriously handicapped.

Section 5. Original Issue Discount

This is & new section which should begin on page 67, line 17. Present
section 5 (Penalties) should be renumbered section 8. Section 5 should
provide as follows:

“Section 1232(b)(8) (relating to definition of issue price) is
amended by inserting before the period at the end of the second
sentence thereof the following: ‘increased by the amount, gany,
of taz paid under section 4911 (and not credited, refunded, or
retmbursed) on the acquisition of such bond or evidence of
indebtedness by the first buyer.

This now section is designed to remove the possibility that the
purchaser of a debt obligation in a private Klacement might suffer
adverse innome tax consequences because of the interest equalization
tax. -

The purposes of the proposed tax have no relation to the treatment
under section 1232 of the Internal Revenue Code of the part of the

ain on a salo or excliange of debt obligations ‘consisting of ‘‘original
issue discount,” and allocable to the period the taxpayer held the
securitics, as ordinary income. In the case of a private placement
of debt obligations of a foroiFn issuer, where the amount of tax pay-
able by a United States purchaser is reflected in a deduction from the
purchase price, the amount of the disrount might produce original
1ssue discount and subject the purchaser and subsequent purchasers
to possible additional ordinary income taxes. The proposed new
section would avoid that unintended result.

Section 6. Penallies
: Section 6681. FALSE EQUALIZATION TAX CERTIFICATES. Page 68,
ine 13.
(d) False Confirmations or Comparisons Furnished by Dealers.
Pa'%e 70, line 11. .
his is a new subsection (d); present subsection (d) becomes (o).

“(1) MEMBERS OF NATIONAL SECURITIES EX-
CHANGES.—A member or member organization of a
nattonal securittes exchange described 1in  seciton
4919(0)(8)(A) who, in a transaction subject to the rules
of such exchange as described in such section, wilfull
urnishes a written confirmation or comparison whic

34-937 0—64——8



60 INTEREST EQUALIZATION TAX ACT

contains a misstatement of material fact or whick fails to
stale a material fact shall be liable to a penalty equal to
126 percent of the amound of the tax imposed bg section 4911
on the acquisition of the debt obligation by the dealer

for t.vhhz;e benefit such confirmation or comparison is
urnighed. |

“(2) DeALERS.—Any person who sells as a dealer a
debt obligation in a transaction subject to the rules of a
nytonal securities exchange as described in seclion ™

919(b) (82 (A), sn which such sale is ¢ffected on his behalf

a member or member organization of such exchange, and
who wilfully fails to disclose to such member or member
organization that such sale i3 betng made by him as a

. dealer, shall be Liable to a penalty e%ual to 126 percent of
the amount of the tax imposed on hs acquisition of the
debt obligation with resfect to which such confirmation or
comparison 18 furnished.

“(8) MEMBERS OF NATIONAL 8ECURITIES ASSOCIA-
r10N8.—A membor or member organization of a national
securilies association described in section 4919(b)(8)(B)
who wilfully furnishes a written confirmation described in
such section (in a transaction subject to the rules of such
association as desoribed in such section) which contains a
misstatement of material fact or which fails to state a ma-
terial fact shall be liable to a penally equal to 186 percent
of the amount of the tax imposed by section 4911 on the ac-

utsition %{ the debt obligation by the dealer for whose
enefit such confirmation 18 furnished.”

This new subsection provides penalties for members of national
securities exchanges and the National Association of Securities Dealers
wﬂo willfully violate the procedures set forth in section 4919(b)(3).
That section ;ermlts & dealer claiming a credit or refund under sec-
tion 4910(a)(2) (for the sale of foreign bonds to foreigners within 90
days after their purchase) to establish the bonds were actually sold to
foreigners. The procedures in the over-the-counter market and on
the exchanges require that the confirmations or comparisons furnished -
to the dealer on which the claim for credit or refund are based be
truthful. This new subsection imposes a 125-percent penalty on a
member or dealer who wilfully furnishes a false confirmation or
comparison or who wilfully fails to disclose that he is acting as a
dealer in a transaction described in section 4919(b)(3), since the false
document or statement permitted a credit or refund to be obtained
improperly.
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Senator Douoras. It is a pleasure to welcome the Secretavy of the
Treasury who is here at our invitation to discuss H.R. 8000, the
Interest Equalization Tax Act of 1963,

We are very glad to have you, Mr. Secretary; again I want to
say that I alwa{s admire the way in which you sit at the table and
Rresent a complicated subject on your own initiative without being

anked by enormous numbers of advisers and without being com-
pelled to turn to them on the questions which we ask.

This is really unique. ) _

Senator CARLSON. Mr. Secretary, don’t get carried away by this
praise early in this session. 4

Secretary DiLLoN. We have had plenty around to date before, Mr.
Chairman. ,

Senator WiLLiams, It could be the quality of our questions.
[(Laughter.)

STATEMENT OF HON. DOUGLAS DILLON, SECRETARY OF THE
TREASURY

Secretary DiLron. Mr. Chairman and members of the Committee
on Finance, I am appearing before you today in sltxlpport of H.R.
8000, the interest equalization tax, which passed the House of Repre-
sentatives with a large majority on March 5 of this year.

This tax was originally proposed by President Kennedy last July
in his special messagf on the balance of gayments. It has since been
fully su‘)ported by President Johnson. I also favor adoption of the
technical amendments suggested in my letter to the chairman of June
12, which have been reprinted by your committes and placed in the
record of this hearing,

A year ago, our balance of payments was deteriorating sharply.
That deterioration was due almost entirely to accelerating cagltal
outflows, and particularly to an unprecedented outflow of portfolio
capital. The rate at which new issues of foreign securities were being
purchased had more than tripled in the previous 18 months, and the
volume during the first 6 months of 1963 reached a total of $1 billion.

As a result, the deficit in our international accounts—apart from all
special intergovernmental transactions—jumped from the already
high 1962 level of $3.8 billion to an annual rate of $5.3 billion in the
second quarter of 1963. If allowed to continue, that deficit would
have undermined the international stability of the dollar.

Today our balance of payments situation is much improved and the
dollar is strong. Judging from data at hand, the deficit for the fiscal
year ending tomorrow, calculated on the same basis—this is regular
transactions—will be well under half that of the preceding fiscal year.

Paralleling this improvement, confidence has been restored in our
ability to achieve a balance in our payments within a reasonable time.
This, in turn, has stanched the drain on our gold stock, After de-
clining by an avem%e of $1.7 billion & {'ear over the 1958-60 period
and by roughly half that rate during 1961 and 1962, our total golxi
stock today is virtua]lg unchanged from 10 months ago—by far
the longest period of stability during the past 8 years.

However, we must not succumb to any illusion that the progress of
the past year means the end of our longstanding balance of payments
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Erpb]em or allows us in any way to relax our drive toward e«}uili-
rium. The hard fact is that after 8 consecutive years of large
deficits—adding up to a total of $2114 billion on the basis of regular
transactions—we face once again this year the unhappy task of
financing a sizable, even though substantially reduced, mgalance in
our payments. ‘

Roughly half of our payments improvement for the past 12 months
can be traced directly to diminished outflows of capital into foreign
securities.

But the basic problems giving rise to the enormous capital outflow
in 1962 and early 1963 have not yet been solved. - Were we not now to
Hroceed with enactment of the proposed interest equalization tax,

emands from abroad for portfolio capital would once again quickly
converge on our market in a volumie far larger than we could sustain.

We simply cannot afford to pay the price such an event would exact
in terms of dangers for the dollar and losses of gold and confidence—
thus undercutting our whole international financial position.

THE NEED FOR THE TAX

The need for the interest equalization tax has arisen out of a com-
bination of circumstances here and abroad that led to & rapid accelera-
tion in foreign demands on our capital market.

In the short space of the first 6 months of 1963, purchases of new
foreign issues—the overwhelming bulk from other industrialized
countries—reached a seasonally adjusted annual rate of $1.9 billion.
That was $800 million higher than the already swollen 1962 total and
314 times the 1961 level. )

In addition, the indications were that potential borrowers in
Europe and Japan, who had alveady increased their demands on our
market dramatically, were scheduling still. larger borrowings in this
country. :

Thirsy surging flow of foreigniborrowings simply swamped the real
progress in other areas of our balance of payments. As a result, our
overall deficit on regular transactions rose to an annual rate of $5
billion during the first half of 1063, sharply above the totals of $3.1
and $3.6 billion in 1961 and 1962, respectively. These increases, as
shown by tables 1 and 2, paralleled the swelling outflow of portfolio
capital into new foreign securities. .

his risa in the outflow of portfolio capital reflected neither
financing of U.S. exports nor the more general balance of payments
needs of the borrowing countries.

On the contrary, more and more of the new flotations in our market
were designed to finance local projects of businesses or governments
in countries already enjoying relatively strong or improving external
positions.

Many of the new borrowers did not require foreign exchange, but
only desired greater amounts of fresh capital to support their own
internal growth. Because their own capital markets were both
narrow and costly, those borrowers desiring funds were naturally
attracted by our relatively low long-term interest rates and by the
ease with which large amounts of funds could be obtained in our well-
developed market.
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As a result, a large portion of the outflow of portfolio capital, by
growdm more dollars to those who simply wished to exchange those
ollars for their own currencies, was adding roughly equivalent
amounts to our deficit. The dollars in turn were flowing into central
banks and becoming a claim on our gold.

Appraising the same facts from a European vantage point, the
most recent annual report of the Bank for IntemationaF%ettlements,
which came out about 8 weeks ago, came to the same conclusion. That
report, which is representative of responsible and official European
opinion, noted, in speaking of 1963, that—
¢ * * Ingtead of being a net exporter of capital, which would seem the appro-
priate structural position, Europe was a large net importer of capital—which in
the main has been flowing into reserves.

Purchases of foreign portfolio securities by Americans do in time
lead to a return flow of interest and dividend income. But this
potential return is spread over many future years, while the entire
outflow of principal is immediate.

For instance, during both 1962 and 1963, years when the outflow of
U.S. portfolio capital into foreign securities averaged about $114
billion, the increase in our income from such securities amounted to
only about $50 million a year.

learly, calculations of earnings possibilities many years in the
future cannot, in the situation we face, substitute for the urgent need
to protect the dollar by bringing the current portfolio capital outflow
within the limits of our immediate capacity to lend.

THE NATURY OF THE INTEREST EQUALIZATION TAX

In the light of these circumstances, Prompt and effective action to
reduce the outflow of portfolio capital was essential. The proposal
before this committee 1s designed to achieve that result by means of
an excise tax levied on the American acquiring directly from a non-
resident foreigner a foreign stock or debt issue maturing in more than
3 years. While the tax is payable by the American purchaser, the
impact will be effectively passed on to the foreign issuer in reduced
prices for his securities.

The rate of tax is graduated so that its net effect is to increase by
about. 1 percent. tho annual cost of capital to a foreigner raising money
in our market, thus bringing this cost to a level more comparable to
the costs he would face abroad.

The result of foreigners would thus be similar to an increase of 1
percent in our entire structure of long-term interest rates.

Finding our market more costly, many potential foreign borrowers
will seek the funds they require at home, or in other foreign markets,
instead of aggravating the strains on our own position.

Similarly, American investors will find the net yield on American
securities relatively more favorable than yields provided on outstand-
ing foreign securities purchased from foreigners, and will tend corres-
pondingly to reduce their purchases of such securities.

We view the proposed tax purely as a transitional measure. As our
own payments come into equilibrium, as the expansion in our own
economy reduces incentives to export our capital, and as the capital
markets of other advanced countries develop the capability of more
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adequately meeting their internal needs, this special tax can and
should be removed.

H.R. 8000 contains a termination date of December 81, 19685, to
assure that it will not be prolonged beyond the time of need.

At the same time, because of the urgency of dealing with the prob-
lem, President Kennedy proposed that this tax become generally
offective July ‘19, 1963, the day following:its announcement in his
special me&amm the balance of payments. Any other course would
simply have been an open invitation for potential borrowers and
lenders to accelerate their plans and crowd into our market before
the effective date of the tax. Our balance of payments most certainly
could not have borne such a strain,

On the other hand, making that proposed effective date known to
the market has permitted careful congressional consideration of this
important piece of legislation without the atmosphere of haste and
urgency which would inevitably have developed in the face af acceler-
ating capital outflows.

‘The House, in approving this proposed date, recognized that any
other course would only have rewarded those few who have been
willing to gamble on the possibility that a later effective date would
be enacted, at the expense of the great majority who have already
adjusted their transactions in the light of the proposed July 1963
effective date. _

Transnctions in foreign securities between residents of the United
States would not be subject to tax, and Americans would, of course, be
able to scll foreign securities free of tax to foreigners in markets both
here and abroad. ; ,

Thus, active trading markets in the more than $12 billion of for-
eign securities already held by Americans will be maintained, and
these securities will fully maintain their value. The passage of time
since-last summer has clearly proved:that the provisions of the tax
regarding outstanding securities are workable, and that they con-
tribute substantially toward improving our payments position.

The proposed bill would exempt & variety of acquisitions from for-
eigners where this is possible without undermining the effectiveness of
the tax and where imposition of the tax would work at cross purposes
with other objectives. a -

The exclusion from the tax of obligations maturing within 8 years
assures that the great bulk of our exggrt financing and normal re-
curring international business will not be impeded. Further to nssure
unimpeded export financing, longer term export paper is specifically
exempted, as are bank loans made in the ordinary course of business.

Other important exemptions would be provided for the governments
and businesses of less developed countries and for direct investment.
In addition, the President would be provided discretionary authority
to exempt in whole or in part new issues from a particular country in
those instances in which he determines that application of the tax
would imperil, or threaten to imperil, the stability of the international
financial system. This exemption is designed as a kind of safety valve
for use only when it can be clearly established that, as a direct conse-
quence of the tax. a foreign country would be forced to take such drastic
measures that international financial stability would be imperiled.
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Any such showing would be dependent upon a highly unusual set of
circumstances, and in my opinion the necessary conditions are today
met only by Canada.

An annex to this statement describes the provisions of the bill more
fully, while a detailed summary and a technical explanation of the
bill are contained in the report of the Ways and Means Committee of
the House.

BALANCE-OF-PAYMENTS IMPACT

The effectiveness of the proposed tax in reducing the outflow of port-
folio capital—and the key importance of this in terms of the entire
balance of payments—is clearly revealed by the results since last July.

After running at a rate of $5 billion during the 6 months prior to the
President’s message in July 1963, the deficit on regular transactions
dropped sharply to a rate of $1.6 billion during the second half of 1963
and to $700 million during the first quarter of 1964,

The first quarter results reflect a number of special factors which
had the effect of substantially but temporarily reducing the deficit.
Among these was an unusual and temporary short-term capital inflow
during March that was fully reversed early in April, thus adding to
the deficit being incurred during the current quarter.

A number of factors, including a sizable rise in exports, have con-
- tributed to the improvement in our balance of payments since last
July. However, the single, largest element in this improvement is the
sharp decline in net purchases of foreign securities.

Comparing the 9 months before the tax was pronosed with the 9
months since that time for which full data are availabla, the outflow
into foreign securities dropped from $1,985 million to $290 million at
seasonally adjusted annual rates, a reduction of $1.7 billion in the
annual rate of outflow.

To some ex‘ent, these gains were exaggerated by the initial uncer-
tainties regarding the precise provisions of the tax. These uncertain-
ties could not be expected to last, nor would this be desirable. Our
market will not be closed. Some foreigners will borrow in this country
and absorb the tax ; others will enter our market in the knowledee that
their issues will be exempted. There are clear signs that activity re-
sumed on this basis during recent months, and the outflow into foreign
securities is therefore expected to increase moderately.

However, the experience of the past 9 months confirms our belief
that the proposed tax will be effective in confining this outflow to sub-
stantially lower levels than those of late 1962 and early 1963.

During the hearings before the Ways and Means Committee last
fall, the Treasury estimated that imposition of the tax would result
in an overall reduction in the net purchase of foreign securities of
$114 to $114 billion a year. These savings were calculated from the
hiﬁ‘h levels of outflow during the 6 to 9 months preceding the tax.

he validity of these estimates is now stronfly sug rted by the
figures at hand—a saving at an annual rate of $1.7 Rﬁon in the 9
months following announcement of the proposed tax as compared to
the preceding 9 months.

Such estimated savings are fully consistent with purchases of new
foreign issues at a rate of perhaps $600-$800 million a year—close to,
but still somewhat above, the rate that would have been considered
“normal” prior to 1962,
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Furthermore, such a total would be consistent with neaded progress
toward equilibrium in our balance of payments, without putting undue
strain on the international financial system.,

Already a sizable number of new issues have been diverted to Euro-
ean markets, where they have been absorbed by countries in a strong
alance-of-payments position. Under the stimulus of the tax, Euro-

pean markets have shown that they are capable both of handling
their own internal needs in more adequate fashion and of meeting a
larger portion of foreign needs.

want to emphasize that an exemption for new Canadian iscues

should not impair the effectiveness of the tax. Canadian authorities
have assured us that it is their intention that Canadian borrowing in
our market will not exceed amounts necessary to maintain reasonable
equilibrium in Canada’s international reserve position. .

This should mean a substantial reduction in Canadian borrowmg
in this country from the exceptionally high levels of late 1962 an
early 1963 to the more normal levels that were characteristic of
earlier years. Certainly, over the period since the tax has been pro-
posed, the Canadian reserve position has not deteriorated despite a
sh%‘;piﬁ lower level of borrowings in our market.

e have, of course, also been closely following trends in bank lend-
ing, in view of the })ossibility that foreign borrowers might seek to
shift to that kind o financing. While analysis of detailed informa-
tion supplied by the banks on their commitments for the first 5 months
of 1964 does not suggest any significant direct substitution for market
financing, the total volume of short- and long-term outstanding rose
sharply in 1968 and during the first quarter of 1964. The rise started
early in the spring of 1963 and became particularly noticeable during
the fourth quarter.

A good part of this increase is clearly related to the surge in Amer-
~ican exports over the same period. But, in addition, it is possible
that, in adjusting to the tax, borrowers in a few countries under
balance-of-payments pressure—notably Japan—have made greater
use of bank loans. While some initial reactions of this kind are not
surprising, and there are now some indications of a leveling off of the
loan volume, future trends will clearly re%uire continuing surveil-
lance. We will promptly recommend to the Congress appropriate
changes in the bank loan exemption should it appear that such loans
are in fact being utilized to any significant degree as substitutes for
market financing.

THE TAX AND OUR OVERALL BALANCE-OF-PAYMENTS PROGRAM

This tax is only part—although a crucial part—of a comprehensive
balance-of-payments program. A satisfactory long-run solution for
our payments problem depends on a more vigorous and efficient domes-
tic economy, capable of sustained productive expansion with stable
costs and prices.

Major steps to support this objective were taken in 1962 with the
investment tax credit and the liberalization of depreciation allow-
ances. They were followed this year by the $11.5 billion reduction in
individual and corporate tax rates.
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Together with responsible wage bargaining and pricing policies,
these fiscal measures are now strengthening our basic comgetmve posi-
tion at home and abroad, and our basic trade outlook is favorable,

Greater prosperity at home, with pireater profitability of investment
here relative to the returns available from fo :Fn investment, will
reduce the incentive for direct irivestment abroad and encourage the
retention of funds at home where their investment in domestic projects
will create more jobs for Americans.

We have also placed great emphasis upon reducing the net flow of
dollars abroad as a result of Government programs. For example,
between 1960 and mid-1963, our annual rate of net military expendi-
tures abroad was reduced by more than $500 million.

That portion of our economic assistance provided by ‘AID in the
form of 1J.S. goods and services rather than dollars has been raised
from less than one-third in 1960 to over 80 percent for current
commitments.

President Kennedy last July scheduled an additional reduction of
$1 billion in the annual rate of oversea governmental expenditures
by the end of this year. President Johnson is determined to achieve
that target.

As you can see, visible gains are being made toward solving our
basic payments problem. But we must not permit them to be drained
away In a renewed outflow of portfolio capital.

ALTERNATIVES TO THE TAX

While appreciating the need to restrain the outflow of portfolio
cﬁpital, some have suggested that there are preferable alternatives to
the tax.

One would be an attempt to drive up our entire structure of long-
term interest rates by about 1 percent. Such a drastic tightening of
credit, if possible at all, would clearly work against all that we are
trying to achieve to reduce excessive unemployment and encourage the
investment that creates jobs and promotes efficiency.

The interest equalization tax increases the cost of our money to
foreigners, just as would a sharp increase in our own rates. But it
will do so without the disrupting effects on the entire domestic economy
{;)f n}?latte]mpt to artifically force our long-term rates to unrealistically
igh levels.

Another suggested alternative would abandon the market system
altogether by rationing credit to foreigners through a capital issues
committes. Proponents of that approach have failed to suggest what
kind of criteria could be used to cut back the heavy foreign demands
for capital, or whether any rational criteria could be consistently ap-
plied amid the conflicting pressures from at home and abroad that
would descend upon those administering the system,

To be successful, a capital issues committee would have to be Gov-
ernment controlled. This would mean that Government—substituting
case-by-case decisions by the Executive for the market effects of the
proposed tax-~would have to intrude itself directly into the process
of individual decision making in a way that this country has never
found acceptable save in wartime.

g
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Moreover, selective rationing would clearly not be workable in the

case of outstanding securities. There are simply too many trans.
actions in this area, through too many channels, to make policing prac-
ticable on & case-by-case basis,
. Substantial balance-of-payments savings would bé sacrificed apd, if
equal overall savings were to be achieved, the volume of new issues
would have to be held to & considerably lower figure than is expected
under the interest equalization tax.

CONCLUSION

The administration has proposed this temporary tax with reluctance,
but the need for action to restrain the outflow of portfolio capital is
clear. The workability and effectiveness of our approach have been
demonsglated. It is far preferable to any altérnative that has been
suggested.

ur international competitive position is strengthening, and other
measures to achieve lasting improvement ip our payments are bearing
fruit. But these measures take time, and-meanwhile our deficit re-
mains sizable.

Failure to enact this tax would stimulate a resurgence of capital
outflows with dire effects on our balance of payments.

Also, such failure could only be inter%eted throughout the world
as’an unwillingness on the part of the United States to face up to
the hard decisions that are required to grotect the dollar, and so the
financial health of the entire free world. I therefore strongly urge
your early approval of this vitally important legislation.

Thank you, Mr. Chairman. ‘
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]SThe)tables and annex accompanying Secretary Dillon’s statement
ollow:

TABLE 1.—U.S. balance of payments, 1960 to 18t quarter 1964
(In millions of dollars)

1063 ' 1084, 1st
quarter

1060 1061 1062 | Beasonaly ad{usted ally ad-
annual rates just

Total annusl

rates)

1st half | 24 hslf

Commercial merchandise ex. \
L J Y 17,845 17,603 18,213 18,0988 20, 338 19,218 21, 880
Commercial merchandise {m.
o7 { 1 T ~14,723 } ~14,497 { —~16,134 | 16 428 | —17,434 | —-16,831 | -17,358

Commercial trade balance. 2,822 3,196 2,00 1,670 2,904 2,287 4,492
Commercial services, remit-
tances, and pensions......... 856 1,583 1,79 1,200 1,484 1,342 2,460

Commercial balance ?..... 3,678 4.779 3,818 2,870 4,388 3,62 6,952
Military espenditure (net)s....{ —-2,712 | -2,560 | —2,375| -2,188 | —2,80 | -3,274 -1,968
QGovernment grants and capital

dollar rayments.............. -1,110| -1,139) -1,0m7| -1,010 -762 —-888 - 5680
QGovernment carital reeelggs,
excluding preprayments, bor-

ro end fundings........ 543 516 501 388 502 445 540
Privato caf ital:
Transactions in forelgn se-
curitles. .oomceeccaaaannn. —864 ~010 | -1,172 | -2,112 —4381 -1,278 8
Otherlong-term¢___.._.._. 1,243 1,267 1,437 | -1,784| -—2,042 ) -1,013 -2,718
Short-term................. —-1,438 | -1,4% —752 -008 —454 —~728 ~2,528
Unrecorded transactions....... - -998 | ~1,111 ~164 —~408 —286 —4382
Balance on regular transactions.| —38,918| ~3,0711 | —3,605| —4,9008] -1,874] —3,286 -724
Bpecial Qovernment transac-
tlons d o iiiiicinnn 37 701 1,402 1,258 1,430 1,344 858
Overall balance.. .. ~3,881 | —2,3710| -2,203| -3.140 ~144 ] -1,042 -168
Memorandum: Qold sales (not
seasonally adjusted).......... 1,702 857 890 o €234 481 646

t Bxcludes mili transfers under grants.

1 Excluding e and services financed by Government grants and capital.

3 Excludes advances on mili exports.

¢ Including direct investment,

§ Includes nonscheduled recel{)ts on Qovernment loans, advances on mmu&emom. and sales of non-
%arbtmggg medium-term securities, including convertible securities of $502,000,000, 15t half 1063; $200,000,000,

$ Not at annual rates.

8ource: Burvey of Current Business.
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TaBLE 2.—Long-term capital flows in the U.S. balance of payments, 1960 to 1st
quarter 1964

{In milHons of dollars)

1665 1064, Ist
quarter
(season-
1960 1961 1062 |} Seasonally adjusted ally ad-
annual rates justed
annual

Total rates)
ist half | 2d half

Direct investment:
U.S. direct investment
abroad.. . ............... 1,674 1,500 | -1,65¢4| —-2,084| -1,660| -—1,862 -1,852
Foreign direct investment
in United States_........ 141 73 132 88 —5¢ 17 96
Net direct investment..| —1,833 ] -—-1,526| -—1,822| -1,076| 1,714 | —1,845 -1,756

Portfolio investment:
.S. purchases of new {s-
sues of foreign securities. . —5885 -523| -1,076 | -—1,858 -680 | -1,269 —388
U.8. net purchases of out-
standing foreign securi-

31 TR ~309 ~387 -9 -254 242 -6 396
Totsl purchases foretgn
securities............. —864 —-010 | -L172 | -2,112 —-438 | -1,278 8
Redempuons of U.8.-held
foreign securities....._... 201 148 203 188 204 103 178
Other U.8.long term, netl.. ~200 —263 —258 --312 -816 ~ 564 -1,088
Forelgn long-term portfolio
fnvestments in United .
States.. ... cciiiiaiann.. 289 374 140 318 284 301 —48
Net portfolio investment. 574 -651 | —1,087 | -1,920 —766{ —1,343 —052
Net long-term capital. .} —2,107 | —2,177 | —-2,609 ] —3,896| —2,480; -3,188 —2,708

1 Mainly long-term bank loans.
Source: Survey of Current Business and Department of Commerce.

TaBLE 3.—Nectw issues of foreign securities purchased by U.S. residents dy area,
1960 to 18t quarter 1964

(M {11lions of dollars)
1963 1064
1960 1961 1962 1st
: quarter
Ist half | 2d halt Total

o | t 237 457 632 105 737 o1
24 57 195 219 53 272 |l
J 15 61 101 83 57 140 f.......__.
ot er developed ). .......... V1] 43 60 | | O P ) ¥ & PO,
Latin American Republics..... 107 18 1102 13 23 36 13
Other less develotng ........... . 04 95 [ 35 32 67 24
International institutions..__.. 97 12 2 3 RSSO PN I 4
Total new issues.......... 555 523 1,076 999 270 1,269 132

1 Australia, New Zealand, South Africa.
1 Includes 575 000,000 issues by Inter-Amerlcan Development Bank.

Source: Survey of Current Business and Department of Commerce.
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TasLE 4.—U.S. transactions {n foreign securities, 9 months before and after
interest equalization tax

[Mitions of dollars)

Seasonally adjusted
annusl rates
Improve-
ment
October 1962 | July 1963 to
to June 1963 | March 1964
U.8. net purchases of foreign securitles:

Do) o = SN ~1,853 - 583 +1,270
Outstandtrgs_ .. o1 TIIIIITIIIIIITIIIIIIITIIIIIIIIIIN =132 +283 42t
B 7Y PN -~1,988 —200 -+1, 605

8Source: Department of Commertce.
ANNEX, GENERAL DESCRIPTION OF THE INTEREST EQ. \LIZATION TAX
NATURE OF TAX

The interest equalization tax Is a temporary excise tax imposed on acquisitions
by Americans of foreign securities from foreigners regardless of where the
acquisition occurs. The tax applies to foreign stock and debt obligations, both
new and outstanding. It does not apply to purchases of foreign securities by
Americans from other Americans.

By bringing the costs to forelgners of raising capital in the U.S. market more
closely into line with costs prevailing in foreign capital markets, the tax will
substantially reduce the incentives to forelgners to raise capital in the U.S. mar-
ket because of lower interest rates in this country. The higher cost to forelgners
resulting from the tax, however, is not intended to eliminate all outflows of
portfolio capital; long-term U.S. capital will remain available to those foreigners
whose urgent need for such funds cannot be met on reasonable terms in foreign
capital markets.

Rate.—The rate of the tax in the case of foreign debt obligations is graduated
from 2.76 percent for obligations maturing in 3 years to 15 percent of those matur-
ing in 2814 years or more. The schedule of rates.is determined so as to fncrease
by roughly 1 percent the cost of borrowing to the foreigner. In the case of foreign
st.ocksi the rate of the tax is 15 percent, the same as for bonds of the longest
maturity. -

New and outstanding securities.—The tax applies broadly to both new stocks
and debt obligations and outstanding stocks and debt obligations. Coverage of
transactions with foreigners in all of these categories i8 consistent with the in-
tent that the tax operate In a manner analogous to a general rise in U.S. long-
term interest rates, and assures that strong incentives and opportunities will not
arise for funds to flow out through tax-free channels, undermining the effective-
ness of the tax.

Short-term odbligations.—No tax is imposed on the acquisition of debt obliga-
tions if the perlod remaining to maturity is less than 8 years. This exemption
will permit the wide varlety of short-term credit transactions related to interna-
tlonal trade generally and U.S. exports in particular to continue unaffected.
Transactions in short-term Instruments occur in enormous volume and take a
wide variety of forms, but most of them relate to trade financing and to normal,
reversible shifts of funds between markets in response to temporary needs and
short-term, interest-rate differentials. Since interest rates for short-term loans
in the United States can more readily be influenced by monetary policy, without
adverse effect on the economy in general, {t has been possible to bring these rates
mox;e closely into line with those prevailing in other Important industrialized
natfons.

EXCLUSIONB

In additlon to the baslc exemptions from the tax of acquisitions of short-term
obligations and acquisitions from other Americans, the bill provides varlous ex-
clusions so as not to interfere with certain vital national objectives, such as the
encouragement of U.8. exports, the avoldance of threats to the stability of the
international monetary system, and the growth of less-developed countrles. The
major categories of exclusions are described below.

T - e . [P s e,
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Ezport financing.—One of the best methods of reducing the deflclt in the U.S.
balance of payments s to increase exports from this country. Accordingly, the
bill provides for a serles of specific excluslons for stock and debt obligations
acquired in connection with varlous export transactions. These exclusions will
assure that Amerlean business firms have the abllity to offer credit facilities
to their foreign customers, whether for short- or long-term loans.

The acquisition of debt obligations is excluded from tax if they are guaranteed
or ingured by the Export-Import Bank or other U.8. Government agencles or
instrumentalities. In addition, debt obligations acquired by Americans in con-
nection with the sale of U.S. goods (tangible or Intangible) abroad are free of
the tax, as I8 the acquisition of stock or debt obligations tn connection with a
foreign project in which American firms participate to a’'substantial degree. The
bill also excludes from the tax debt obligationg acquired by an Amerlcan firm
from foreign customers when the proceeds are used for the installation or main-
tenance of facilities to service goods sold by the American firm which were pro-
duced, grown, or extracted in the United States. A simllar excluslon has also
been provided where the U.S. firm is engaged in selling ores or minerals in which
it has a substantial economic juterest, whether or not extracted in the United
States.

Commercial bank loans.—Commerclal banks making loans in the ordinary
course of their commercial banking business would not be subfect to tax. Most of
these loans would ordinarily be excluded because of their short maturities, and
much of short-term bank financing of foreigners involves exports, The exclusion,
besldes permitting banks to continue freely their role in Snancing 0U.8. exports.
enables them to maintain their flexibility in meeting normal, recurring needs for
tinancing international business.

Experience under this exclusion will be closely observed. In order to provide
detailed information as to whether the exclusion for commercial bank loans
should be continued and, If not, the ways in which the exclusion should be changed,
the bill provides for authority to require banks to furnish relevant data on their
loans to foreigners.

Intcrnational monetary stadility.—~The bill gives the President authority to
exempt all or a portion of new securlty issues of a foreign country from tax
where he determines that application of tax to such securities imperils, or
threatens to imperil, the stabllity of the international monetary system. ‘This is
consistent with our treaty obligations to the Internatlonal Monetary Fund.

Use of this exclusion would be justified only in highly unusual clrcumstances.

New issues of Canadian securities are the only ones which, under present clr-
cunistances, it {s contemplated would be excluded under this provision.

Less-developed countries.—The tax is not appllcable to the acquisition of secu-
ritles issued or guaranteed by less-developed countrles nor to the acquisition of
securities issued by less-developed country corporations. At the present time, it
is expected that this exclusion would apply to the securlties of all Latin American
countries. African countries with the exception of South Africa, Aslan countrles
except for Japan and Hong Kong, and to a few other nations outside the Sino-
Soviet bloc. This exclusion is designed to help those countries with chronle capt-
tal shortages, urgent development needs, nnd limited ability to borrow on normal
commercial terms. The United States has long recognized a responsibility for
assisting these nations in thelr struggle to achleve improved standards of Hving,
and application of the tax to Issues of these countrles wonld work against these
objectives,

Direct investments.—The tax is not applicable to direct Investments in oversea
subsidiaries and affiliates. Direct investment means the acquisition of stock or
a debt obligation in a foreign corporation or partnership by an Amerlcan owning
at least 10 percent voting control after the transaction is completed. The exclu-
sion of these transactions 18 based on the fact that the declslon to make such
investments I8 usually grounded In such factors as market position and long-
range profitability rather than interest-rate differentials.

Foreign corporations controlled by Americans and traded here—The bill treats
as domestic a foreign corporation traded on an Amerlean stock exchange, if
trading on U.8. exchanges provides the prineipal market for the stock and if more
-than 60 percent of the stockholders were Americans on July 18, 1083, Close axso-
ciation of these companlies with the United States justifies their treatment as
domestic compantes,

Insurance companics with forcign dusiness.—The bill permits insurance com-
panies to acquire stock and debt obligations of forelgn Issuers and obligors tax
free In an amount equal to 110 percent of thelr reserves against forelgn risks in
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connection with their operatlons in foreign countries. This exemption I8 based
on the fact that U.S. fnsurance companies often engage in business in forelgn
counitries through branch operations, aud in conducting this business, they recelve
premiums in a forelgn currency, invest the proceeds in that currency, and are re-
quired to pay labilities on policles in that currency. Since the absence of an
excluslon of this character would expose the insurance companies to a forelgn
exchange risk, it was belleved desirable to provide this exclusion.

Labor unfons, etc.—The blll exempts acquisitions by labor unions and certain
other tax-exempt organizations which hold dues or membership fees in foreign
currency for the benefit of local members located in forelgn countries. This ex-
clusion, as with Insurance compantes, avolds exposing these organizations in the
ordinary conduct of their operations to a forelgn exchange risk,

Underwriters and dealers.—To tacilitate and encourage the placement of new
forelgn iasues abroad, American underwriters participating in the distribution of
new foreign Issues would receive a credit or refund of the tax on any sales to
foreigners. Simllarly, dealers maintaining markets in forelgn bonds will be given
a credlt or refund on such securitles purchased from forcigners and resold to
foreignera within 00 days after thelr purchase. A similar provision has been
proposed to apply to arbitrage transactions by dealers in forelgn stocks as long
as the dealer sells to a foreign person on the same day the stock I8 purchased.
The shorter time provision for stocks, as compared with bonds, 18 a recognition
of the fact that stocks could become a tax-free vehicle for speculation under any
wider exclusion.

The credit or refund provision for underwriters and dealers will provide
incentives to place a maximum portion of new flotations of foreign securities
in foreign hands, and will assure potential foreign buyers that an active second-
ary market will be available in thls country for such new foreign bonds as
they may purchase.

Aoquisitions required by foreign law.~—The bill provides an exclusion from
tax in the case of securities acquired by an American firm doing buslness in a
forelgn country to the extent the acquisitions are reasonably necessary to sat-
isfy minimum requirements relating to holdings of forelgn securities imposed
by the laws of the forelgn country. This exemption is provided because some
forelgn countrles require foreign businesses engaged in business locally to invest
a portion of their assets In securities of that country as a condition to doing
business there.

OTHER PROVISIONS

Liadllity for tao.—The tax 18 imposed on the U.8. person acquiring a foreign
security from a foreigner. The purchaser who is lable for the tax must file
& quarterly interest equalization tax return listing taxable purchases and enclos-
ing payment.

Administrative procedure.—A simple adninistrative procedure has been es-
tablished for determining when the tax is owed. If the U.S. purchaser is buying
through a U.8. broker and his purchase confirmation does not indicate that
his purchase fs subject to the tax, the confirmation s proof of his exemptfon
and no return I8 required. If the purchase is not made through a U.S. broker,
the purchaser should recelve a certificate of American ownership from the seller
it the seller Is a U.8. person. The certificate 18 proof of the purchaser’'s exemp-
tion. Stock exchanges and over-the-counter marke{s have developed procedures
which readtly permit the operation of these provisions.

Effective date and capiration date.—The bill generally is effective with re-
spect to acquisitions by Amerlcans of foreign securitles from forelgners made
on or after July 10, 1068. This is 1 day after the date Congress received the
Presldent’s special message on the balance of payments and the public announce-
ment of the principal features proposed by the administration for this bill. A
special effective date of August 17, 1063, is provided for forelgn securities traded
on an exchange so a8 to permit uninterrupted trading in forelgn securities on
the exchanges, while they were adjusting their trading rules and procedures to
the requirements of the proposed bill. The bill also exempts certain trans-
actions which were In an advanced stage of negotiation on July 18, 1063, since
application of the tax to these transactlons might have created substantial
hardships.

The tgx would expire December 31, 1065.



g

74 INTEREST EQUALIZATION TAX ACT

REVENUE EFFEOT

It 18 estimated that this bill will result in a revenue gain of up to $30 million
on an annual basis.

Senator Dovcras. Thank you for a characteristically able statement,
Mr. Secretary.

You state that the deficit in the balance of payments for the fiscal
year which will end tomorrow, June 30, 1964, is about half that of
the preceding fiscal year. I wondered if you would give these figures
in absolute terms?

Secretary Dinron. Well, I stated it would be well under half be-
cause we don’t have the figures for this year, and will not have them
in any really useful form for another month or so, and I was being very
conservative. The figure for the last fiscal year was about $114 billion,
and we expect to be very substantially under half of that during this
fiscal year.

Senator Douaras. To hazard a guess, would the deficit be around
$2 billion this year ¢

Secretary DirrLoN. Around $2 billion, maybe a little less.

Senator Dovgras. I wondered if it would be possible for you to sub-
mit at a time convenient to you and, if possible, for the record, what
your estimates are on the balance of payments for the fiscal year end-
ing June 30, 1064, and to include with that an itemized list of the
factors which go into the total.

Secretary Dirron. We can try to do this, but it will necessarily be
a rough estimate,

Senator Doucras. T understand.

(The following table and statement was supplied for the record :)

U.8. balance of payments, flacal year 1863 and 1st 8 quarters of flscal ycar 1964

{In millions of doliars]
*aly 1963
“'tseaolgmr ‘*arch 18R,
1 ‘seasonal! Change
adfusted
1nual rate:
Commercial merchandise exports. . .......oeeceunecocamannn-. TO18,13 20, 8% 42,13
Commercial merchandise Imports........cceereeeernenenennn. -186,25) -17, 41¢ -1,167
Commercial trade balanoe. . ...cceoceeucenmenecnanenan. 1,888 3,43’ 41,548
Commercial services, remittances, pensions (net) .. ........... 1,560 1,800 {210
Commerclal balancs . .....cceeeeeiceieenieccnrnaacnnn 3,487 243 41,758
Military expenditures (net) 3. .. ... .oceueriaiieeiaeaane. —2,284 —-2,238 448
QGovernment grants and caplital payments abroad............. 1,059 -09* 4384
g&vel;!e\menit“diebt payments excluding fundings, prepayments 439 518 +76
vate capital:

Transactions in forelgn securities. -1,002 -~289 +1, 403
Other long-term ¢ . —1,745 ~32,207 ~522
Short-term.....cccueueuunnn... . -798 -1,148 —-348
Errors and omissions —982 ~416 +-568
Balance on regular transactions.. .....c..oooeonieounnnn —~4,634 -1,201 +3,343
Special Government transactions®. . ... ...iieeuieneeiannn.n 1,831 872 —-959
OVerall balanoe..c.ceueeeueenenenieenioncecenacesenscansn —2,803 —419 42,384

t Excluding military transfers under grants.

! Excluding exports and services financed by Qovernment grants and capital.

1 Excluding advances on miiitary exports.

¢ Including dirc . Investment.

# Includes nonscaeduled recelrts on Qovernment loans, advances on military exports, and sales of non-
marketzble medium-term securities.

Source: Survey of Current Business and Department of Commeroe.

T B I W L R R L STV W g S e A R e T I WP



E

i | wad ] L] . ] L}

INTEREST EQUALIZATION TAX ACT 75

SUPPLEMENTARY NOTE ON THE Fiscan 1964 BAirAnck-oF-PAYMENTS DEFICIT

Data for the full final quarter of fiscal 1964 are not yet available, even in pre-
liminary form. Because large flows of funds are usual durlng the midyear pe-
riod, any projections for the full quarter on the basis of the earlier figures now
at hand must be highly conjectural. It is clear, however, that the second quar-
ter results will be substantially less favorable than during the January through
March period, aithough the deficit on regular transactions for the year as a whole
should be substantially less than hailf of that for the fiscal year ending June 30,
1963, and possibly less than $2 billion.

The primary factor accounting for the larger deficit during the second quar-
ter was a reversial during April of a large inflow of short-term funds during
March. This temporary swing appears to have reduced the deflcit during the first
quarter by roughly a quarter billion dollars, and added a similar amouv.:t to the
deficit for the second quarter. This factor could account for a change of roughly
$2 billion from quarter to quarter when converted to a seasonally adjusted annual
rate. Purchases of forelgn securities appear to have been somewhat greater in
the second quarter. On the other hand, there are indlcations that the increase in
bank lending abroad slowed. In addition the trade surplus in April was smaller
than the first quarter average, and it is possible that this trend continued, al-
though subsequent figures are not yet available.

Now, on the foreign securities which were sold in this country, were
these exclusively bonds or did they also include stocks of industrial
companies abroad ?

Secretary DiLroN. They also included stocks among the new issues
and; of cowrse, the bulk of the transactions in outstanding securities
were in foreign stocks. )

Senator Douaras. Now, is a comparison between the earnings rates
on foreign stocks and on American stocks really fair, for is it not true
that American stocks tend to be overpriced and thus give a low yield?

Secretary Dirron. Well, it is difficult for me to say that American
stocks are overpriced since their prices derive from millions of trans-
actions in the open and free market. It is certainly clear that Ameri-
can stocks on an earnings basis are priced considerably higher than
European stocks and their yields are considerably lower.

_ I think an argument can be made that there is at least some connec-
tion, we think there is a pretty close connection, between the general
level of interest rates and this fact. The fact that long-term ntevest
rates are generally higher in Europe means that the return on stocks
generally has to be higher to nake them attractive,

. I think there is some connection in that way. German stocks, for
instance, sell 13 or 14 times earnings as against 18 or 19 times earn-
ings for American stocks.

enator Dovaras. Isthat the present average?

Secretary DiLrox. I think something of that nature, yes.

Senator Douaras. Well, may not this low earnings ratio in the
United States be due to a greater degree of speculation rather than to
lower rates of actunl earnings upon physical investment #

Secretary Dirrox. Well, in view of the volume of transactions on
the New York Stock Exchange—and we can also assume the volume
of speculative transactions can be measured at least by those that are
on margin—although there may be some outright speculation, it would
seem this is a relatively small part of the total.

. I think one of the reasons why American stocks sell at a high price
is that pension funds and certain organizations of that type—also mu-
tual funds who sell their new securities all over the country—have,
over the last decade, been bringing into the market rather substantial

34-937—04—8
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amounts of money, and the supgly of new stocks in the form of new
issues has not grown as rapidly as this demand from very solid
sources,

So, I think it is probably a question of supply and demand; there
has been a bigger demand than supply.

Senator Douaras. Mr. Dillon, you are probably too young to remem-
ber at firsthand the summer of 1929.

Secretary Dicrox. I remember it.

Senator Dovaras. You remember it ?

Do you remember that we were told then that we were in a new eco-
nomic era, in which interest rates were falling, as evidenced by the
very high ratio of stock prices to earnings. We were told that this
was an indication since the yield on stocks in terms of their prices
was low this was an indication that interest rates were down in this
clountry, and that this was, therefore, to be heralded as a very good
thing. :

Dg vou remember that ¢

Secretary Diuron. I remember that episode and I also remember
there was a very substantial number of stocks that were on margin at
that time. We didn’t have, of course, the controls and the Securities
Exchange Commission and that sort of thing. As I recall there were
times during that year when call money—1 day call money in New
York borrowed to purchase stocks on margin—was as high as 10 and
12 Sercent. It was because of this very large speculation.

f course, there is speculation today. The big differénce now isthat
the great bulk of our securities, a much larger amount, are owned: in
solif}rmnds such as, as I was saying, pension funds,trust accounts, and
n}llutual' companies that do not owe money and are not likely to sell
t em' B . R
That doesn’t mean the stock market can’t go-down rapidly, as we saw
in 1962, just 2 years ago, but it is not the same. It doesn’t get the
same kind of self-increasing momentum. B

Senator Douoras. What I am trying to suggest is the possibility
that the lower rates of return in the I?nited gtates on industrial se-
curities as compared with those on the Continent of Europe may be
due to a greater degree of:'speculation Eermeating the American
securities market and the American stock market relative to that
present in Europe. May not the disparity in yields be distorted by
this fact?

Secretary Dirron. I think that could be,

We haven't made any study of the amount of speculation in the
BEuropean markets. I don’t know what that situation is.

Senator Douaras. There is one statement of yours which pleased
me very much and which I am sure will please my colleague, the
Senator'from Tennesses.

+ You took a noble attitude in'satying that you were opposed to driv-
ing up the long-term structure of interest rates by 1 percent because
it would work against—

all that we are trylng to achieve to reduce excessive unemployment and encour-
age the investment that creates jobs and promotes efficiency.

Is that a permanent plelge on the part of the Treasury?

Secretary DrLron. It has been our view right along, and certainly
I should think would continue to be, that it would be%ighly unsound
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by artificial means—which means a very drastic restriction of credit—
to try to increase the long-term rates of interest at which we finance
something approaching $50 billion of new investment in the United
States, including mortgages, State and local authorities and corpora-
tions, every year merely to have an effect on $1 or $2 billion of foreign
investment.

Senator Dotaras. Mr. Secretary, it is impossible for mere Members
of Congress to penetrate the mystic recesses of Federal Reserve and
Treasury policy on this matter, or to make out what the policy is
from the somewhat Delphic utterances of the Treasury and the
Chairman of the Federal Reserve. Whisperings have been heard
about Washington, however, that it was the real inner design of the
Treasury and the Federnl Reserve, in conformity with pressures
exerted by European banks, to raise domestic interest rates.

Do you deny this?

Secretary DirroN. I never heard of it.

Senator Douaras. Well, you should move in different circles.

Secretary DirroN. I read it in the press. I readitin the press—-

[Taughter.] CoL T

Secretary DiLron (continuing). But I have never heard of it in
the Treasury or Federal Reserve System.

Senntor Douaras. Do you disavow this as a purpose of the
Treasury{

Secretary Dirron. Certainly.

Senator Douoras. You do.

Well, this is very encouraging, it is very encouraging.. I hope you
persist in this virtuous attitude.

Seoretary DiLroN. I think the record of thg({)ast. 3 years illustrates
this.. Long-term interost rates have not moved much at all. On the
whole, thoy are just about the same as they were 3 years ago, in some
cases they are lower. :

Mortgage rates are half a percent lower than-they were 3 years
00, v [ . oy

gSenator Douaras. Haven’t you been under great pressure from the
European bankers to raise domestic interest rates? =~ -+ .

Secretary DiLroN. No. We had to raise short-term:rates from the

oint of view of short-term outflows, but they have been pretty well
n balance or reasonably well in balance for the last year. e haven’t
had the same pressure regarding our long-term rates at all.

Senator Douoras. That is very encouraging. :

- Secretary Diuron. I think many of the Kuropeans, if I may say
a little more on that, realize themselves that their long-term rates are
on the hif;h side, compared to anything in past history. They are
way on the high side and should eventually, if they are going to
conform to the past, come down. I think this is due to the fact that
their markets, capital markets, are inadequately developed. They are
trying to improve them. They all recognize this is necessary, and I
think there is a general feelinﬁlmt it is & very difticult job to do and
they don’t know when it will be done but that, probably over a long
period of time, longer term interest rates should come closer together,
and the way sheild be more by a reduction in high European rates
than by an increass in ours.
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That certainly was the view of the man I used to respect a good
deal in this area who is the former Chairman of the International
Monetary Fund, Mr. Jacobsson, who always felt our long-term rates
were about right and that the EKuropean rates should come down.

Senator Dovaras. Good.

Now, you speak of the exemption for new Canadian issues. This
is not in the act, is it?

Secretary Dirro~. It is in the act in the general form described
earlier in my statement. The President has the right to provide an
exemption in the case of new issues from a particular country where
actions taken by that country as a result of the tax would threaten the
monetary stability of the whole international monetary system, not
just. the one country.

Senator Douaras. But you think that this exemption actually will
have exclusive reference to Canada?

Secretary Dirrox. Canada is the only country that meets that
qualification.

Senator Dougras. Have you given administrative assurances to
Canada that they will be granted this exemption?

Secretary DirnLon. We told the Canadians that last summer when
we asked for it that, if Congress enacted it, they would be granted it.

However, we have also pointed out as a very important part of that
exemption that the President has the right at any time should their
exemption be abused—should total outflow of money or total sale
of new issues in the United States from Canada grow and be too
large—to limit it or to revoke it entirely. We have told them very
plainly, and I repeat it here, that we would be fully prepared to use
that authority should they not be able for one reason or another to
live up to their commitment which was to take monetary action in
Canada of a kind that would keep their demands on our market
within the range of their needs for international reserves without
adding to their reserves.

Senator Douaras. This was in response to the very heated protests
of Canada that the interest equalization tax would make their prob-
lems more difficult ¢

Secretary DiLron. It wasn’t so much a question of protests. It
© was a e3ues’cion of what happened in Canada when this tax was an-

nounced. There was a psychological reaction there which we have al-
ways felt was larger than the facts warranted but there was no doubt
of the reaction. In the financial field, psychology can creato facts—
it had here—and there was a real panic on the Canadian markets,
There was no doubt: that, if this exemption had not been promptly
granted, the Canadian dollar, which had only recently had a firm par
value established, would have been devalued once more and that would
have been very bad for the whole international monetary system in--
cluding our own interests.

Senator Dougras. Only a few months before had not the Finance
Minister of Canada proposed tax measures which would have reduced
the volume of American investments in Canada?

Secretary DiLrox. I think that was his objective, but his proposals
have been modified since then.

Senator Dovenas. -In other words, Canada wanted to reduce the
amount of American investment in Canada; yet when we took a step
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that might work toward that end Canada could not face what would
happen to it if we did reduce our investment. Is that true?

gecretary Dirron. I think that is true, ves.

Senator Douoras. Immediately fo]lowing our pledge that Canada
would be exempted from this tax, did not Canada then announce that
she would tax the importation of American automobile parts and that
any revenues thus cohected would be used as a bonus to stimulate the
export of Canadian automobiles into the American market ¢

ecretary Dirron. That wasn’t announced immediately, It was
some 3 or 4 months afterward, and it was part of a program, appar-
ently, that the present Canadian Government had in mind prior to
their election,

We think that there is a serious question whether or not it. is in con-
travention of our countervailing duty laws, so that the Bureau of
Customs has undertaken a formal investigation. Complaints are now
being formally received and I think there is a 30-day period, and Cus-
toms has given a 15-day extension to some people who wanted to submit
more information, so all the information should be in about the middle
of July and we can have a ruling on it.

Senator Douoras. I feel very friendly toward our neighbor to the
north but couldn’t you say this was an action on Canada’s part of re-
turning evil for good?

; Slecﬁ'etary Dirron. Well, the Canadian idea in this area—they don’t
eel that. '

Senator Doucras. No, of course not, but what you say——

Secretary DiLroN. They look at it as a desire to balance their trade,
their current account, more fully in the world so she won’t need to have
this very substantial capital inflow which has been taking place over
the last 10 to 15 years, w}‘:ich has been what has balanced their accounts,

Senator Douvaras. At least it is not an indication of hemispherical
solidarity on the part of Canada; isn’t that truef

Secretary Diron. I think they would not agree that it was directed
against it but certainly it was aganinst our policies. There was a dif-
ference of opinion. ’

Senator Doucras. In other words, we made a concession to them, in
exempting them from the interest equalization tax, and shortly after-
ward they replied by disconraging our exports of automobile parts
to them and encouraging their export of automobiles to us.

Secretary Dmron. I think that is a simplified way of putting it or
looking at it.

Senator Douvaras. Isn’t that substantially true?

Secretary DiLroN. Well, you say concession to them. It wasa con-
cession to them, but it also was certainly in our own interests. It is
very important that we maintain geneval stability in the international
monetary system and to have a country as important as Canada devalue
its-currency could have had all sorts of repercussions, including reper-
cussions against the dollar.

Senator Doueras. And this was accompanied at the snme time by
Canada’ssale of food, specifically wheat to Cuba, and Canada’s trading
with Cuba against the national policy of the United States.

Secretary Dinron. Well, they have in some ways cooperated quite
well. They sell nostrategic items. They don’t sell any parts to g)\lba
that are bought from the United States. They don’t try to replace
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that trade, but they have sold food and things of that nature, and they
did sell some wheat.

Of course, they have a different idea regarding trade. They sell
wheat to Communist China which we don't.

Senator Douaras. Mr. Dillon, I want to say I think you have carried
out the injunction of the Bible to walk the second mile, and to turn the
other cheek. I believe in this up to a limited degree. I don’t think
it can be carried on forever, and fwish our friends to the north would
recognize that we have been tried, really, almost to the bounds of
ordinary patience in accommodating them.

I want to commend you for your self-restraint, and only hope that
the bread which is cast upon the waters may sometime return.

You join me in that wish ¢ v

Secretary DiLLoN. That is fine, yes.

- [Laughter.] '
enator Dougras. One final question and then I will stop.

American banks can still make long-term loans to industrial enter-
prises abroad even though this does not involve the purchase of se-
curities, is that right ? S

Secretary DrLron. Yes, if that is in the ordinary course of their
business they can do so.

Senator Doucras. Now, this provides an opportunity to evade or
toavoid the interest equalization tax, isn’t that true?

Secretary DiroN. That was a possibility, and there was a good deal
of concern and discussion about that when we were considering this bill
in the House, -

We did not feel that the banks would avail themselves of that op-

rtunity because they have limitations on the amount of foreign

oans they can make, particularly longer term ones. But as a result

of this discussion, we suggested, and the House accepted and put into
the bill, a Erovision for reporting in detail on all foreign bank loans,
and we asked the banks to commence that reporting without legal
obligation, on & voluntary basis beginning the first of this year. They
have complied very well with that, and we have gotten very complete
reports up through the first 5 months of the year. In analyzing
those reports, which we have done carefully, we can’t see that there
is anything in the way of any significant avoidance ta‘kmfgl place.

Bank loans have been rather high—at least through the first quarter
they were increasing rather rapidly. The increase apparently is
rather less, and the total may even decrease during this second quar-
ter—this present quarter. But if there is any evasion in that area,
it can’t be more than about 5 percent of the total bank loans. Itisa
«vegf small amount, o = X ‘

enator Douaras. Do you have any estimates as to what occurred
before you required re rtinF? _ ,

Secretary Drnron. 1 would think about the same thing. There
was one specific loan we knew about in August that was rather large,
that may have changed the picture a little bit, It was a $20 million
-borrowing, which I think was nearly ready to be done in the public
market, but didn’t quite get under the eflective date, and that was
converted into a bank loan. But that was the only specific case that
I know of. : ' : ,

Senator Douaras. Thank you very much.
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I am going to ask Senator Smathers to take over.

Senator SmaTHrrs (presiding). Senator Williams, do you have
some questions?

Senator Gore?

Senator Gore. Mr. Secretary, the overall problem of outflow of
capital and outflow of jobs, wlglich has been a very severe one, is a
subject on which I had extensive conversations with the late President
Kennedy both before and after his inauguration. :

It is a sabject upon which, as you know, he had and he held very
strong convictions.

This-problem, as I recall from our conversations, was one which
he thought could and should be approached—I will not attempt to
say what he thought; my recollection might not be entirely accurate.

- At least it was my view that it should be approached both from a
standpoint of tax policy and through direct regulation of outflotv.

I thought his recommendation, in which you concurred, with re-
spect to the taxation of direct investment and the return on that invest-
ment—the bearing this would have upon repatriation of earnings—
was quite far reaching and commendable. ‘ , .

.. I helped as best I could to bring that proposal into legislative en-
actment and I resisted the nibbling away process. . '

. Unfortunately, the original administration recommendation suf-
fered from considerable nibbling, .. . S

I wish to commend the administration upon this current. proposal.

As far as.it it is good. I shall help you secure its passage.
. But, two things disturb me. Firsty the nibbling away process with
respect to this bill is led by the Treasury itself. This is not to say
that all of your proposed amendments are in that category, but a great
many of them are. o

Instead. of -leading the way toward weakening your. proposal, it
seems to me that it should be strengthened by positive Treasury
recommendations, o C

The second thing that disturbs ine is what appears to be your abhor-
rence of, and reluctance to use, the power within the Governiment to
regulate capital outflow if that regulation is needed. In your state-
ment you sef, up a good, not a strong, strawman—a rather fragile one,
really, and that is a poiitica‘l tactic not unknown to a Senator. :

Rather than ask you a whole seriesof questions, and taking the
time of the committee to make these points, I thought I would briefly
state them and I now splicit your response. A C

-Secretary. DiLLon.. Thank you, Senator, I z}pﬁ)reciate it,and I appre-
ciate your offer of support in this bill which I think is most important.

Our feeling onthe first point you made about our.amendments has
been that we have maintained very.strongly, after quite extensive dis-
cussion and argument in the Ways and Means Committee in the Honse,
since that time—and-we do maintain now—the principles with which
we originally started which were that this should apply to all portfolio
transactions of new securities or securities which are new or out-
standing, : o :

There have been ¢ 1] sorts of attempts to get us té6 modify our point
of view in one way ur another on that, either by exempting stocks or
by exempting outstanding issues or by. allowing various switching
pé‘l\]’lleges, things of that nature. We have not agreed to a single one
of those. :
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We believe, however, it is important to be very careful and not bring
into the ambit of the tax things that we didn’t mean to cover in the
first. place, and that is largely what these particular amendments havo
to do with. This is true with the amendments in the export field, the
operations of insurance companies abroad, things of that nature which
were essentially technical, and which we do not think will have any
balance-of-payments effect.

But I want to assure you that we will resist here, as we did in the
House, any change which affects any of these basic fundamentals,

As to the second question, which 1s the question of capital control,
we have felt that this interest equalization tax was the fairest end
best way to operate because we see lots of problems with capital con-
trols, a capital issues committee, as we have pointed out.

Nevertheless, there has been a lot of discussion about this in the
time since this tax was originally suggested. Certainly I don’t mean
to imply that if this approach shou% turn out, as some fear, not to
work, and we should need to take further action sometime in the
future, that a capital issues committee wouldn’t be a proper way to
approach the prol{ﬂom, even though it does have difticulties.

ut I want to make our position very clear about one thing, There
has been a lot of rather nebulous tali about the capital issues com-
mittee on the assumption that it would be a voluntary arrangement.

We have looked into that and we are convinced it will not work.
Wherever there are capital controls abroad it is the Government that
has to make the final decision. That is the only way it would work,
and it is the only way it would work here. So we do not feel that
any sort of voluntary control mechanism asking investment bankers
to control themselves would be able to work, even though they had a
desire to make it work.

So, it would have to be a Government control arrangement, and we
just felt, because of that, we would not start off with it.

We think the interest equalization tax approach will work and do
the %'ob that is needed. It certainly hasthusfar. ‘

If it doesn’t after its actual enactment, assuming enactment some-
time in the future, as I do, and we then feel a capital control com-
mi]:tee run by the Government, is necessary, I think it should be under-
taken,

Senator Gore. Well, that is an encouraging statement. One of the
prineipal exceptions that I would take to the statement you have just
made is that since it may become necessary for the Government, for its
own protection, to have and to exercise regulatory authority, it seems
to me that the course of prudence would be to enact a measure provid-
ing for standby regulatory procedures.

I agree fully that the measure which you now recommend, which is
already actually in effect, has had beneficial results, but it is at best a
halfway measure; and'if all'the amendments which you have proposed
are adopted it will be less effective than it has'already been. And I
have some concern about the possibility of even further weakening
amendments being adopted.

So. you and I are in substantial agreement except that I think it
wotld he prudent and wise to énact standby authority now, while you
seem to be reluctant in that regard.
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Secretary Dirrox. We haven’t felt the Capital Issues Committee
was necessary. I would say we are reluctant since we hope it would
not be necessary to use it, and we would not want to give the appear-
ance we are asking for it.

However, if the Finance Committee in its wisdom decided it was a
good thing to have as a standby measure in addition to the present
provisions of the bill, I don’t think Treasury could very well have any
objection to that.

Senator Gore. Thank you very much.

Thank you. -

Senator Smatners. Senator Williams.,

- Senator WiLriaus, I am going to yield to Senator Dirksen,

Senator DirkseN. I will yield to Senator Bennett.

Senator BENNETT, Mr, Secretary, I have had many, many questions
about this bill and about this action since the day it was proposed; and
as the year has gone on my doubts have increased rather than decreased,
so if I ask some of these questions now, I hope you will feel I am not
trying to embarrass you but just trying to get at the facts.

When you were talking with Senator Douglas you were talking
about the result of the effects of the announcement on the Canadian
markets. I have heard that the Canadian, the value of the Canadian
market, shrank a quarter of a billion dolars within 24 hours after this
announcement was made; is that a:pretty good estimate? ,

Secretary DiLroN. I haven't made such an estimate, but I couldn’t
take any exception to it because there. was real panic in the Canadian
markets in the 24 hours following announcement of the proposed tax:

-Senator BENNETT. How soon after that did you announce the ex-
emption for Canada? '

Secretary DiLroNn. As I recall, the President’s message was on' a
Thursday, and the Canadian markets had their problems on a Fri-
day. e made the arnouncement of the exemption over the weekend
when the markets were closed, se it was made prior to the reopening
on Monday. We were convinced, and I think it was true, that if there
has been no such action it would haye been necessary to devalue the
Canadian dollar on Monday.

Senator BeNnErr. Were there similar reactions on other world
markets? ‘ , ;

Secretary DiLrox. No, not similar. There were reactions in all the
markets to some minor extent, particularly in Europe, but these were
overcome very shortly. y

In Japan the reaé{ion was a little greater although after a period
of tine that subsided, too. The Japanesé were considerably concerned
about this, but again history has shown that they have béen able
to get along all right so far, and we felt that in their case the tax
really would not hurt their operations since their interest rates at
home were so high that they could still borrow in this country and pay
the tax, and get money at a fat cheaper rate than was available in
Japan, and we think they would. _, _

: eltlgc%or Bex~err. The Japancese asked for an exception and it was
rejected. ,

Secretary Divron. That isright.

Senator BENNETT. I8 my memory correct ?

Secretary Drron. That is correct.
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Senntor BeNNerT. Do you have any knotwledge to the extent to
which theré' is a -backlog of nieed in Japah for foreign capital Which
ig still stacked up Hoping thdt'this bill will not pass? - S

Secretary Dmuron. I don’t think it is as large by a‘mlv means' i{s thé
Japanese expected'it would be because they have had much gieater
?txcfess in selling their issues'in Etrepe than they thotght they vould
ast year. - T : S e

This is one of the good things that has happened and one of the
things we hoped would hap[{eh‘is thit Buropean capitdl niarkets
would become more active and carry a larger share of the buirden,

During the first half of this'yéar the indications are that the Eu-
ropeans will have taken foreign issueg at an annual rdteé of twice’'the
volume that they have been taking before; and Japai hag had a'very
large share of that. Sp they are Igthink, in a reasonably good postiire.
I still think that the Japnnese will come into'the U.8. market after
the tax is'passed and pay the tax, and we hope thoy do, because e
think they need some long-term capital and we should supply it'bhut
inreasonableamounts, - C P T
. Senator BeNNeTT. But they haven’t been coming'in and teading 'on
the assumption that the tax was going {obearplied. : S

‘Secretary DiLron. Ne, they have not made any issues on tlmt basis.

Senator Bennerr. 1 have just been handed & copy of ‘the Japan
Stock Journal: of June 22, and this is apparently the lead editorial,

this is June 22 of this year.- . :
“Almost & year has passed since July 0, 1083, a day’ that has gone dowvn in
Jﬂpénese atock m.lzlrake 'mietgﬁr gse,b'lrﬁlcl%_g‘ﬂ{iﬁ anq{vfast' on that &;?a'dftg the
late President Kennedy announced his: proposal for the correctibn ‘of anin-
terest cqualization tax on American purchases of foreign securities that ‘the
Dow-Jones Index for the first seption, market of the '_I‘okyo,_atogk Exchange
plunged 64.41 points from the previons day’s closing level to 1,440.80, < It was
thé biggest gbsolute decline’ ever pecorded In a’ singlé day’s trading on’ the
TOk_}’O Stock xchange. Co T R B ;l ; I
So it had 4 very substantial 6ffect in Japan aswell, = " ! i
Do you think, Mr. Secrétary, that it ‘was this, the h&opqé;il",&f,fhig
ifiterest équalization tax that PHis'is the chief yeason gr,;!ngi&‘siii the
only reasan, there was a falling off of sales of 'foreign ‘secutrities in
tth‘nited étﬁ‘tes pai'tgll:lﬁrfyfm)ﬁ}%s&ém E\lilro' b, fron o
ecretary Dirron. Oh, sir; I very much do, and from

* Senafor BENNETT. ’I’a;nyminé ’Ja}‘)‘aryn out of m'y?ql:?estio_n because
in the 1ast year we have sech situations arisé in Westerit Eufopé thdt -
in my opinion would suggest to a prudent Amekican inyestor that
that wasn't the place to put his money.. We have seent thie situation
in Italy, we have seen Do Gaulle and his ac¢tions in France, ‘anﬁ.,w{e,
€0 theprosgect now of a return to power in Brifain of a labor gov-
ernment talking again about the nationalization ‘'of some parts of

Japen!

industry. o e
Don’t. you think those werd psychological factops that had some
effect on the scene? S I, Y

Secrotary Driron. I would liketomodify my reply. = " -

I don't think such factors had any effect on ‘thé overall vohgng of
new issues, largely debt issues, coming from Europe, that would have
been sold n this country, but I (,loif;‘hmk, that they did hay g an effect
on the desire of Americans to tontinuié holding E\il‘g&)gin stocks, and
I think that they, in combination with its tax—and it’s'impossible
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to weigh the rélative weight of each—led to'the very remarkable
turnaboit in trading in outstanding securities from afi annual ‘out-
flow of about $250 million at an annual rate inflow of about'thé same
amount. So it resulted in a benefit to our payments.of.over $500
million on outstanding issues, largely with Europe. =+ - . -
Senator Bennerr. Well, there would have béen a partinl effect then
in view of the changes that had occurred. . Voo e T
Secretary Dinron. A: partial effect on the purchase: of stocks, I
think that is very right. Certainly the tax, as such, provides no rea:
son for an. Amerjcan to decide he wanted to sell a. European stock.
It might prevent him from buying a new one but our;actual American
sales or liquidations of European stock which had:been bought earlier
did increase and so that must have been for some other reason, and
. I think it was for the general reasons that {'ou have outlined. ..
Also you have got to add to that—and I think equally important is
the fact that—inflationary pressures and shari)‘ increase -in_costs in
Europe over the past fow years have substantially narrowed the profit
margins of European industries. European stocks themselves were
no longer as at{raetive relative-te-American stocks as they had heen
bofore, even irrthe absence of these political considerations.
Senatop”BeNNETT. So these were considegations that were working
on the froblem outside of-the effect of thisarticular hillf. -
Segfetary DiLron. Y is.on outstanding stocks, . - ..
Sénator : dy been made of the capacity of the

ropean own needs; plus:those of Japan
nce we have put thigbarrie Y- N e
Secrotary . ] 68 at the reduest of the Joint
Gconomic' Committeb &Ry Xaile 7 of a nuniper of Enropean
markets to poin existed.in each dne of them and
how the) rate Ne4n submjtted and|printed, and 1
think is|genérally 1 R \aq mest comprehgnsive statement
of the ptoblem thht has eydr bebn. made, eithexr: in:thp United S.t:;:_es
or abroad ob} not makeéan ¢etin teof,wha,héan"done;andt at,
\is very difficult fo'ddin thes of iueh moreefforty, ... . -
Howevey, L/can po what| has'happyned.. . I Ahinls that,is the
only interes 7 ta In the first hflf of 1964, there

wire foreign issueg ¢ gr({ market gmounting to about
] Ralf6f 1963 thére were.only about
$200)qillion, and 10]p year Y963 there were about $480 million,
The Whole re&r 1961,which was the previou§ high paint, there were
also $480Nnillion and in pther years there”were under $300 million,
wliy X say itdqubled, and that is a yery-gratifying development, ' ..

t shows that™the Luropean.cafiftal markets can carry a greater
share of the load. I think tl.. will increase; too., For Instance, in
Germany they have now introduced a law that will be helpful.. They
havs had a 214 percent tax on the principal of any new bond issue
sold, - After a good deal of study and problems—it, was a difficult
tax to repeal because the procecds of the tax were given to the states;
it didn’t go to the Feder?l Government—they have now reached agree-
ment on trying to repeal it and a bill is in the Bundestag and the gen-
eral. impression is that it will be repealed in the next: few months.

That will i‘myrqve'thqse‘;m&rkets beeause it will' reduce: the cost of
getting capital in Germany. . U
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Senator BENNETT. On the 25th of June, the New York Times had
an editorial which has one sentence in it that I think is very inter-
esting. It says:

Yet, as we have previously pointed out, the proposed interest equalization tax
is an effective control only in its present uncertain form.

It raises the interesting question, isn’t it a more effective control if
if it is a threat than it would be if it were enacted into law ¢

Secretary DinLon. That is an interesting question, and up to a point,
I would say the answer is “yes.” As far as outstanding securities
are concerned there should be no difference, because trading in them
has been proceeding on the same basis as if the tax were law. Any
tmding in outstandings that was done was done with the idea they
would have to pay the tax.

However, for new issues I think that it was somewhat more effec-
tive, certainly in the latter part of last year, for instance, because there
were practically no new Canadian issues. In the first quarter of this
year, and again the second quarter, the Canadians, apparently relying
on the hope that this exemption—the authority to the President—
would be mncluded in the bi‘l, have reentered our market and there
have been some new Canadian issues, so to that extent I think the situ-
ation will not change too much after the tax is enacted.

Certainly in the case of Japan, there is a big difference because the
Japanese have not been in our market at all, and I am sure that once
the tax is enacted—and they know it is necessary to pay it—a number
of Japanese issues will come to this market whereas they have been
operntingi\mder the hope that it might not come into effect.

So, as I mentioned in my statement, the effect in the first 9 months
has been somewhat exaggerated by the uncertainties as to whether the
bill would actually become law or not.

We do expect that, if the tax becomes law, there will be a greater
volume of transactions but still within the total that we think is proper,
and we think that is fine because we don’t have any desire or intent to
put the New York market entirely out of business. Many of our bank-
ers have gone to Europe, and are now taking part in offerings in
Europe, which isa good thing. But they also should have business and
will have business in New York once the tax is passed.

Senator BEnNETT. Well, you have said to the committee in your
statement in effect that the proposal of the tax has had a very defi-
nite beneficial effect on our balance of payments.

Now, we write the tax into law and we do'two things: It becomes
rigid. Men operating out of the European markets can begin to look
for the ways by which they can get around its provisions, and appar-
ently you see the existence of such possibilities because yon have sent
up to the committee a list of proposed amendments which have come
to us so late that we haven’t had a chance to know what they are.

Tho statement is that they are technical, and when you talk about
{ec]lmi,c;‘al amendments you are talking about means of closing “loop-
10les.

Secretary Dirrox. These are generally the other way.

Senator BENNETT. They open, they are liberalizing them.

Secretary Drron. Generally, because they generally affect very
particular situations that we only learned of after the bill had passed
the House or during consideration by the House after the Ways and
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Means Committeo had finished with the bill and it was too late to make
any changes. There were cases where certain transactions which were
not intended to be caught under the tax were caught under it, and these
changes make clear they were not meant to be. That is what the great
bulk of them are. .

Senator BExNErr. Is it your intention before we get through to have
someone explain these exemptions to us?

Secretary Ditrox. Yes. I think they are less by far than the exemp-
tions already in the bill. Many of them merely clarify existing ex-
emptions of the bill as it.came from the House. But we would be glad,
to the extent you want an exccutive session or by some other means,
to take them one by one, if that is what you are nterested in.

It can be done very quickly. I think the first 4 or 5 pages of that
committee print with a general description of the amendments, maybe
it is the first 10 pages, gives a very clear picture of what they are.

Senator BexNerr. We are going to have witnesses who will follow
you who probably should know what the Treasury is aiming at with
these exemptions?

Secretary Ditron. That is why we sent those up on the 12th of
June. They were printed so they could have a couple of weeks to look
at them and study them and be able to comment on those particular
amendments.

Senator Bexnerr. One final area, Mr. Secretary, and then I have
had more than my share, in the annual report of the bank for inter-
national settlements this statement appeared :

However, a firm equilibrium has not yet been secured and hence efforts to
achieve it cannot be relaxed. The immediate need is to decrease the Government
expenditures abroad which was announced in last July’s program,

To what extent have we succeeded in these last 12 months in carry-
iu%out._ that objective?

Secretary Dinron. Well, I have been following that regularly and
carefully, and ITam convinced that it will be met ontime.

The greater portion of that planned reduction was in reduced mili-
tary expenditures, and those are all scheduled. They are largely re-
deployment of support troops'and closing various installations abroad,
some of which have already taken place and others of which are def-
initely scheduled. The orders have been issued and they will be taking
place over the next 6 months.
~ When we get to the end of the year, they will all be in effect, and my
feeling is that. we will meet that billion dollar total.

Senator Bexnerr. When you say the end of the year you are talk-
in% about the end of the calendar year of 19647

ecretary Dirron. The July statement was that we would be run-
ning at a rate of ex]l)enditures abroad, beginning the first of January
1965, of a billion dollars less than we were running in 1962.

Senator BEnxerr. Under those circumstances 1f this bill were to be
passed why shouldn’t it terminate January 1, 1965, and throw the bur-
den back on the public sector where it belongs rather than expect the
private sector to carry it for an additional 12 months?

Secretary Dinron. Well, that billion dollars isn’t enough. 'We have
to do other things. We have to improve our exports, which are im-
proving. We have to, by means of better business here and less at-
tractive opportunities in Furope, improve our balance on direct in-
vestment. Ithink that isimproving.

=
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But as 1 said at the end of my statement, all this takes time, and
weo folt that tho first timo that would be prudent for ending this tax
was after wo had a full year at this lower rato of Government ex-
penditure and that little extra time for our own economy to move
m ways that will help our balance of payments.

Wo think that that is only prudent. It would not be prudent to
end it so rapidly ns the end of this year.

Senator BenNerr. Do you have any worries about the constitu-
tionality of a proposal which is at least 1 full year retroactive?

Seeretary Dinron. No.  We have looked into that very carefully.
"There have been a sories of court opinions, including Supreme Court
opinions, and there is no doubt about the authority to levy a retro-
active exciso tax as long as the period of retroactivity is reasonable,
Generally the Court has found that the entire year preceding the
yearin which the tax is enacted is reasonable,

We have two opinions by Genoral Counsel of the T'reasury Depart. .
ment, which I would bo giad to furnish for the record. I think thoy
should be in the record. 'They deal with that subject, and I think
they would be helpful. If I may, I would like to offer them for the

record.
Senator Smaruews, Without objection, they will be par of the

record.
(‘The opinions referred to follow:)

{Opinlon file No. 768)

Tur QeNerat. COUNSFIL OF THE Tareaguny,
Washington, D.C., May 22, 1764,
To: Secretary Dillon,

From: G. d'Andelot Belln.

Subject : Valldity of the effectlve date provision in I1.R. 8000.

Scctlon 2(¢) of ILR. 8000 provides that the Interest equalization tax amend-
ments to tho Internat Rovenue Code shall apply, except for designated exclu-
slons, “with respect to acqulisitions of stock and debt obllgations made after
July 18, 1903.” I.R. 8000 passed the House on March 5, 1064. If its enact-
ment 18 completed In tho latter half of 1004 its period of retroactivity will be
approximately a year and possibly a few months more. The question Is whether
such retroactivity would be held to be unreasonably long and therefore a viola-
tion of the fifth amendment,.

This memorandum 18 directed solely to the time factor in those Federal and
State court cases in which the retroactivity of tax legislation has been hold
valld or invalid. I assumne the recognition of the established principle of law
covered in my Opinion No. 7868 of August 6, 1083, that a tax Inw may be retro-
active to a reasonable extent, that its reasonableness depends on the clrcum-
stances involved, and that among these circumstances an important factor i
the extent of notice to the taxpayer. See Milliken v. United Stales, 283 U.S.
15 (1031) ; Welch v. Henry, 305 U.S. 134 (1038), and Unitcd States v. Manu-
facturera National Bank, 363 U.S, 104 (1060). Tho finportant element of notlce
to the taxpayer was provided with respeet to the interest equalization tax In the
President’s message on the balance of payments sent to the Congress on July 18,
1063, and in the notice on the effectlve date of ILR. 8000 promulgated in the
Federal Register of August 16, 1003, 28 F.R. 8420,

Concerning the reasonablicness of the period of retroactivity there is n signifi-
cant body of law holding that a tax act may constitutionally be applied at least
to events occurlng in the year preceding the year of its enactment. This mem.
orandum will discusg first those cases which support this principle, noting that
the principle extends at least to the 2 preceding years of a blenninl legls.
Iature. It will then dlscuss those cases upholding retroactivity within lesser
pertods and, finally, those cases which conslder certain long-extended perlods
of retronctivity to be unveasonnble.
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I. PERIODS OF RETROACTIVITY HELD REASONABLE

Title X of tlie Revenue Act of 1018 which vas enacted February 24, 1010
(40 Stat, 1057, 1120), provided that “on and after July 1, 1018” every domestic
corporetlion should pay annally “a speclal exclso tax” with respeet to earrying
on business based on the value of its capital stock for the preceding year ending
June 30. The retroactive provision of thig Inw was upheld in Heeh? v. Malley,
2063 U.S. 144 (1024).

Scction 404 of the Revenue Act of October 21, 1042 (58 Stat. 798, 044) provided
that there should be included in the gross estate of n subsequent decedent for
estate tax purposes that proportion of life insurance recelved by beneflelnrles
which war purchased with premiums pald directly or indirectly by the decedent
although the decedent possessed no Incldence of ownership in the pollcles. The
retroactive feature of this amendment of the prior law relating to life insurance
proceeds was the provision (at 945) that In determining tho proportion of the
premiums paild directly or Indircctly by the decedent the amount paid on or
before January 10, 1041, should be excluded {if after that date the dacedent
posgessed no incident of ownership. In United States v. Manufaoturers National
Bank (363 U.S, 104 (1080)) the Supremce Court deterinined that the amendment
could valldly relate back to the premjums paid in the 1 year and 9 months be-
tween January 10, 1941, the date specified in tho statute, and October 21, 1042,
the date of the enactment of the statute. Tho date specified in the statute was
tlio cffective date of a Treasury regulation (T.D. 5032, 1941-1 Cum, Bull, 427)
which had provided for such proportionate Incluslon of life insurance procecds
from previously divested policles. The Supreme Court sald that the ‘existence
of this regulation gave “fair notlce” of the Ukellhood of the tax conscquences
and thus contributed to the valldity of the statute which enacted the substance
of tho regulation.

The Manufaoturere National Rank caso is, thus, n recent assurance that legls-
lation is valld which attaches tax consequences to transactions oceurritig after
the date of a promulgation of the probable tax conscquences by the executive
branch it Congress adopts thnt date in a statute enacted within a reasonable
time thercafter, and that a reasonable timo at least includes the year following
the year of the executive action.

The 81st Congress In {ts 2d sersion aud the 824 Congress in [ts 1st session
provided for excess profits taxation in the acts of January 8, 1951 (64 Stat. 1137),
and Octoher 20, 1051 (G5 Stat. 452, 862), which were to bo applied to all taxable
yeara chding after June 30, 1950. The reasonableness of this leglslation was
upheld as established law In Neill v. Phinnoy (245 F. 24 048 (8th Cir, 1957)).
Some warning of this retroactivity had been given taxpayera by the provision in
the act of September 23, 1030 (64 Stat. 906, 087), which directed the House Com-
mittee on Ways and Means and the Senate Finance Committee to report a bill
fc(;go corporate excess profits taxes with retroactive effect to October 1 or July 3,
1030,

In this dizcusslon betongs the landmark case of Welch v. Henry (303 U.S. 134
(1049}), which became the precursor of a number of State cases upholding tax
legldation retroactive to the preceding legislative year. This case involved the
validity under the due process clause of the 14th amendment of a law enacted
by ‘he TLegislature of Wisconsin in 1085 taxing previously untaxed dividends
recelved by the taxpayer in 1033, The State 3upreme court in upholding this
tax obzerved that a legislature may measure a tax by the Income of & year sufil
clently recent so that there was someo relation to the ability of the taxpayer to
pay the tax (Welokh v. Henry, 228 Wis, 819, 271 N.W. 68 (1037), afirmed on
recensideration 220 Wis, 695, 277 N.W. 183 (1038)). In the Supreme Court,
Justice Stone observed that one criterfon was whether the taxpayer could rea-
ronably have antlelpated the tax and this required consideration of the eircum-
stances In each case (at 147). He concluded that while there was a perlod
heyond which a taxing statute would be unconstitutional in {ts backward reach
a legliature generally could tax prior but recent transactions, fncluding trans.
nctfone occurring in the 2 years preceding the next session of a blennial
loglslature, ,

This Supreme Court declsion provided the rationale expressed by the New
York Court of Appeals fn permitting the application of the State utility tax law
of 1011 to sales of electrie current subsequent to January 1, 1040, while rejecting
the application of the law to sales subsequent to May 1987 (Laclidem Realty
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Corp. v. Uraves, 288 NY, 334, 43 N.E. 24 440 (1842)). The Welch v, Henry
declsion wag also the hasls for tho holding In National Can Corp. v, State Tar
Commission (220 Md, 418, 183 A, 24 287 (1050), appeal dismizzed, 861 U.S. 534
{1M30) ). ‘The 1958 State statute there uphield had the effect of ratifying the
practica of assersing real property differently from personal property subscequent
to January 1, 1957, In Land Holding Corp, v. Board of Finance and Revenne
(388 Pa. 61, 180 A, 24 700 (1057)), the State supreme court upheld the applica-
tlon of un act of June 1, 10335, which apptled the tax on the recording of deeds
to documents executed outslde the State which had been offered for recording
during the 2 years after May 31, 1053,  The court relied on SAirks Motor Exprecas
Corp, v, Measner (370 Pa. 450, 100 A, 2d 013 (1033) ), discussed further below,
which had followed Welch v. Henry.

Since tax legislation has been held retroactlve to the first and even tho sec-
ond year prior to the year of cnactiment, it {8 not surprising that there are muany
Federal and State cases upholding tax legislation which was retroactive to the
beginning of the year in which the act was passed, or to the first of somne month
within that year, or to some specific prior date within the year considered appro-
priate, Among the varlous Federal cnses the earllest I8 Flint v. Stone Tracy Co.
(220 U.8. 107 (1011)). Iere the corporation exclise tax imposed by the Tarift
Act of August §, 1009, was upheld although it was to be measured by the income
of the business from the beginning of tho year. Another early case was Billings
v. Unitcd States (232 U.S. 201 (1014) ), validating a Federal uso tax tmposed by
an act passed in August 1000 on the uso of a forelgn yacht during the taxable
year September 1, 1008, to September 1, 1000, The Supreme Court accepted as
constitutional, without discussion, an act of September 8§ 1016, rotroactive to
January 1, 1016, which Imposed a Federal excixe tax on the maunufacture of
munitions (United Statea v. Anderson (260 UK. 422 (1024)).

Federal Income taxes retroactive to the beginning of the year In which the
tax was passed or to the first of a subsequent month were upheld In Relnecke v,
Smith (180 U.S. 172 (1033)), Cooper v. United Statce (280 U.8. 400 (1030)),
Inmeh v, Hornby (247 U.S. 330 (1018)), and Brusheber v. Union Pacifio Co. (240
U.8. 1 (1916) ). This line of cases has been recently reaflirined by two cfrenit
courts which upheld the provision in the Revenue Act of Seplember 28, 1630 (64
Stat, 008, 03%), making distributions of gains from collapsible corporations dis-
tributed after December 31, 1040, taxable as ordinary lucome rather than as
capital galns ?Sidru'y v, O.L.R., 278 F. 24 928 (2d Cir. 1960) ; Spungler v, O.IL.R,,
278 ¥\ 24 605 (4th Clr. 1000), certlorari denled, 304 U.8, 825 (1060)).

Particularly pertinent to the validity of the retroactivo provisions in I.R. §000
are the two Federal cases upholding ioglslntlon retroactive to specific datee not
thoe beginning of & year or of a month but which were consldered appropriate by
Congms? because of the legislative activity which surrounded the enactment of
the tax law.

The first case was United Slotes v. Hudson (200 U.S. 498 (1037) ), which found
reasonablo a speclal incomo tax on the profits from the sale of silver which
applied to such profits mads within 33 dnys prior to the act. The reason for this
retroactivity in the Silver Purchase Act of 1084, (48 Stat. 1177, 1178) was similay
to that underising the retronctive provision of ILR. 8000; namely, to prevent
increased transactions In anticipation of the passage of the act. In tho second
case, Gillmor v. Quinlivan {143 F. Sunp. 440 (N.D. Ohlo 1038) ), the court upheld
the provision In tho Revenue Act of October 20, 1051 (03 Stat. 452, 804}, which
mado a change in tho status of certaln gatns from capltal gaing to ordinary in-
come applicable to gaina from sales or exchanges after May 8, 1051, the date when
the House Waya and Means Committee announced its tentativo decizton to make
tho amendment. If such an announcement could establirh a reasonable date from
which to comnience tax lHability, it sccms certain that the more widespread an-
nouncement provided by a Presidentinl message, supplemented by a notice in the
Federal Register, woul be hield reasonable notice to the taxpayer,

Among tho Stato cases permitting tax laws to be retroactive to the first of the
year are Shirks Motor Kaprcas Corp. v. Mcesner (378 Da, 450, 100 A, 24 913
(1033) ), appeal dlamissed and rehearing denied (347 U.S, 041, 070 (1034) ), and
Garrett Freight Lincs, Inc. v. State Tce Commisgion (103 Utah 800, 138 P, 21
5238 (1048)). 1In the Shirke case tho tax law amendment which ellminated
proviously allowed credits for local taxes and registration tees in computivg
oxclse taxes from January 1, 1951, was not enacted until December 27, 1051,
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11, PERIODS OF RETROACTIVITY MEID UNREASONARLE

The Weleh v, Heary yardstick has been usad (o determine certain perlods of
retroactivity to be unreasonuble as well as those perfods which are consldered
reasonable,  In Wheoler v, CLE. (143 F. 24 162 (0th Cle. 1044) ) the court
decldad that the Rovenue Act passad In 1340 could not reasonnbly be applied to
1038 transaction. It commented that the act was not pissed in the congres-
stonal session followling the year of its appllcatton. The Supreme Court re-
versed on the ground that the IRS regulations exlsting at the time of the trans-
action valldly mnde the transaction taxable without apolication of the 1340
act, C.LR. v, Wheeler (324 US, 542 (1015) ).

A significant State case In Commoncealth v, Budd Co, (370 Pa. 169, 108 A, 24
S08 (1054)), nppeal disinissed, gub nom, Pennsylvania v. Budd Co, (340 U.R%,
VI3 (1033) ). Hero the court refused to apply a 17T corporation net Income
tax to income recelved in 1044, It held that following Welch v, Heary a tax
may not bet retroactively applicd beyond the year of the geueral legislative
seasion immediately preceding that of the tax ennctment. To ke effect waa the
declslon in the Laoldem cuse, above discussed, which fnvalidated so much of the
period of retroactivity as exceeded the year preceding the year of enactment of
the tex statute.

A comprehenslvo review of the cases on retroactivity was undertaken by the
court In Comptroller of the Trcasury v. QGlenn L. Martin Qo. (218 Md. 233, 140
A, 221288 (1958) ), In passing on a 1037 statute amending the State sales aud use
tax Inws to be effective as of July 1, 1847, Since the amendments would apply
to the company’'s rales aud uso transactiona from 3 to ¢ yeara prlor to the
statute the court concluded that the retroactivity exceeded reaxonable thits,

CONCLURION

From the foregoiug anulysis there scems to bo no doubt that a Federal income
or exeise tax act may be retroactive through the year in which the law is being
cenacted and at least through the preceding year as well, or to specific dates
within these periods, 1€ the Cougress har expressly provided for such retro-
nctivity. Extended retroactivity has been permitted In many Instancea oven
without the presence of notice to the persons who may be taxed. The reasonable
retroactivity of a statute I8 Increascd where all possible advance notice to
prospective taxpayers has been given,

Consequently, it is my opinlon that it the Interest Equalization Tux Act is
passed at any timo fn 1904 its retroactivity to July 18, 1003, would be upheld
and that no modification In the date of retroactivity is necessary to the act's
validity. If enacted after 1004, the result wounld obvlously depend upon the
date of cnactment and the circumstances, but such factors as the official notice
and publication given to It, the passage of the bill by the House and continulng
conslderation in the Senate, aud the widespread publle anticipation of its enact-
ment would all be relevant.

{Opinton file 189}

Tur GENERAL COUNSEL OF THE TREARURY,
Washington, D.C., August 6, 1863,
To: Secretary Dillon,
From: Q. d’Aundelot Belin,
Subject : Constitutionality of the proposed Interest Equalization Tax Act.

You have asked my opinion en the constitutionnlity of the propored “Interest

dqualization Tax Act of 1063.” This act would impose an &d valorem tax on

the acquisition of certain debt obligations and securitics of a foreigu obhligor
or {ssuer not exempted from fta provisions, would require tho tax to be pald on
certain acquiritions subsequent to July 18, 1003, the date of the President’s mes-.
sagoe to Congress proposing this tax, and would require report and payment of
the tax by tho end of the first calendar quarter following the enactment of the
tax act and at quarcerly intervals thereafter.

I wllt deal first with the constitutionality of the proposed tax nnd secondly with
the constitutionality of the proposced limited retroactive application of the tax.
My conclusion from this annlysla ls that the proposed leglslation would be
constitutional.

34-087— 04 ——7
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I. Couxtitutionality of an ad valerem taxr on the acquisition of forcign debt
obligutions and gecuritics

I find no reason to doubt the constitutionality of an ad valorem tax on the
acquisition of designated property, particularly forelgn property. It has long
been established that a tax on a property transaction i{s a tax on the exerclse
of one of the privileges of ownership of property and as such Is an excise lax
and not a direct tax requiring apportlonment. Thomas v. United States ( (1004)
102 U.8. 863). This case held that a stamp tax on the sale of shares of stock in
corporations was an excise tax and not a dlrect tax on property. It concluded
that excise taxes were those “Imposed on importation, consumption, manufacture,
and sale of certain commodities, privileges, particular business transactions, vo-
catlons, occupations and the Hke,” (p. 370). The opinion cited severat historic
cases upholding as exclses certaln taxes on sales at stock exchanges, on ngree-
ments to sell stock aud on the trausmission of property from the dead to the
living, illustrating property transfer taxes. Sce also Fernandez v. Wiener
((10453) 320 1.8, 340, 352).

It Is immaterial that in the present proposal the tax would be pald by the
purchaser rather than the vendor as taxes on the purchase of privileges or com-
modities are uniformly recognired as excise taxes The Federal tax on the
purchase of a club membership was specitically held not to be a direct tax in
Congrcssional Country Cludb v. United States ((1030) 44 F. 24 266, 71 Ct. CI. 101,
cert. denfed (1931) 283 U.S. 836) and Munn v. Bowcers ( (C.C.A, 2d 1931) 47 F. 2d
204, cert. denfed (1931) 283 U.S. 845). Numerous State cases treating use taxes
placed on purchasers as exclse taxes will be discussed below in connection with
the problem of retroactivity.

The express constitutional limitation on exclse taxes is that they “shall he
uniform throughout the United States” (art. I, sec. 8, ch. 1). This limitation
requires geographic uniformity within the United States and does not prevent
discrimination against foreign, as opposed to domestic, property interests.
Billings v. United States ((1014) 232 U.S. 261). See also 26 U.8.C. 43714374
taxing the Issuance of foreign insurance policles, The proposed tax would apply
uniformly to all purchasers throughout the United States of the designated
foreign obligations and securlties and thus would meet the constitutional require-
ment. It s immaterial that the tax would apply to the acquisition of foreign
obligations and securities issued In some countries and not in others. Dlifferen.
tiation between foreign countries has been Included in tax legislation, most
recently in section 935(c) of the 1034 Internal Revenue Code, as added by
section 12(a) of tho 1962 Revenue Act, 76 Stat. 1013,

There is no complication because the excise tax would take the form of an
ad valorem tax on the acquisition of the forelgn interests, Exclse taxes are
generally based on the value of the property gold or acquired. This is demon-
strated in the various excise taxes on the retail sale of certain commodities, 20
U.S8.C. 31, the sale and use of certain manufactured goods, 26 U.8.C. 32, and
the acquisition and use of varlous facllities and service, 20 U.8.C. 33, to choose
but a few examples.

A second constitutional limitation on the levying of a tax or duty should be
briefly noted. This is the prohibition in article I, section 9, clause § that “No
tax or duty shall be laid on articles exported from any State.” The Supreme
Court has interpreted this clause to mean that no tax can be laid directly on
the export of articles; that is, coitnmodities, merchandise, or goods in the act of
exportation, or on shipping documents, necessarily accompanying such articles
in export : that is, bills of lading or marine insurance on the artlcles. Fairbank
v. United States (1901) 181 U.S. 283 ; Thames and Mersey Insurance Co. v. United
States (19156) 237 U.S. 10. But it has refused to apply the limitation to taxation
of activities and interests indirectly assoclated with the export of articles.
Thus, income from exporting {8 taxable. Peck & Co. v. Lowce (1018) 247 U.S. 165.
As shown by the tax applied since 1928 to the issuance of forelgn insurance
policles, this clause of the Constitution is not a restriction on the taxation of the
acquisition of foreign intangible interests with the consequent outflow of mone-
tary conslderation from this country.

II. Limitcd rctroactive application

The proposed tax would be applled to certain acqulsitions made after the
date of announcement of the legislative tax proposal by the President, July 18,
1063, but the tax would be pald at the time of filing the purchaser's first return
hefore the end of the calendar quarter in which the act is passed. The con-
stitutional question is whether this coverage of purchases of foreign obligations
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and securities on and after the day following the Presldent’s message would
violate the due process clause of the ifth amendment,

The retronctive application of a tax statute Is not fpxo facto violative of due
process.  The courts reviewing such statutes examine the particular features
of the act, the legislative purpose, and the effect on the taxpayer to deterinine
whether the act as applied to the taxpayer i so unreasonable and arbitrary as
to constitute a taking of property withont due process of law under’ the 5th or
14th amendment. Iy thls procexs of analysis, the Supreme Court and clreuit
courts over a period of the last 50 years have upheld as consistent with due
procers the retroactive application of many tax statutes including, by way of
example, the following:

1. The application of the first Income tax act of October 3, 1013, to income
received from March 1, 1013, Brushaber v. Union Pacific Co. (1916) 240 U.8, 1.

2, The application of a change made by the Revenue Act of 1921 in the cost
hasis of gift property in the hands of a donce to render taxable a *prior but
recent” gain by a donee, Cooper v. United States (1930) 280 U.S, 400,

3. The appllcation of a tax of 50 percent of the profits from the sale of silver
hullion Imposed by the Siiver Purchase Act of 1031 to sales made within 35 days
of the passage of the act. United States v. Hudson (1037) 200 U.S. 408,

4. The application of a 1033 State Income tax to Income received by the tax-
paver in 1033 not previousiy taxed. Welch v. Henry (1038) 305 U.S. 134.

5. The application to gains from collapsible corporations distributed to stock-
hinlders early in 1930 of the change enacted In the Revenue Act of September 23,
1050, making such distributions snbject to ordinary income rather than the
capital galns taxation, Stdney v. C.LE. (C.A, 24 1060) 273 1. 24 028 ; Spangler
v. C.LE. (C.A 4 1000) 278 F 2d 683, cert denled (1000) 304 U.S, K235,

The holdings In the foregoing cases were based on the reasonlng that the
Government’s need for revenue could be satisfled by taxes on gains over a prior
but recent period and that taxpayers recelve gains with the knowledge that they
are the legitimate subject of taxation. In the Ifudson case the Supreme Court
poiuted to the leglislative activity for some months prior to the enactment, thus
suggesting constructive notice to the taxpayer of the likelihood of the taxation.

Relroactive excise taxes

Congress has also enacted exclse taxes which have a retroactive reach in that
the amount of the tax is measured by the business of the taxpayer for a period
prior to the date of the enactment of the act. Thus in the historic case of
Flint v. Stone Tracy Co. (1011) 220 U.8, 107 the Court upheld the corporation
exclse tax imposed by the Tariff Act of August 5, 1900, on caplital stock corpora-
tions and assoclations which was measured by the income of the business from
the beginning of the year. The Court considered the Income from the beginning
of the year to be an appropriate vardstick upon which an exclse tax on the
privilege of doing business could be based. Similarly, an excise tax on the
privilege of doing business by a Massachusetts trust was held valldly measured
by the capital invested during a perlod prior to the applicatlon of the cxclse
tax to such trusts. Mecht v. Malley (1024) 205 U.8. 144. The Supreme Court
appled the munition manufacturers’ excise tax of 12% percent on the net profits
recelved by the manufacturer during the preceding year without analysis of the
constitutional ¢uestion in United States v. Anderson (1928) 200 U.S, 422.

The Supreme Court did, however, more than three decades ago hold that the
application of certain estate, inheritance, and gift taxes to transactlons com-
pleted prior to the date of the act was arbitrary and unreasonable. Two of these
eases involved the passing of property upon death. In Nichols v. Coolidge (1927)
274 11.S. 531 the Court rejected the application of an estate tax to trust property
which the Court found had been completely transferred prior to the date of the
estate tax act. In Coolidge v. Long (1031) 282 U.8, 582, Involving the same
estate, the Court found that the State inherltance tax could not be applied to
the remainder interests in the trust. The authority of this case, however, is
reduced if not climinated by Fernandez v. Wiener (1045) 328 U.S8. 340, supra
(which expressly restricted it, at 357), and Unfted States v. Manufacturcrs
National Rank (1960) 363 1.8, 184. 1In these latter cases the Supreme Court
held that the entire value of property transferred prlor to the tax act may he
subject to tax it any incldents of ownership or control over the property are
transferred as a resutt of subsequent death.

The other two early cases involved the Federal gift tax act of June 2, 1024,
In Roldgett v. Moldin (1027) 275 U.S. 142 the Court majority, consldered it
unreasonable to apply the act to a gift made in January 1024, In Untermyer v,
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Anderzon (1028) 278 U8, 40 the fact that the gift was made durlng the last
stages of the enuctment of the gift tax act dld not move the Court majority to
modify the RBlodgett ruling. 1t should be noted, however, that (1) the four dis.
senting Justices in the Rlodgelt case thought that the gift tax act had not been
intended to apply retronctively, indicating that Congress had not heen explieit
and definitive on that point; (2) the three dissenting Justices In the Untermyer
case were Holmes, Brandels, and Stone, whose dissents have eften since become
the law, and (3) these three Justices consldered it reasonable o permit the
recognized retroactivity of tax statutes to apply to Mr. Untermyer's gift. The
Untermyer declglon was to some extent modified in Milliken v, United States
(1031) 253 U.S. 13 which held that a change in the rate of the gift tax could
apply to a gift previously made as the donor knew that the gift was subject to
tax and should have known that the rate of tax might be changed.

Justice Stone had an opportunity to distinguish the Unfermyer caze and to
develop the principles of permissalble retroactive tax legislation In his often-
quoted opinion in Weleh v. Henry (1038) 303 U.S, 134. In holding that the
State of Wisconsin could constitutionally tax in 1035 previously untaxed income
recelved by the taxpayer in 1033 Justice Stone observed that one criterlon was
whether the taxpayer could reaxonably have anticipated the tax and that in
each caso “it 18 necessary to consider the nature of the tax and the circumstances
in which it is l1ald before it can be said that its retroactive application is so
harsh and oppressive as to transgress the constitutional MHmitation” (p. 147).
He concluded (p. 150) that there was a perfod beyond which a taxing stutite
would he obvlously unconstitutional in fts backward reach but that a leglslative
generally had authority to tax those prior but “recent transactions” referred to
in Cooper v. United States (1930) 280 U.S. 409, 411 (supra).

Sales and use tarcs.—Congress has normally applied new excise taxes to
siles and purchases made subsequent to the effective date of the tax nct. In
these cases there was no need to depart from the polley of giving the business
community time to prepare selling arrangements. Howeter, Congress has im-
posed on merchandise held for sale new floor stock taxes based on prior pur-
chase and sale prices, thus altering retroactively the price of the Inventory.
See, e.g, 20 U.S.C. 4226. Congress also ralsed the rates of excise taxes on
distilled spirita held In bond, which increase related back to the levy of the
tax on distillation without impairing the constitution. Schonley Distillers v.
United States ((C.A. 8, 1938) 235 F. 24 334, cert. deniled (1938) 3538 U.S. 833).
Moreover, Congress at one time applied a use tax to the prior use of foreign
property, which was upheld agalnst the claim that the taxpayer was deprived
of due process of law. Billings v. United Stales ((1014) 232 U.S. 201). In addl-
tlon, Congress has authorized the Commissioner of Internal Revenue to apply
his rulings with respect to liability for excise taxes onh sales with retrospective
effect, 20 U.S.C, 7805(b), and the courts have not objected; e.g., see Fxchange
Parts Co. v. United States ((Ct. Cl. 1060) 279 F. 24 251).

The States, however, have enacted excise taxes on sales and use of property
applying explicitly to transactions over periods prior to the date of the act.
These “use” taxes apply to purchases of property subject to sales tax on which
the sales tax has not been paid. The courts of final appeal in a number of States
have held the retroactive application of such taxes to be consistent with the due
process clauses of the 14th amendment and of the State constitutlons, provided
that the application was to relatively recent transactions. In doing o, the courts
based their holdings primarily on Cooper v. United States ((1930) 280 U.S. 409),
and Justice Stone's reasoniug in Weleh v. ilenry, supra. These State cases were
declded in various parts of the country over a number of years. They are:

1. Lacidem Rcalty Corp. v. Graves ((1942) 288 N.Y. 354, 43 N.E. 24 440).
Here the New York Court of Appeals permitted the application of the State
utitity tax law of 1941 to sales of electric current subsequent to January 1, 1940,
under the “prior but recent” *ransactions doctrine of the QCooper case but rejected
the application of the lnaw to sales since May 1937 on the grounds that such ex-
tended retroactivity was harsh and oppressive, citing Welch v. Henry.

2. Garrett Freight Lines, Ino, v. State Tax Commisgion ( (1943) 103 Utah 890,
135 P, 24 523). The Supreme Court of Utah on the authorlty of Welch v. Henry
and after extensive consideratlon of the purpose of the legislation upheld the
application of the State exclse tax on the use of dlesel fuel from January 1, 1041,
to May 13, 1941, the dnte of the passage of the act. The court considered that
the legislature might reasonably place users of diesel oil on the same basis as
users of gasoliné for a perlod commencing with the beginning of the year al-
though 6 months prior to the effective date of the act.

Ty



INTEREST EQUALIZATION TAX ACT 95

3. Shirke Motor KErprcse Corp. v. Mcasner {(1033) 375 Pa. 450, 100 A, 2d 913),
appeal dismissed and rehearing denled ((1054) 347 U.S. 041, 870). Here
the Supreme Court of Pennsylvania, quoting from Welch v. Henry, found con-
stitutional an amendment approved December 27, 1051, to the State's excise
tax on the gross receipts of motor carrlers, which eliminated for the calendar
year 1031 credits previously allowed for registration fees and local use taxes.
This in effect applied the local use tax retroactively for 1 year, even though as the
court pointed out “the nature and amount of the Increase in the tax could not
have been antlcipated” (pp, 918, 919).

4. National Oan Corp. v. State Tar Commission (1959) 220 Md. 418, 153 A, 2d
287, appeal dismissed (1060) 301 U.S. 834). This case upheld a statute passed
In 1058 which had the effect of ratifying the practice of assessing real property
differently from personal property subsequent to January 1, 1087. In finding
that principles of retroactivity apply no differently to an ad valorem tax, the
court held the statute consistent with due process under the Welch v. Henry rule
(at 301). It distinguished its carlier declsion in Comptrolier of the Treasury v.
@lenn L. Martin Co. ((1938) 2106 Md. 235, 140 A, 2d 288) on the grounds that
the retroactive application of the statute involved in that case, namely, from
3 to 8 years, could not be upheld because it did not fall within the “recent trans-
actions” rule. The Martin case had involved the retrorctive reach of rales and
use taxes but had recognized that a sales and use tax may have a retroactive
effect, If not extending beyond a reasonable perlod.

5. Similar to the Martin holding were two eariler decisions in Washington
which held that a 1839 use tax amendment applied retroactively as far back as
4 years exceeded the limit of reasonable retroactivity established in Welsh v,
Henry. State v. Pacific Tel. ¢ Tel. Co. ((1041) 0 Wash, 2d 11, 113 P, 24 542) ;
Northern Pacifio Ry. Co. v. Henneford ((1941) 9 Wash, 2d 18, 113 P, 24 545).

From the foregoing cases it Is clear that taxation may apply constitutionally
to prior but recent transactions, whether the tax 18 an income tax or an excise
tax, whether the excise tax is on gross receipts or on completed transactions,
and where the purpose of the legislature Ls solely to ralse revenue without addl-
tional consltderations of public polley. Cousequently, where Congress has com-
pelling reason and purpose to apply an exclse tax on purchases to the perlod
following the date when the President recomwmends such taxation, .Congress
may have confidence that the application of the tax to such a prior but recent
period would be upheld as consistent with due process. See Combs v. United
States ((D.C. Vt. 1051) 08 F. Supp. 749), applying retroactively for a month
a new meat inspection charge. A

The President’s message as notice

The concluslon that the proposed legislation would be constitutional because,
following the State court cases, it would reach only recent prior transactions
s further supported by the consideration that the taxpayer ls given notice of
the probablility of the tax by the President’s message. Modern Federal courts
and recent tax commentators have concluded that where a taxpayer has notice
of the llkelihdod of the Imposition of a tax ho cannot successfully complain
that its application to him is arbitrary. This importance of notice appears as
carly as the case of United States v. Hudson ((1937) 290 U.8. 498), supra,
which pointed out that the sale of silver bullion occurred after the President's
tax message calling for a tax on such sale. A similar reasoning is expressed in
Wilgard Realty Co. v. C.I.R. ((0.C.A. 24 1042) 127 F. 2d 514, cert. denied
(1042) 317 U.8. 655). Here the court applled a provision of the 1039 revenue
act to a sale occurring 7 years prior thereto on the grounds that the 1939 act
merely conformed with the expectation of the ta;gayer in 1932; consequently,
ttLe taxpayer had no ground for complaint. In Gillmor v. Quinlivan ((N.D.
Ohlo 1956) 143 F. Supp. 440) the sale, the gains from which were made taxable
as ordinary income by a subsequent act, had taken place after the Ways and
Means Committee had announced its tentative decision recommending the tax
change, The retroactivity to the date of the punouncement was held reason-
able. In Netll v. Phinney ((OC.A. 5 1057) 245 F. 24 645) excess profits tax acts
passed fn Janugry and October 1931 were held constitutionnlly retroactive to
July. 1, 1050, The enactments had been presaged by the Revenue Act of, 1050
which had directed the Committee on Ways and Means and the Fiuance Com-
mittee to report to Congress excess profits legislation to be retroactive to July 1,
1050 (title VII, 64 Stat. 967). The court pointed out thiat the directors of the
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corporation which was made retroactively subject to the tax had been Indiffer-
eut to the congressional hundwriting on the wall. They were bound to know
that their tabllity for these taxes was probable “if not jnexorable” and to have
taken the taxation Into account (pp. 640-673).

The importance of notice as support for the constitutionality of retronctive
tax legislation is emphasized by Hochman (73 Harvard Law Review 692 (1060))
writing on “The Supreme Court and the Constitutionality of Retronctive logls-
lation.” He concludes that the primary conslderation is the ability of the
taxpayer “at the time of the transaction in dispute” to foresee the tax (p. 700).
A similar conclusion is expressed in the article on ‘“Retroactivity in Federal
Taxes” by Novik and Petersberger ((1939) 37 Taxes 407) ifu w hich Federal
cases emphasizing the factor of notice of peunding legislation are discussed.

The President’s message calling for a tax on the acqulsttion of forelgn obli-
gationa and securities from the time of his announcement preseuts the tax as
an immediate means of reducing the defleit in this country’s international
transactions and defending its gold reserves. The message came in the midst
of congressional hearings and congressionnl and administration statements on
the need for action to reduce the unfavorable balance. The message should,
consequently, be sufficlent warning to any prudent investor that any purc hm,o
thereafter would be subject to tax for the compelling reason that an outward
rush of dollars in anticipation of the act must be prevented.

Moreover, in a matter vital to the international monetary position of the
United Siates, the President speaks with exceptional welght and importance,
as he is the recognized organ of the Nation in matters of foreign affairs,
United States v. Curtiss-Wright Corp. ((1936) 209 U.S. 304).

Pactor of subscquent and perlodic payment

The reasonableness of the legislation is further enhanced by the fact that it
provides only for subsequent and perlodic payment of the tax. The tax is not
due on the date of enactment or the date of each purchase but at the time of
filing of a quarterly statement covering past acquisitions. The amoint of the
tax under the new legislation tvould, therefore, depend on the taxpayer's prior
acquisitions to that perlod. In this respect, the tax would be similar to the
excise taxes on business which are measured by events prior to the enactment of
the tax without vlolating the due process clause, The permissibility of measuring
4 subsequent exclse tax by prévious business has been established since the cases
of Pliht v. Stone Tracy ((1911) 220 U.S. 107), supra, and Hecht v, Malley ( (1924)
265 U.S. 144), supra.

Additional powers of Congress

© The proposed tax’ législation is not recommended or enacted solely for rev-
enue purposes. 'Its basle objective is to equalize the terms upon which capital is
rdaigsed in this country by forelgn borrowers and {ssuers in order to affect the
amount of foreign commerce in this area and to protect the currency against any
possibility of devaluation which mlght arise from an unfavorable balance of
payments and’ the. resulting drain’on U.S. gold. A tax law may accomplish a
regulatory pirpose, as demonstrated in the various chapters of the Internal
Revenue Code of 1954 providing for regulatory taxes (28 U.S.C., chs. 39-53).
Taxes may also be laid in ald of another power of Congress, partlcularlv the
power to coin money and regulate the value thereof, Veazie Bank v. Fenno ( (1869)
75 U.S. (8 Wall.) 533), and to regulate interstate nnd forelgn ccmmerce, Rodgers
v. United Statea_(C.O.A. 61953) 138 F. 2d 992).

Furthermore, Congress has authority to make all laws necessary and proper
to carry into effect its delegated powers (art. I, sec. & clause 18). When Con-
gress moves to avert or cure a major currency crisis it may draw upon its dele-
gated powers, including this ancillary power, to accomplish a purpose which it
might not be able to accomplish relylng upon only one delegated power. This is
the reasoning and importance of the Legal Tender Cases ((1870) 79 U.S. (12
Wall.) 457). In this case the Court upheld the power of Congress to modify
preexisting contracts for the payment of private debts so as to require the pay-
ment of such debts in the currency it designated legal tender. The Court found
that the congressional enactment was based upon several of the powers of Con-
gress and its ancillary authotity to employ every means necessary for the execu-
tion of its acknowledged dutiés, and that the act could. not be defeated by
the due process clause.
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Oonclusion

The circumstances, therefore, under which the proposed tax legislation would
be enacted would undoubtedly lead the Supreme Court to conclude that the Hm-
ited perlod of retroactivity of the tax was not only reasonable but necessary in
order to prevent an excessive outflow of capital in anticipation of the tax legisla-
tion and that the President’s message provided adequate notice to satisfy the
due process clause. Moreover, the Court would, in all probabiltity, recognize
that Congress could call upon its powers to regulate the value of mouey and to
regulate foreign commerce, as well as its taxitg power, to prevent an interna-
tional currency crisis by imposition of a tax on the purchase of forelgn obliga-
tions and securities following the date the Presldent announced its necessity. In
such & decision the Court might also stress the preeminent power of the Presi-
dent in the management of foreign affairs.

Senator Ben~rrT. It ispointed out to me that the case of I'ntermyer
v. Anderson, decided in 1927 with respect to the retroactivity on a gift
tax found that that tax was illegal because it was-—the tax was uncon-
stitutional because the retroactivity was excessive,

Secretary Dmrox. Yes. Well, this is discussed in the opinion fully
and thy basic case which seems to be the most guiding case of the
Supreme Court currently—is a later case, called Weleh v. Henry which
was decided in 1938, wlich went inte this in great detail. Since it was
a later case, it overrides the earlier case.

Senator BExnerr. Well, Mr. Chairman, I have some more materin)
that I would like to work over a little bit and so I would like to yield
at the moment with the thought that I might want to come back again
for some more questions.

Senator Syariers. All right, Senator Bennett.

Mr. Siecretary, let me just ask one question and T will go back to
Senator Williams. '

The only complaints I have received in my office with respect to this
particular proposal comes from Amnerican Underwriters who are
greatly concerned about the fact that if this bill:is enacted into law,
not only will it stay in effect until December 1964 but probably will be
continued and that their position will finally be destroyed.

What do you have to sayabout that, Mr. Secretary? :

Secretary Dirox. Well, T dont’ think that that i3 a valid opinion.
I think it'is an argument that may be made, and if I were in tlieir
position, T would make. But, in the first place, I don’t think the tax

will be continued indefinitely. There is no reason why it should be,

because more fundamental factors should be, and are, the basis of our
efforts to réeach balance in our payments. When those come fully into
play, hopefully by the end of 1965, the tax will no longer he necessary.

At that time or whenever that time comes—even if it is a year or
two later, which I do not expect it to be, but even if it is—the in-
genuity and skill and the size of the New York market, I am sure, will
be such that even after the way that foreigners will have developed
their markets, New York will immediately again become the domi-
nating place. ' _

Certainly if it does not, the investment banking fraternity are not
the sort of men I used to know when I was in the business.

Senator SaatHers. You don’t have any fear then that having the
Western European and ‘developed foreign country markets be¢ome
powerful and influential in this field that they will finally in‘the long
run challenge New York’s position as the financial center of the world?
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Secretary DiLLoN. No. I think it is perfectly clear that, if there
is to be a good balance in the world, there is a limit to the amount
that can be done in the way of portfolio lending in any one market.
I think it is much more healthy to have a more balanced world mar-
ket where the European countries will, as a matter of practice, more
usually take care of the bulk of their own requirements, and help
some of those countries that are not in a position to raise their own
capital as well, and we would do the same.

But certainfy the UJ.S. market will continue to be and should be—
there is no reason why it shouldn’t be—far larger than any other,
and I would think larger than all European mmiets combined.

Senator SMATHERS, %\0} ith respect to the retroactive effective date of
this proposal, has any American underwriter that you know of taken
the matter to court and challenged the constitutionality of the action
taken by the Treasury Department :

.-Secretary: Dirron. I don’t think there is any question akout that.
.. Senator SmaTHERS. I mean challenged even your regulations or
your authority todo it _ C

Secreta ioN. No. Of course, I don’t think they could or
would until the law had been passed, but we haven’t heard any serious
views on that subject.. | : . : .o

‘I-think it is rather interesting to note that the minority report in
the Ways and Means Committee, which was signed by some of the.
minority of the Ways and Means Committee, but:not by all of them,
did not make this point, It was apparently gone into carefully in
the hearings and they decided the only practical way to make this
tax work, if it was going to be enacted, was to have that July effective
date, so tiwy supported the majority of the.committes on that subject.
The reason is perfectly clear. If you would signal to the world that
you were going to put something on at an indefinite day in the future,
we would have had a fairly tremendous demand on our market, a

“tremendous outpouring of funds such as we have never seen before.
We had seen something we had never seen before already in the first
6 months, but the demand would have gone far beyond that. We
clearly couldn’t have stood that; and the consequences for:the dollar
and our balance of payments would have been unforeseeable but cer-
tainly very dire, . S :

Senator SmaTHERS, Mr. Secretary, would it not be possible, even
without Congress having passed a law for some American under-
writer, to challenge the action .which you have taken on the basis,
(a) that there is no law authorizing you to do this. I am just curious
a8 a legal question. Wouldn’t there have to be some way to test it?
_ Secretary Dinron. I am not a lawyer, but I don’t (‘:ﬁte see how be-
cause we haven’t. done anything except propose that the tax be passed
effective, on a retroactive basis, to a certain date. _

Senator SymaTners. So it is something that still just remains a pro-
posal and there has been no action against your regulation? -

Secretary DirroN. No; we have not taken any action of any kind ex-
cept we have worked with the stock exchange and the National Associ-
ation of Security Dealers particularly on the question of dealing in
outstanding securities and we have.developed in.cooperation with
them a simplied way. in which their transactions could be carried on,
and have been carried on workably under those arrangements.
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It would fit in with the tax should it be enacted. That wasn’t any-
th‘ir]xg weo preseribed. It was something they developed and we agreed
with it.

Senator BENNETT. Would the Senator yield for a question at this
point? I would like to ask the Secretary, What has been the general
effect of this proposal on the market for outstanding foreign securities
in the United States?

Secretary Dirroxn.- Well, the market. for outstanding foreign securi-
ties is still active. Those that are trading among Americans are free
of tax and account for the bulk of the tmdin{;. They trade at gener-
ally very small amounts—half a point, something like that, a quarter
of a point—higher than trades in stocks owned by foreigners and sold
to Americans. '

In other words, there is a slight premium where the tax doesn’t have
to be paid. Immediately afteér the tax was sufgested some of these
premiums were higher, but they have gradual K dropped and there
aren’t any very large premiums any more. There are some small
premiums on securities trading here among Americans which is natu-
ral because they are free of tax. '

Senator BENNETT. Because the owners are sure they will not be
taxed under any circumstances, the owners——

Secretary Diron. The purchasers.

Senator BENNETT. The purchasers who consider buying from for-
eigners are doing it at their own risk ¢

Secretary DiLron. That is right.

Senator BENNETT. Thank you, Mr. Chairman.

Senator SmaTHERS. Mr. Secretary, if the effective date, if this pro-
posed legislation is changed, does it not mean those those people who
gambled on the fact that the Cohgress would not act have had a rather
profitable ride, whereas those who expected apparently the adminis-
tration to prevail will have suffered ?

Secretary Druron. That is correct. There are a few people who
clearly have done thiat, although:they are very few in number. The
Securities and Exchange Commission  has noticed a few cases where
individuals have bought foreign stock of a foreigner in the market
and sold it fo an American at'tlie same time—identiéal transsctions.
They are obviously arbitrating and making three-eighths of a point or
half a point, which would be a profit only if there is no tax. If the
tax went into effect, tliey \\'Olﬂ(]I')Ob\’iOllSly suffer ‘a considerable loss,
if they intend to pay the tax. There hasn’t been much of that, but
there has been some. Certainly a change in the law couldn’t-at this
poitit benefit anyone except people who have operated in that way.

We can give you an example of that. It doesn’t have any names,
but just shows some of the sales in one well-known stock, Royal Dutch,
that were done in one day in May. It shows transactions, literally
within-the same minute, of a thousand shares bought on the forei
market and sold by the same person on the American market on t%r(;
New York Stock Exchange. ' '

Senator WiLrLrams. In billing their customers have they been adding
on thisextra charge as a tax?

Secretary DinLon. No; the way the situation works, Senator, is
that we worked out this—or rather the exchange worked it out, we
thought it was fine—procedure under which all sales on the New York
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Stock Exchange in thoe regular course of business are presumed to be
American owned securities and free of tax. Tho responsibilities for
detormining that rests with the selling broker. If he knows shares are
foreign held, and he knows what stock he is selling, ho must so indicato
when he offers it for sale, and then it is marked as a special foreign
transaction, ‘There arven’t very many of those.

The great bulk of the transactionsare of the other nature, the
tax-free nature,

When he does have a saloe of foreign securities, the purchaser gets
his regular recei(l)t, his regular transaction voucher, and it says that
he has purchased so many shares but they are marked with o “F” so
they are foreign. He knows he is then subject to the tax.

he provisions of the tax say that, aftor the end of the first quarter
following enactment of the tax, the tax will be due on everything that
lias been taxable sinco the effective date of the tax, which would be
July 18,1963, ‘ N

o he hasn’t been billed yet. Tho purchaser will have to pay it
at that time. If this is enacted in the third quarter, the tax would be
due QOctober 81,

Senator- Snarners, Senator Williams, do you have -any more
questions? : ‘

Senator WirLranms. I have some more questions but I will yield to
Senator Morton,

Senator MorroN. Go ahead, ¥ :

Senator Wirrians, This tax, it scoms to me, is being collected either
from the customer or by the broker at some point. It is being paid
currently, is it not ¥ ‘ : 3 ,

‘Secretary Ditron. Ol no. : ,

. Senator Wirr1ams. There is no tax being collected ¢

Secretary DirroN. Notax being collected !

Senator Bexnert. No, |
 Senator Wiriams, If after this is enncted, some customer vefuses
to pay:the tax could you put the penalty votroactively on this?

- -Seeretary Dirron. There woul('i be oivil penalties, which are really
to assure the collection of tho tax, but the criminal penalties for willful
false filing and things of that nature cannot take effect until aftor
the bill is enacted because, under our Constitution, they can't be
retronctive, : - . L ‘ CL

Senator Wirniams. You mentioned the fact that the bankloans have
inereased somewhat in recent months, Do you have the figures show-
ing tha:bank loans for the last 3 or & years? . N

Seeretary Drnron. Yes, we can give you those, We will submit o
table forthe record, - They have inereased quite substantinlly, This
inerease—- . . oo | o
- Sonatar Winriams. Do you have those with you now?, . -

Sceretary Dirton, Yes; T have some figures on. bank loans. which
I would hvglad to give you. ‘ : Cobe

Senator Winrrays, Would you give them to us? L
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Sccrotary Dirton, They are really of two types. ‘Thore ave long-
term bank loans and short-term bank loans,

S('an;\tor WiLrtams, Would you give them separately and then the
totals

Secrotary DintoN. Yes. For the long-term bank loans they in-
91‘0:;;%; by $153 million in 1900; $133 million in 1961 ; and $127 million
in .

Senator Wirnrass. That isincrenses®

Seccretary DirroN, Increases.

Now in 1963 they decreased in the first (lum-lor by $27 million, and
then in the second quarter, which is when I had mentioned the increase
really startod—this was prior to our announcement of the tax or to
any offect of the tax, they increased by $177 million, Thdt was more
in that quarter than in any of the preceding years. . :

Senator Winniams, What was the increase for the year of 10689

Seoretary Dinron. Well, in the third quarter they incrensed an-
othor $114 million, and in the fourth quarter the incrense was large;
it was $302 million, which excJudes $150 million of trade credits that
a U.S. corporation sold to the banks, so there was actually no balance-
of-paymonts effect. The total then for:the year was-$566 million,
‘Then, in the first quarter of this year, thoy were also-high but the
inoreasoe was less than in the fourth quarter.,. They went from.an
increaso of $300 million to $219 million. SR ‘

Senator Wirrsams, There had been an increase of $226 million in
the first quarter of this yeart S

~Secrotary Dinron. That is right, And the indications ave that in
tho second quarter that will be considerably smaller.

Senator Dovaras. Would the Senator from Delaware yield for just
ono question? - S e

Senator Wintranms, Suve, S | SN

Senator Douaras. Are these increases cumulative, Mr, -Seccretary,
or ave they increases in terms of a given fixed base? .. .

Scervetary DiLron. They are cumulative changes in the outstanding
claims on foreignors reported by banks.. ... o S

Senator Dovaras. They are cumulative. That is each year is-an
addition over the previous yeart . ‘ L

Secretary DirroN, Yes. ; Co :
t tScln;ator Dovaras. Therefore, overall, you conld get a very large

ol . L. S

Sceretary Ditron. Yes, T ST

Senator Dovaras. Will you submit for'the record what the totals
havebeent ... . . .. i S

Secretary Dirron. Oh,yes; willbeglad to. ORI

Senator WirLrams, That is what I was going to ask, what the totals
wera for each of the years 1960 through so.we can soe what the total

increase - was, L

S .
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. Secretary Dir.ron. Ws can give you the totals for each year and the
increases.

Senator WiLriayms. Do you have those figures now ¢

Secretary DiLroN. No.

Senator WirrLiasms. You don’t have the total figures for the bank
loans of each of the 5 years?

Secretary Dinron, No, I just have these in the form of increases in
the outstanding amounts which is the usual way we have been looking
at them but we can easily put it together in that form.

Senator WiLriarms. A rough, rapid calculation shows about a billion
and a quarter increase on an ahnual basis; is that about correct ?

Secreta,r{VDn,LoN. No, they increased the total for 19—

Senator WiLLiams. That 18 64——

Secretary DiLron. The first quarter if you multiply that out.

Senator Wuriaxs, No, not multiplying it out, If these are in-
creases each year over the preceding year does that not mean that
1934 is running about a billion and a quarter higher than 1960¢

Secretary Drron. Than 1960, I see. Yes, the total outstanding is
that much higher.

‘Senator WiLLiass. About a billion and a quarter? -

Secretary DiLrLoN. About a billion and a quarter net increase since
the beginning of 1960.

Senator WiLrLiars, Yes.

On ;’)rivate investments, how does that total run over that same
period ‘

Secretary Dirron. Well, that grew much more rapidly as the tables
here show. . :

Portfolio purchases of new issues—table 2 shows it—jumped from
$555 million in 1960 and $523 in 1961 to $1,076 million in 1962, and in
the first half of 1963, before the tax was proposed, $1,858 million at a
seasonally adjusted annual rate. Actually the total was over a billion
- dollars-—just over a billion dollars—for the first half of 1963, which
was approximately the same as it was for the entire year 1962. So
}{he absolute amounts have gone tip much more than these bank loan

1res. .
quenator Wirriams. Now again, are these increases each year as com-
pared with the preceding year? - '
- Secretary DrtroN. These aré total purchases.

Senator WrrLtams., And you will furnish for——

Secretary Dr.ron. The same way.

‘Senator Wit.Ltams. And you will furnish’'the total for each?

Secretary DirLon. We will be glad to do the same thing, yes.

Senator BennNerr. Will the Senator yield? -~

Senator WiLLiams., Yes,” - A

* Senator Bennerr. I think it will be helpful to the committee, Mr.
Secretary, if you would assume that bank loans and the sale of new
issues represented as a total of the two a penetration of our market,
so let’s go back to 1960, if that is where Senator Williams wants to
start, and total those two for 1960, 1961, 1962, and 1963, the full year,
and then give us the first quarter of 1964.
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Secretary Dirron. Yes, we will be glad to do them both separately
alnd then total them together and give them to you every way you want
them.

Senator BENNETT., That is right. Then we can see the movement.

Secretary DiLron. Every way you want.

Senator Wirriams. As I understand it the figures we have been
using have been capital investments and long-term bank loans?

Secretary DiLLo~n, Thatis right.

Sanator WirLiams, Have you short-term bank loans in the same
category?

Secretary DiLrLoN. Yes, sir; they have also increased but they move
around with much more flexibility.

Senator BExNerr, They are much more fluid ?

: Secretary DiLrLon. They have to do with trade flows and things like
that.

Senator WirLLraats. But do you have the similar statistics and re-
port onit?

Secretary DiLLoN. Yes, sir; the statistics show for the year 1960
they increased by $995 million, for the Ivear 1961 by $1,125 million;
for the year 1962 it dropped to $324 million; for the year 1963 they
increased again to $721 million, and they were larger again in the first
quarter of 1964, They were $421 million.

But they vary very much between quarters because last year, when
the net increase was $721 million, there were two quarters in which
they decreased and two quarters in which they increased, and in each
case by over $400 million.

So they are much more erratic on a qiiarterly and on an annual basis,
but we will be glad to give you the same statistlics.

Senator WiLrtams. You will furnish the same statistics for that?

Secretary DiLroN. Yes. .

(The material referred to follows:)

\

TaBLg 1.—Net purchases of foreign securities dy U.8. residents dnd net changes
in bank credit exiended to foreigners, 1960-63 and 13t quarter, 1964

(In miitions of dollara)
- i Net pur- { Net increase ) Net Increase
chases of in long- Total, long | inshort- Totat
- forelgn term bank term term bank §
securitles claims§ credit ? :
1960. .ceiaaeaan.. ecmecenanes PSR 864 183 ’ i.Ol? " 639 1,85
T 910 | . 133 ., 1,043 93! 1,09
1962, oo iiccnciaicanan 1,172 127 1,299 ' 386 - 1,685
1063: i o j
) SN 840 -1t 513 ~87" : © 426
586 177 763 264 1,027
151 114 265 —28 227
-2 302 300 385 685
1,275 68 1,841 534 2,375
133 219 252 278 527

1 Mostly loans,

3 Mostly loans and acceptance financing; excludes collections and foreign currency claims, which are
mostly for account of customers,

3 Preliminary.



104 INTEREST EQUALIZATION TAX ACT

T'anLE 2.—Net purchases or saleg of foreign sccurities by U.8, resldents, 1960-63
and 18t quarter, 1964

[M1llions of dollars; purchases (+) sales (—))

By years— By quarters—

) 1963 1664
1960 1041 1962 1083

1 I 1 1v I

New fssues of forelgn securl-
tles purchased by U.S. .
residents. . .ooceeeeaananns 553 8231 1,076 | 1,260 481 518 183 87 1132

Net purchases or sales of
outstanding forel se-

curities by U.8. residents.. 309 387 90 6 59 68 -32 -89 t ~99
Total, U.B. purchases or
sales of foreign securitles.. . 864 010 § 1,172 | 1,278 540 888 181 ~2 133

1t Preliminary,
Source: Survey of Current Buyiness,

TaBLE 3.—XNet changes in clgin’zs'on foretgners reported by U.8. banks,' 1960-63
- and 1st quarter, 1964

 [Milions of dollars; inerecses (+) decreases (—))

By years— o By quarters—

' : 1963 1064
1960 1961 1962 1963

1 Ir-  m 1v I

Short-term lalms
Collecuons and forefgn-
currency claims .
(mainly for account of
custom; ? .......... 354 172 -63 187 | 10 138 —68 107 146
Other (dol ar) claims .
(mainly loans and a¢-
ceptances)....ceociae. - 983 534 -87 ~281} 388 275

639 336 264
Tota), short term...{ 05| 1,125| 34| 7| -7 02| -90] 492 421
153 177

Long-term clalms (malnly )
loans), total.............. 183 127 | 3566 -7 114 | 2302 219

Total, Jong-and short- oy ‘ .
term claims........ 1,150 | 1,261 4511 1,287 | -104 579 18 704 640
(ot whlch ‘dlatms’

on Japan)....... 485 678 262 832 12 162 24 3 331

1 Ineludestclalmj for account of banks’ customers as well as loans, acceptances, and other clalms for banks’
own account.

$ Excludes sales of about 150,000,000 of outstanding trade credits to the banks by a U.8. corporatfon,

Nore.—Detalls may not add to totals because of rounding,

»80urce: Department of Commerocs and Treasury Department,
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TaABLE 4.—Total outstanding short- and long-term claims on forcigners reported
by U.8. banks

{In millions of dollars)

Total, . Of which
Claims reported as of— thort term ! | Yong lerm Total t clafms on
Japan

2,599.0 1.645.1 4,144.1 330.8
3,804.2 1,698. 4 5,202.6 825.0
14,7773 32,033.8 126,811.1 11,5517
5,100.9 2,160, 4 7,261,2 1,814.2
5,023.9 2133.0 7,156.8 1,827.1
5,430.9 12,3965 47,827, 4 1,082.7
5,334.8 2,810,3 7,845.1 2,008, 5
5,826.7 43,005.1 $8,£31.8 $2,392.0
6,247.0 3,224.2 0,471.2 2,676.3
6,377.3 3,251.2 9,623.8 2,675.2

1 Excludes claims held by the Exchange Stabilization Fund. .

t Short-tezm claims include $57,900 reported by banks initially included as of Dec, 31, 1061, Of this
amount, claims on Ja&%n amount to $51,900,000, A

3 Includes $200,000,000 classified as a direct investment transaction.

4 Includes claims of $86,000,000 previously held but first roported as of May 31, 1963, )

§ 1ncludes claims of $193,000,000, tei)orted by banks for the first tLme as of Deo. 31, 1963, which includes
about $150,000,000 of trade credits sold to the banks by a U.8. corporation but in part represents claims
previously held but not reported by the banks. Included in this amount are claims of $46,400,000 on Japsan,

NoTe.—Data for forelgn securities held b{ Amerlcans at the end of calendar years
19590-63 that may be directly compared with the figures for net purchases shown on table
2 are not avallable. However, the Department of Commerce has estimated that the value
of all forelgn securities held by United States residents at the end of 1962 was $11,802,000.

Source: Treasury Department,

. Sen’z;tor Mortox. This depends a lot on our volume of exports, does
1t not : : ‘

. Secretary Dirron. It depends on the volume of exports and other
factors. For instance, we-have had a cycle of borrowing by Japan—
and I think thefv, are the biggest borrower here——de{;endlpg on the
status of the balance of payments of Japan. They borrow heavily
when they need the funds, and then they get a little better and they
})iy oltf heavily and then they borrow heavily and it has been going

ike that.

Senator WirLrrams, I understand that but I thought if we had those
it would be helpful to the committee.

Secretary DiLroN. Yes, we will be glad to submit those, Senator,
along with the other data you asked for on bank lending.

. Senator WiLLiams. Now, you mentioned in your report about the
improvement in our balance of payments and substantial reduction in
our loss of gold in recent periods.
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What do you anticipate for the next 6 to 12 months in that di-
rection?

Secretary DinroN. Well, it is-so diflicult to look ahead.

Senator { "ILLIAMs, Assume the enactment of this bill.

Secretary DirLoN. ISven with this bill T have learned that {)rophosy-
ing balance of payments is a veiy unprofitable operation because it
doesn’t depend only on what action the United States may take, but
it also depends on developments in all other countries of the world.

So it is not a very useful thing and you never can be too accurate
when you prophesy ahead. But we see no reason why the present
improvement which, as I said, suggests a balance of payments deficit
for the fiscal year of $2 billion or maybe a little less, shouldn’t con-
tinue through the remainder of this calendar year, so we wind up with
a calendar year on about the same basis.

Weo would think that next year, everything being equal, we ought
to do better because we do know that, as a result of actions that are
currently underway, our Government expenditures overseas will be
about half a billion dollars less in 1965 than they will be in 1964.
So that will be a substantial improvement, and if nothing else changes
it would reduce the deficit by about 25 percent.

Woe would hope there would be some other improvements besides
but that is the best one can say looking ahead.

Senator WiLrtrayms. To what extent do you attribute the reduction
in the outflow of gold as resulting from our new method of financing;
that is, borrowing direct from these countries with their currencies?

Secretary DiLron. I think that has had some effect, particularly last
year, I don’t think it had much this year because in the first 6 months
of this year we have done very little of that. So I think that the
}’act that it has improved in the first 6 months is due to some other

actors.
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One of the main reasons, I think, has been that the other countries’
surpluses—the counterpart of our deficit—Ilast year and early this year
seemed to have shifted somewhat from earlier times,

The underdeveloped countries as a whole, because of higher prices
for their basic commodities, have been in surplus in the last year,
and they like to hold dollars. They don’t get any benefit out of gold,
so there has been no demand by them for gold.

Also, private accounts have apparently needed dollars to finance
their trade, or whatever they want them for, and they have increased
their holdings of dollars, whereas the holdings of dollars of ofticial
govermmental bodies have declined substantially. The figures for the
end of April ave back to what they were at the end of 1962, nearly 18
months ago—about three-quarters of a billion dollars less than they
were at their high point. 1 think that has been the primary thing that
has had the effect on this outflow of gold.

Of course, there has been one other thing which has to be taken into
account. That is that there has been, particularly since last fall, a
somewhat greater supply of new gold to the free world in view of the
unusually heavy sales by the Soviet Union in the London market.
That supply has also helped to meet the demand and so there has been
less demand on us.

Senator Wirrianms. Will you furnish for the record a list showing
the extent of these borrowings and the countries involved and the
rates of interest, and so forth, and the terms of the loans?

Secretary DivroN. We would be glad to. They are regularly
published. '

Senator Wirniams. I know they are, but I just thought if you would
consolidate them at this point in the record.

Secretary Divron. Yes.

(The material rveferred to follows:)

84-937—64——8



. Foreign currency series securities (nonmarketable) issued to official 7nstitulions of foreign counltries

Amount (dollar equivalent)

Intercst
Month of actjvity Sccurity Payable in— Issue date [Maturity date ratc ‘Total out.
Issued Retired standing
end of
month
Percent In millions of dollars
1961: October. ... .o ... Certificates of indebtedness. .| Swiss francs. ... ooooooeoeooeen. Varfous_._... 3 months 1. 46 §aemaaa
from dato
of issue.
..... do. L25 | eaa... 46
January. . . oeeeeeiicceaee. L [ Apr. 4,1962 L2 b < T, 48
Apr. 26,1962 2.70 P2, PR
Febroary ___ ... P DR RO IR, 43
arch - Apr. 4,1962 L25 | 3 } 75
June 8, 1962 275 80 |eemaeaee
April. .. Apr. 26,1962 270 | eaeen 3 ]
July 28,1962 275 P2 2 U
June June 8, 1962 2,78 femeceeeea 30 75
t. 7,1962 2.70 50 [ccmmccmanne-
July.... July 26, 1962 Ay (. 3 E 25 } 75
. 28, 1! 2.90 25 |emeecmanans
August. . Nov. 7,1962 2.85 95 | 150
September. Sept. 7,1962 270 |emmaeeaaee 50 } 150
Dec. 7,1962 2.85 50 -
nds. Jan. 20,1964 2.75
ertificates of indebtedness. ... Apr. 11,1963 2.00
October. do -| July 1,1963 2.00 221
Oct. 26,1962 290
Oct. 26,1962 | Jan. 27,1964 3.00
Certificates of indebtedness. .. Aug. 7,1962 | Nov, 7,61962 285
Bonds Nov. 7,1962 | Feb. 7,1964 3.00 209
November. Swiss francs.._ ... oeeannn.. Nov. 8,1962 | Mar. 9,1964 2.75 299
-do. lire Nov. 30,1962 | Feb. 28, 1964 3.00
December. ..o ificates of indebtedness.. .. Sept. 7,1962 | Dec. 7,1962 2.85 299
ds. Dec. 7,1962 | Mar, 9,194 300

80T
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1963:
Swiss francs. ...oceeneenecanana Jan. 24,1963 | May 25,1964 2.82
January. oo f e do. German marks. ... cee.ado, Apr, 24,1964 3.13 429
: ] do oe-..do July 24,1964 318
February. oo cccemeaafencas L (I do. {Feb. 14,1963 | Nov. 16,1964 3.09 529
‘ . AP AR Feb, 15,1965 314
March, do. Italian Hre. .o ceececimaracaaas {Oct. 26,1062 | Jan. 27,1964 3.00 529
Mar. 29,1063 | Mar. 29, 1965 327
BCmdﬂ;eates of indebtedness. .. Swisad 123 T R | 2« zi"., {gxz i\lﬂr }. 13343 2.00
on (] pr. 1, y 1,1 82
April. oeudO do. Apr. 4,1963 | Sept. 4,1964 2.83 577
+-==do L) Austrian sehillings. ..__....... Apr. 28,1963 | Oct. 26,1964 33
Swiss franes oo, May 16,1963 | Nov. 16, 1964 2.82
May. do. . -|3Belglan franes o ocnceeeil]oen.- do. May 16,1965 3.26 630
— (/% . May 20,1923 | May 20, 1966 3.22
June. do. Nov. 7,1962 | Feb. 7,61964 3.00 630
Rl B DUttt Etetniarh et ittt June 28,1963 | June 28,1065 3.30
- Certificates of indebtodness...| Swiss franes_ o _.oooo..___... Oct. 22,1962 | June 1,1963 2.00
Jualy. Bonds_ July 1,1963 | Jan. 1,1965 2.89 655
{....do. German marks... July 11,1963 | Jaly 11,1965 3.55
Auvgust____. do. Aug. 28,1963 | Aug. 28,1965 3.66 705
September. SR " ODOURURIU I {73 T+ ov. 30,1962 | Feb, 281964 3.00 705
Sept. 30,1963 | Sept. 30, 1965 3.69
Octoher. Certificate of indebtedness....| Swiss franes _________._______. Oct. 31,1964 | Oct. 30, 1964 3.5 733
lmDeeember Bonds. Aaustrian schillings. Dec. 11,1963 | June 11,1965 383 760
January. do. cem-] SWISS frODCS. . e et {Oct. 18,1962 | Jan. 20,1964 2.75 760
Jan. 20,1064 | Apr. 20,1985 3. 61
: N Nov. 81062 | Mar, 9,1964 278
March. - do. - Mar. 9,1964 | July 9,1965 371 710
Italian lire Mar. 9,1964 3.00
- Mar, 29, 1065 327
June 28, 1965 330
. Sept. 30, 1965 3.69
April. S J— 1} Oct. 1,1965 4.04 762
" - . Nov. 1,1965 4.03
Dec. 1,1965 4.08
Jan. LY 4,07
Apr. 24,1964 313
B July 26,1965 393
- i May 25,1064 2.8
Masy. do. Sept. 27, 1965 3.84 832
T ’ . |, S, Aug. 251965 3.37

Source: Monthly Treasury Bnlleﬁn. Information n this table covers transactions  that date was renewed for a further 15 months. and the equivalent of approximately
from inception through June 30, 1964. were no {ransections fn June 1964. On  $151,000,000 in German mark bonds were newly issued.
July 1 the Swiss franc denominated bond equivalent to $22,000,000 which matured on
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Outsiandiny' Trecasury forcign currency security issues

U.S. Interest
Currency Forelgn | dollar ratoe Dato issued |Maturity| Payment
currciiey | equiv- |(percent) {months ate
slent
Millions | Millions
of units | of unils
Austrlanschillings ... .......... 650 25 3.23 | Apr. 29,1063 18 | Oct. 26,106¢
650 25 3.83 | Dec. 11,1063 18 | June 11,1965
Total, Austrian schillings_.} ... ._. (I DN SO PN
Belgian franes. o o ooooeeneneennns 1,000 20|  3.26 | May 16,1063 21 | May 18,1065
500 10 3.22 | May 20,1063 24 | May 20,1965
Total, Belgian franes.......} ... ..... k.71 1N FURIUNN PPN R
Qerman mATkS....cavececrocaaann 200 50 3.18 | Jan. 24,1083 18 | July 24,1064
200 50 3.00 | Feb. 14,1063 N ov. 18,1064
200 50 3.14 § Feb. 14,1063 24 | Feb. 15,1985
100 25 3.55 | July 11,1063 24 | July 11,1065
200 50 3.66 | Aug 1963 24 | Aug. 28,1065
200 50 4,04 | Apr. 1,1084 18 { Oct, 11,1065
200 80 405 | Apr. 11,1984 19 { Nov. },1085
200 50 4,00 | Apr, 11,1004 20 | Dec. 1,1065
200 30 4,07 Apr. 1,1084 21 ] Jan, 1,106
- 200, S0 3.93 | Apr 1084 - 15 | July 26,1065
200 30 3.83 | July 11,1964 19 | Feb. 11,1068
200 50 3,84 | July 11,1064 Mar. 11,1068
. 200 50 3.85 ! July 1,1964 21| Apr.. 1,196
Total, German marks......|. P, [:7-- 3 RN PO IR
Swissfrancs.....cc.cviceceniana. T 100 p2) 2.83 | Apr. 4,1083 17 | Sept. 4,1006%
130 30 3.54 | Oct, 31,1063 12 | Oct. 30,1064
100 23 2.83 | May 16,1063 18 | Nov. 18,1064
110 25 2.80 [ July 1,1063 18 | Jan., 11,1065
100 3 3,61 | Jan. 20,1064 158 | Apr. 20,1065
120 23 3.71 | Mar. 9,1084 16 | July 90,1065
130 30 3.84 § May 25,1064 18 | Sept. 27,1965
1300 70 3.37 | May 25,1984 15 ; Aug. 25,1988
97 2 3.81 | July '1,1084 16§ Oct, 1,1968
Total, Swissfrancs........feeeaicaas 1. PO I PSP
Total. o rcoeccacmiccaen e, '3~ 31 FOUSRUN AU B

1Issued to the Bank for International Settlemenis.

Note.—Figures may not add to totals bocause of rounding. On July 1 the Swiss franc denominated bond
equivalent to $22,000,000 which matured on that date was renewed for a further 18 months, and the equlv-
alent of approxlmateiy $151,000,000 in Qerman mark bonds were newly issued.

Senator Wirrraxs. To the extent that that type of loan is outstand-
ing, it is,? in effect, a guaranteed loan agninst a devalued dollar; is that
not true :

Secvetary Dinron. It could have that effect, but not in gold, because
if the other currency devalues at the same time, as would timq likely
result if there is a change in the value of the dollar, it wouldn’t make
any difference. But—— :

ger‘m‘ti)r WiLtaas. To the oxtent that theirs is precéded by ours by
24 hours it does have that effect ; does it not ¢

Seerétary Dinron. To the extent that theirs is preceded by ours by
24 hours, it generally has that effect ; yes.

Senator Wirriass. Yes.

I have no further questions at this time.

Senator SmaTHERs. Senator Morton?

Senator MorroN. Mr. Secretary, the fact that you appear here to-
dag is because we do have a balance-of-payments problem.

ecretary DiLroN, Most certainly; I wouldn’t be here otherwise.
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Senator Morroxn. And had we not had such a problem on July 19,
1963, President Kennedy would not have sent this message to the
Congress.

Secretary Dinron. That is very true. As I said, we asked for this
tax with reluctance. ,

Senator Morrox. So we have to make some choice here. This is
one method. The so-called capital issues committee is another
method, and it secems to me that we are in a position of having to ac-
cept perhaps the lesser of two evils.

The effect of this tax really is about a 1-percent increase in interest
rates on funds that are invested abroad from this country; is it not 4

Secretary Dinron. That is correct, R

Senator Morton. In your colloquy with the Senator from Illinois,
ho indicnted that there is n disparity between the price at which stocks
in this country are selling and stocks in most of the European capitals,
and I think you made tlie point that on the big bonrd here it is prob-
ably 19 to 1, probably about 1834 to 1 on the American Stock Iox-
changa, o little bit less in the Midwest, as opposed to someo 13 to 14
in Germany; less than that, I assume in France, I believe in France
it is a little less than that,and in Italy n little less than that..

Isn’t the real reason for this difference, or one of the contributing
factors for this difference, not that we have a speculative fever in
this country, but that long-term interest rates genernlly are lower than
elsewhere in this country and people are therefore gomﬁ.- into stocks?

Secretary DiLron, I made that point, I think, in talking with the
Se;meté')r from Illinois. I think that is one of the factors that is in-

With this supply-and-demand relationship. here, we have this big
demand for stocks by these new institutions which were not investors
in stocks 10 or 15 years ago on the same scgle and which have become
very heavy buyers since then without an equal increase in supply. I
think it has been the reason why stocks are selling higher, probn{;l‘y the
primary reason. L S

Senator Morron. I, too, remember:1929 and, in fact, that was when
I was a college graduate, I graduated from college bafore the crash
and I lived pretty well (iuring niy senior year in college and if we
wanted to live we would go down and buy somo 'shares we never heard
of and make a hundred dollars and then go.to New York for the
weekend. T - . : .

After some of my colleagues here in Congress started berating the
tobacco industry so heavily I thought tobacco stocks were & ?itt]e
cheap a while ago and I decided I would try to buy somé, and I had
to put up 70 percent, so I don’t think we have the speculation which
is putting the market up today in the sense we had in-1929, -

lecg;)et‘m‘y DiLron. It is certainly quite different from what it was
in 1929, - . S o

Senator MortoN. And if the Federal Trade Commission hadn’t
come out with that crazy report thie other day I might have been
better off with my stocks. [Laughter.] ¥ : :

You were discussing the date with Senator Smathers.: - You meant,
of course, the‘begi‘nningdateith'eJnly 19. o L
.- Now in that message of -President Kennedy’s, did - he ask at that
time for a ternjinal date, December 81,1965¢ - . ¢ Co
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Secretary Dinron. That is right.

Senator MorroN. Well, nearly a year has passed since without an
enactment of this law. I don’t know what the pleasure of the com-
mittes would be, but I think we would like to have your opinion of
the fact that since a year has gone by would it not be wise, perhaps,
to extend the date for 1 year?

You have to come up here, not only once a year, but scmetimes two
and three times a year for the debt limit, and I was trying to save you
;\. lilttlg w]ork on this, maybe if we give you 1 more year on thiz it would
be logical,

Secretary Dirron. Well, wo had made the original suggestion be-
cause that was a year after our efforts to reduce Government expendi-
tures by a billion dollars would have had time to show its effects. YW
also felt that there were other indications of improvement of our
balance of payments particularly in the trade area and our judgment
has been proved correct in the last 9 months, for the trade balance
has improved substantially. We hope that by the end of 1965 we
wonld be in a position where this tax wouldn’t any more be neede?

Also, part of our thinking was that we hoped the European mar-
kets would develop during that period so that they would be n
a stronger position afterward to take more of the burden. I think
‘they are developing, and so my own view is that, while it might have
a certain administrative simplicity to extend the date a year further,
unless it is very clear it is needed I wouldn’t want to see it done, We
can’t see that it is clear, so we think that the end of 1965 date, which
we hope we can meet, should be maintained.

Senator MorroN. Thank you very much. I will say, Mr. Secretary
that I don’t thirk any of us are happy about having to take a step of
this nature, but as one member of this committee, I think something
has got to'be done in this area and I think the pro{p’osal you have made
here i3 perhaps, to me at least, as an individual Member of the Senate
‘the least obnoxious.

Secretary DrLro~n. Thank you.

Senator SmaTHERs. Senator-McCarthy, do you have any questions?

Senator McCarTHY. No questions. :

Senator SaraTHERS. Senator Douglas?

Senator Dovaras. First, I would like to correct a possible impres-
sion which the Senator from Kentucky may have inadvertently left
about my earlier comments about inflation in stock prices.

I did not mean that inflation in stock prices is as great now as it
was in 1929, ‘- ‘ ;

-~ What I did wish to suggest was that inflation might well be present,
and that it may have contributed to both the high level of stock prices
and the higli:ratio of stock prices to actual earnings, with its conse-

uent lowering of the rate of yield. -I did wish to suggest, also, that
this, in my judgment, is greater in this country than in, for example,
Germany, and that, tiuerefom,' the long-term discrepancy between in-
terest rates on invéstment in this country and investment abroad is
not as great as the figures would:indicate. I am speaking, of course,
of matters of degree, and not matters of absolutes. ... .

Now, the second question I would like to ask, with the indulgence
of the chairman:and:the Secrétary, is in'reference to theletter which
you addressed to the chairman'of the committee uhder date of June 12,
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\;'highl Iis embodied in this print of some 30 suggested amendments to
the bill.

May I ask, Did you submit these amendments to the House Ways
and Means Committee or are these amendments which have occurred
to you since the passage of the bill by the House?

ecretary DiLLoN. Some of them have occurred prior and some
since. They all occurred after the House Ways and Means Commit-
tee completed consideration of the bill. There was an unusually long
period of time between the Ways and Means Committee action on
the bill, which took place in early December, and the House passage.
The bill did not, for one reason or another, did not come to the floor
of the House until 3 months later—early in March—and therefore
during that period a good many of these things were under study, and
probably a number of them would have been ready, but under the
procedures in the House, this bill came on the floor under a closed
rule. Also the committee knew we had time in the Senate, and they
knew we were working on modifications of this technical nature and
we told them we were. Some of them—1I can’t say which were which—
but some of them were well underway before the bill was actually
passed by the House. Others of them were later. -

Senator Douglas. This is the first time they have been formally
proposed to a committee of the Congress? :

Secretary DiLroN. Thatisright. : : ‘

I would like to say one other thing. While we take responsibility
obviously for the content of them, we did work with:congressional
legislative drafting experts, and they concur in thevlan%:mge and the
form of the améndments without having any responsibility for the
substance, which is entirely ours. That took a certain amount of.time
to be sure to get themin }l)roper,form that way. - .. L

Senator Dovueras. Following up the question which was addressed
to you by the Senator from Tennessee, I obviously have not had a
chance to examine these in detail, but as I cast my eye down the con-
tents which cover nearly two pages, it would seem to me that virtually
all of these provide for some softening of the act itself. S
- Secretary DiLroN. Thatis right. e o

Senator Dovaras. To what degree do you think this impairs the
original purpose of the act? ' : : : ,

Sgecretary Diuron. None whatsoever; as I said-earlier, because all
of these are in areas where we never meant the act-to app‘fy. In all of
the major areas where we meant the act to apply we did not make
any change. oo . ‘ C .

I would day the changs that represents the greatest shift is that one
of these permits arbitrage transactions in stocks.tax free betweén
markets here and abroad; provided the sale is completed in the same

day. ’ . ! . oo . . .
“This permits a purchase from' aforeigner and the!resale in:the
lf)o‘xf'eign'market on the sime day. There was no-provision for:that
efore. Co o
Waell, obviously that sort of transaction would not hurt our balance
of payments, and a number of companhies specializing in that type of
trahshction ‘had ‘asked’ for some: sort: of proVision 'like- that: - We
studied it earefully and ive douldn’t sée how it would affect our-balance
of payments so wé made that suggestion:: But other than 'that ‘one; I
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think all the rest are simply technical,:X can give you one as an ex-
ample. The bill provides that companies having long-term export
paper not be taxed, and their paper—these are primarily manufac-
turing companies that get this paper—could be sold to a commercial
bank. But it would be taxed if it was sold elsewhere.

‘Woell; after some discussions, particularly with our major aireraft
manufacturers "who do take long-torm paper, wo found that while
they had in ¢'5 vnst disposed most of it to the banks, thoy wore now
beginning io u’‘noso of some of it to pension funds and insurance
companies. ' :

‘Well, that was perfectly all right. It made no difference to our
balance of payments, So we changed that-provision so thoy counld
continue to do that, I don’t think that will affect. the effectiveness of
the taxatall. |

Senator Douoras. One more question.

Senator Saarnens. Yes.
 Sure,go right ahend. -

Senator Dovaras. Iarlier, Mr, Seerotary, you minimized thoe possi-
blé abatement or avoidanes of the taxes by American banks makin
long time loans rather than issuing securitics, But when the tota
figures came out they seemed to me to indicate a steady increase in
the volume of these long time loans' abroad, I wonder, therefore,
whether your informal estimato that thore has only been roughly n
5-percent leakago is really truo?

Secretary Diton. I think'itis. This is veally a different phenome-
non and I think probably a !)m‘nllal phenomenon to the increase in
the demand for portfolio capital from this country, because the vory
largo rise in‘aetual bank lending opervations bf this nature commenced
maybe in March of 1063 before there was any thought of such a tax
as this; and theit it continued and it was actually even lavyger in-'the
fourth quarter, - - P ' s s o

~Waeo don't Know'the details of tht, but-we do know the dotails of
a1l theso loans since that time and we have analyzed them in detail.

Tt shows the kind of bortower they are made to, what they-are
made for, and so forth, It seems clehr:that n very small precentage,
if nny, were directly of the type that would dtherwise clearly have
come to the market for longer termloans, - - .- . o

A great inany of them wero made to Japan which I think, as I have
said before, has gone through a sort of.cycle, and they were in the
oycle of heavy borrowing through' the first quarter of this yeéarn, In
tho second quarter this year, in the months of April and May, there
have been no further increase in those loans to Japan, and so it looks
liko-that. cyole-is coming to an:ond. 'This. hasi been very important
in its-effect on the overall totals. ut it has been running.for move
than a year and, I think, had to do with a deterioration which mani-
febted itself about the same time in the Japanese balance of paviments
becauseitheir prices hegan to go‘p. Thoy have since tlien taken re-
strictive measures in Japan to hold them down. e

Senator Dovatas:: Couldn’t: this be in the future a significhnt mens-
ureof avoidancoof thebasioact? . ... . .1 . ¢ o .. g
- Secretary -Dirron.: That 'is the reason after consideration—it was
not in bur original submission—Ilateriin-the fall. of lnst year we sub-
mitted to'the Ways‘and Means Committee n suggestion for a mandan-
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tory detailed roporting provision for banks. That is in the bill as
passed the House, and we think it is very important. :

I'he reporting so far has been voluntary, but I davesay the fact
that mandatory provisions are in the bill made the voluntary report-
ing more complete, and easier to obtajn, and I think it is very impor-
tant that that provision stay in the bill. It will give us the informa-
tion should it appear that a change is necessary, and we havo stated—
I stated in my statement, and I repeat it here—that should it become
apparent that there is any significant direct substitution we would cer-
tainly not hesitate to ask for appropriate legislation,

Senator Douveras, Well now, that reises a question as to whether
the suggestion of the Senator from Tennessee was not very appro-
priate in dealing with-this matter, to inolude within the bill standby
powers so that. you could exercise these powers by administiitive order
subsequently should they seem necessary.

Do you have any opinion on that ¢ S

Seoretary Dirron. We haven’t thought that would be necessary, but
ns I snid, if the committeo felt strongly that was advisable, we wouldn’t
sea any reason to object. - ’ '

I don’t seo how we logically could. - ~

Sonator Dovaras. Just as a matter of curiosity, have you moved on
this subject by administrative order prior to the passage of this hill?

Seoretary Dinron. Noj there was no way we could. We warked out
procedures under the bili. We worked out prineiples for the banks on
this reporting procedure on a voluntary basis, which would be virtually
identical to what would be required on a mandatory basis under the
bill. So, it isalready running. -~ - g SN

Wao worked out procedures with-the New York Stock Ixchaiigo and
with the' American Stock Ixchange for transactions in securities on
thoso exchanges. : Wo worked out with: the: National Association of
Security:Dealors the inéthods of trading in outstanding securities over
the counter so it is workable, and functions easily, -t.; « 7o 0

These were things that:they evolved, 'antl which would be in con-
formity with the bill when: it is adopted fand wo agreed. were: proper.
'l‘l‘:]e'y are operating under:tlint: méchanism,. but: we ‘didn’t issue any
orders, - . St Coen s e N

© Wa havent's issued any ordeis. 1We can’t-until the bill becomés law.

Senator Dovaras. And the powers are retroactive under the pfo-
visiongof the bill.-  .«: - e L 0

Seoretary Dinton. Wa haven't operated under the' bill at ally-but
worked with these people either to suggest!amendments to the: bill
when ‘necessary ‘or in an admihistrative way to- work. oiit. ‘forms-that
would work with the bill under the retronctive provisions yonpoint. out.
. Senator Douveras. Perhaps I should be more secular in ny question.
mg. - Pt e e

Seoretatry DiLtoN,. Yes; o ocan e i ;

- Senator Dovaras, -Have your:powers of persuasion’ been ir
by the retroactive provisiongof the billt -+ -+ .. v oo

' Seovetary Dofvone:Very muohy: - © o 0 o skt s
. Seitntor Dovaras: That isall . Thankiyou, + o . ey o

Senntor Saarnirs: Senator MeCatthy, do you have sonio questions
now after contemplating thebillg- . : " .00 e

Sanator McCarrny. Yes.
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-Mr. Secretary, do any of the European countries use a device:similar
to the one we are proposing here to conttol the outflow of capitdl? - .
: Seoretary DiLroX. Noj; all of them except Germany previously have
various forms 6f control. Bhiit they have all had complete controls and
have gradually moved hway from' them, andithey have more strict
governmental controls than'wedo, .- . e 3 :
Germany: is the only one, I think, that doesn’t have such controls
legally on their books, ... + . SRRT R
:Senator-McCartHy. What devices do they use—capital issues, com-
mittees—— T ST o : C
. Secretary Dinron:.They gonerally have ‘diréet: governmental :ap-
oval of issues. They also have situations, such as in England, where,
1f you sell & foreign issue,:you get.a different:kind of sterling which
sells at & different rate in the market from ordinhary. sterling, and you
transfer that to something else and it carvies with'ic the 1‘igilt to buy
another foreign issue. T TP TSV R
-Senator McCarrny. Have those devices lieen’ reasonably successful
as they have beeh used in other'countries? - - i+ . S e
Secretary DirtoN. Yes; they have been reasonably suecessful.-
Senator McCarriry. I wondered:why your: statement was so' firm
on how devices of that kind would not be workable ifi sed in ‘the
United Statesf R T T R
- Secretary DirroN. I don’t say it would not ‘be workable at all.” I
would like to:say all the Kuropeah-devices e 'government operated,
overnment.'controlled. None of thein are of this voluntary nature.
-am dlear that a voluntary proFrhm‘ ' beoause ofithe coniplex pressures
on those running it, just would not be able:to. work. I don’t-see how
it would be pbssible. when in-1'day they might have to decide betwéen
a loait to build - réfinery in: Austria:and: a:subway in Berlin and a
project:in. southern :Itdly ‘and: a fertilizer plait In France, how.: a
voluntary group could decide wlichi 6ne—and:they'could onlyiadmit

one—they would admitui wo -oivond §oe - obdpdion 0 -
- Now, if it'was run:by the Government, of .conrse, it.could work:’ I
jusp say we-feel it-is preferable nof.to go a-rohite swhich: in-our history
we have ot doheyaltholigh'it hagbeen done-in Europe, except in war-
time. ‘We thought that our approach, allowing the market to func-
tion freely.with' this!tariff;:if yoit will;upon securities, was a better
solution, more in accordance with our traditions/ .- -0
If it doesn’t work, certainly a direct governmental control.could
bﬁhlwe to WOi‘k\‘“ I L U TR SRR R e oo L
;- Senator McCarrnry, I .wondered what-your opinion would be as to
thé:advisability. 'of more: direot control if the amount-of the loan . éx-
ceeded n certain magnitude, a‘hundred millioni‘dollarg or $200 million
or 8800 million. - o o TR Tyt
Seoretary DinroN. Well, very fow issues are of that size. I think
one of the problems thiat you would run into—-gay-yousét the limit at
a hundréd million dollars—and.I canthink of only two or thiee for-
eign issues of that size to take'placé in. thig.country: within.the last
few years—I don’t' quité know how: it-would /work: because nothing
would prevent a borrower from-tdking it in‘tivo or three different
bites and, therefore, getting undet'thé amount, and——— - -..:: i
Senator McCariniy, Un ess it waseorporatef . i el o

T I SRR PR B S AN TR Y
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Seerotary Dirron, Even then he could do one $50 million issue and
then wait 4 months and say *I changed my mind and I need another
SgOllpillion.” He would coms in anﬁ you wouldn’t have any control
of him.

Senator McCarrny. To what extent do you think that the improve-
ment may be due to what has happened in the Xuropean economy in the
last. 9 months and what has happened to our economy ¢

Secretary Divron, I think, as I pointed out to Semator Bennett
carlier, in the case of outstanding equitios, outstanding stocks, thers
have been two things at work here. The interest-cqualization tax has
made the purchase by Americans of foreign stocks from foreigners
unattractive as compared to what they could do here. Parallel to that
has been the fact that the Iiuropean economy has been inflationary.
They had a price-profit squeeze, if you will. They still make plenty
of profit, but nowhere near as much as they did 2 or 8 years ago.

here have been some political developments in Furope which
might give some cause for concern to investors, and as a result of that
I think one can see a greater volume of American investors selling
Kuropean securities than had been the case bofore.

Now, there is nothing in the tax that would encourage someone to
sel a Furopean security to a foreigner that he already had—possibly
quite the contrary, beeause once he has done it he can’t replacs it.

Nevertheless, t}‘:ls selling is something which has contihued. So
this, coupled with the tax on buying new securities, has led to a rather
dramatic switch in t.rading in outstanding securities. Instead of hav-
ing an outflow of funds of around $200 million or $250 million a year,
we are having an inflow of fundsof about the same volume. So it is
a difference of over $500 million In our favor. .

Now, part of that is due to economic conditions in Europe, but I
would imagine it is less than half of that. I would think the rest of
the savings, on the bo'ri‘owings on debt issues, I don’t think economic
conditions in Europe havs had any effect.

Senator MéCarTry. I think that igall. '

Senator Smatners. Thank you very much, Mr. Secretary, for a very
lucid and persuasive statement. , J . |

The committce meets again tomorow at 10 o’clock’ at which time
they will hear the witnesses for the opposition,

We will stand in recess until 10 o’clock tomorrow.

(Whereupon, at 12:25 p.m., tlie committes recessed, to reconvene at
10 a.m., Tuesday, June 80,1964.)
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TUESDAY, JUNE 30, 1864

! UtSo SBNATE,
CoyMMITTEE ON FINANCE,
Washington, D.C.

Tho committee met, pursuant to recess, at 10 a.m,, in room 2221,
Now dS_enum Oflico Building, Senator Harry IFlood Byrd (chairinan)
presiding. _

]’ws‘engt: Senators Byrd, Long, Smathers, Douglas, Talmadge, Wil-
linms, Bennett, and Morton, -

Also present : Arthur Rothkopf, Treasury Department, Elizabeth B,
Springer, chief clerk. .

The CrniammyaN. The committee will come to order, .

The first withess is Mr. Andries D. Woudhuysen of the Association
of Stock Fixchange Firms,

Will you take a seat, sir, and proceed.

STATEME?;T OF ANDRIES D. WOUDHUYSEN, PARTNEK, BURNHAN
& €0, NEW YORK, N.Y., REPRESENTING ASSOCIATION OF STOCK
EXCHANGE FIRMS; ACCOMPANIED BY DAVID KLEE, CHAIRMAN
OF THE FOREIGN SECURITIES COMMITTEE OF THE ASSOCIATION;

' JAMES LYNCH, ASSISTANT GENERAL COUNSEL OF THE ASSOCIA-
TION; AND JOHN NEVINS, CASRIER OF MODEL, ROLAND & C0.

Mr. Woubtipysen, Mr, Chairmai and’members of the conimittee,
my nanid'is Andries D, Wouwdhuysen. T'ani o pattner of Burnham'&
Co., n member of the New York Stock Exchangé and very uetive ip
the foreign securities market. ' o
T am testifying on behalf of the Association'of Stock Ixchange
Firms, a ndational trade associntion which represents 600 member firms
of the New York Stock Exchnﬂﬁ.. o _' N

I'am accompanied by Mr. David Klee, chairmin of the foreign
securitics committee of the association; Mr:. James Lynech, assistant
ronernl counsel of the associntion; and Mr. John ‘Nevins, cashier of

Todel, Roland & Co. o :
.- Mr. Nevins and I will divide the testimony'and the time allotted to
tho association; I will testify with respect to t]xqb,a‘lance-of?ﬁ ments
as‘)ectgandthéprmciples\mdeﬁlym the proposed bill, and Mr, Nevins
will deal with the administrative problems. . =~ . . ...

I am testifying in oPposition‘ to H.R. 8000 because we believe that
the {)roposod tax is ininieal to thoe best interest of the Nation, inas-
much as it is predicated upon the erroncous assumption that private
U.S. capital exports are a principal cause for'the continuous'deficits
in the U.S, balniice of international payments. o

R B g
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To take that position is as mistaken as looking only at U.S. com-
mercial imports as a source of capital outflow, without giving con-
sideration to exports as the complement of imports in what we call
our trade balance.

, PRIVATE U, c;\m'mr, EXPORTS
S N S AN I I L B W

Private U.S. capital exporté are only one side of the sector—capital
movements; the other side beinf; the inflow in which income received
on foreign investments {nq;'e than offsets the exports of capital on
account of private fortign investments, -

From a balance-of-payments point of view, there & ¢ no important
and unimportant items; each purchase from a nonresident and each
service rendered by a nonresident creates an outflow from the United
States; each sale or service rendered to a nonresident creates an inflow
of motiey. , ‘ B N L .

While this is perhiaps somewhat an oversimplification, it is basically
cogrect, ; and lack of time prevents me from going any (ieeper'i'nto the
subject. o ‘ ' :
~ However, there are indeed types of otitflow of capital which ‘dre
moro desirable than others. While tourisii may be educational and
creates better understanding among people, from a balance-of-phy-
ments point of view, thié'tremendous éutflow of eapital 'resul_t;ingb rom
seveial hundred thousand Aniericans spending their vacations abroad
represents an outflow of capital which creates very little in terms of
return inflow, except to the extent that it may stimulate foréigners
to.visit the United States (to see the country where a]l these strange
but hgce‘,p'eogle are coming from), and to the extent that the money
spent’ by U.S. toutists: abroad énables foreign countries to increase
‘their imports from:abroad, hopefully also from the Uhitéd States.
. Not_so with private U.S. capital ‘oxports. The return on these
capital exports in-terms of interest and dividends was estimated to
be,$3 billion in 1959, and had risen to $4.8 billion in 1962. . .

‘T have hot had the time, in the fow days available'to witnesses to
prepare their testimony, to check these figures, but they are taken
from the late President Kenned ’s special message on balance of pay-
ments, dated July 18, 1063, to the Congress of the United States, and
I am sure they are correct. " o,
_.Why the Treasury selected this sector of the balance of international
payments as g vehicle to redress the deficit is not quite clear, in view
of "the repercussions which it may provoke for the one arca of the
balance of payments which not only yields rich returns but actually
pays for itself,-inasmuch as the income it creates equals or surpasses

the outflow it causes. b

EXEMPTIONS : o
"The'Private U.S. capital expotts sector of our balance of paymeénts
is constituted of the fol bwing five categories:* - - ' - -
1.’ Qutstanding forsign seourities. -~ ~ -~
‘ g New issues of foreign secupities. =" ' ot
8. “Direct jnvestments, * - ol oo
_ 4. Other Iong:térm loans,
" 5. Shott-termledhis.

i
. LA RO N R yi. et wy o -or oy P . 'S
el iy PRT . RV

1 Because of lack of time, and 'for»lh"% convenfénce ‘68 the members of the committes, ‘a
more detailed explanation of each of theae categories is appended to this statement as
exhibit A, for inclusion into the record.

\
|
|
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Theiproposed bill{ as it was.approved by the - House of Representa-
tives, exempts from the tax the categories above referred to under3
and 5,-while it exempts from the tax the léng-term lodns referred to
under 4 above, if such loans aré made by:a commercial bank in‘the

ofdinary course of its commercial banking business;" - -+ ™ L

Since this type of loan i§ in-practice indeed largely ‘extended by
commercial banks, and since thése commeréial banks would normally
not extend such loans unless it were in the interest of their commercial
banking business; it can besaid that category 4 is, for all practical pur-
poses, exempt, afthough-perlm s in theory there may be some loans
under this heading ivhich could :be subject to'the interest equalization
tax. P : . o - : I

This leaves only two out of the five categories subject to the tax,
and these ave: IRCERENE o N

1 Outstanding foreign securities.

2. New issues of foreign securities,. - - noo T

And even' these twvo categories are not invariably suliject to the tax
because there are a considerable number of exeniptions; some of:which
are very important,

Attached hereto are tables furnishing the statistics by areas and by
forms of capital export for the f'ears 1060, 1961, 1062, 1963, and the
first quarter of'1964 (exhibits A-1, A-2,and'A=8)." =~~~

In envinerating to what exte‘nt"e\"en''the*rei_nain‘ih’%i two' categories
are exempt from’ the tax, attention is'directed to'the fact that in bath
categories the securities of international institutions of which the
United States is a meriiber are éxcludéd fromthe'tax, @ .~ '

Also exempt in both' categories’ are the securtities of so-called less
developed tounttries and less' developed cotifitry ‘corpoiiationis, The
term “less deve]oEed country corporations” ?‘l’t’liés to_corporatiphs
otganized \irider'the laws of less'developed' countries and meétihg the
1'ejquu(~lé1‘(r‘lients of sectidh 988 of the Internal Revenue Codo of 1954, as
amended. . o e
. :In'addition tg the exeniptions referred to aliove, the proposed. leg-
islation includes provision {or the exclusion froni'the tax of original
or new issues where required for international monetary stability,

- Under thig sectjon, the' President may, at any time, determine that
the application of the interest equalization tax will have such conse-
quences as to imperil or threaten to imperil the stability of the inter-
nationdl monetary systeni.  Under this section 6f the pry Posed legigla-
tion; the President has already indicated that Canuda will be exempt.

Whnlg‘ it pleases us that Canada-will be e;;eg‘iip_t"from, the tax as &r
48 new issues are concérhed, it canriot be dénied that Canada was'the
’sm%lle‘ largest distributor in' the Unitéd Stdtes of “naw issues” in each
of the years 1060’ thirough 1083, and th:* this éxemption is one teason
why tﬂm"tax' applies'to less than 10 perceit 6£ the total ‘private U.S,
capital export. O TP T S
+ A glance at the annudl tothls in the statlstics appented to this btate-
ment: reveals that totil private U.S. cipital QXE’,é ts'during: the 51
months’ {)erigd'coverjng the 4 yeary 1960 through 1988, aiid the: first
quarteér 1084, liive amotnted ‘to approkimutqu'$16.2"}§illidp’,~,";
- It does 'not require compliclited: calonlations to 'dotermine that the

following categories are sxempt ¢ Divéctinvéstmetits] ;igﬁilli'o'h {long-
and short-term loans, $5.8 billion; leaving subject to the tax a total
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of $3.7 billion; re résenting the two categories “Neiv issues of foreign
securities” and # utstanding. foreign securities.” . = | ‘
.+ Deducting from these the exemption for Canada and for such areas
as Latin America and “other areas,” which aré exempt -because they
fall within the category “less deveioped countries,” we have to: take
another $2.2 billion off so that only $1.5 billion remains, which is less

than:10 percent of the total of $16.2 billion, ... - ..
" There:are quite a-number of other more or less important exemp-

tions, but it would take up too much time to‘enumerate them-all.

-Our analysis of ithe three cate%;ories which.are exempt;and the two
eategories which are subject to the interest equalization tax, and ap-
plying whatever further exemptions have been granted to those two,
divulges that no more than 10 percent of the total private U.S. capital

exports is subject to the interest equalization tax. Lo
uring the 4 years 1960 through: 1963, and the' first quarter 1964,
rivate 6.8. capital exports have aniounted to $16.2 billion; and on'the
* basis of exemiptions referred to above, one can safely estimate that no.
more than approximately 114 billion is affected by thetax. . -

_ . EFFECT OF EXEMPTIONS :

During the testiniony before the House Ways and Means Commit-
tea in August 1963, several Witnesses pointed out that the structure of

the capital market is such that by closing off one sourcq of funds, re-
.course ca be had to other sources. . © . |
Thus, theffability,t_o obtain financing from sources which are exempt
from tfx}e‘ interest equalization tax, such as commercial- bank loans,
will"divert new finanging from the' public securities markets to the
ycq%m‘ex"éigl,bz\_'iiks., Lo
ne w

it L R T L PP
e j‘tf;ess_‘.‘st‘_a;t‘ég;j;hgrg‘was a real prq?f)e;:t. that, the bi}l: will haye
little o1 no ffect in ‘red_gcm%t]}g total outflow of private ¢apital.., An
added ‘disadvartage to the balgnee of payments can result from.the
diversion from the public securities ‘markets to bank loans, because
bank loans affect the U,S. balance of lpaymen;,s by the. full amount of
'the'loa,ig}‘,_,tv_heljea,s'pjui Lic, issiles are also bought by foreigners, . .. ..
As ' gp{spl,t,, $5Qm Tion ‘of public financing’ I;aqa-,less unfayorable
effect upon the balapce of payments’ than $50 million of hank loans
tpfOl‘Bl ’~el.'s'4 » .‘A,f'. - ' C g -\:"“f R S N DR S I
_-How legitimate this (varning was, is demonstrated by the statistics
attiched to this Statement, S n et
.. A eursory glance at, the statisties of long- and short-term :loans
Since the dnterest, QQﬁ611Zagdu tax was effective, in con parison .with
prior ‘periods, ‘immediately ,di\‘{ulges that the Aeﬁ‘ec!::o} the interest
equalization” fax on, the category ‘New issues. of foreign. securitios”
has been irgmpl%télja‘éﬂs;et} by ag&rp increase in the.category. “Long-
and short-térm loans.” o | s e
- We aro not suggesting. that g;e United States

tes a¢ a source of capital
completely closed.off : We are, how-

for foreign borrowers hould b .
every, d;)pgpsfzxjij;{ng, that the interest equalization tax has been. ab-
solutely Ineffectiye in teducing the capital otitflow, and that its on

offect has bf}; to dw% foreign borrowings ,ffom the.public securitiés
markets in the United Stafes to tha commercial banks, et o
! S S T TR ST PRSP e L

.
o
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The statistics for the first quarter of 1964 as-compared to the first
uarter of 1963, are also appeénded to this statement, and prove that
this shift from'taxable sources to tax-exeinpt solirces, from the public
securities markets toithe commercial-banks, is continuing unabated.

v " YOLUNTARY 04141'1‘,\1, ‘ISSUES COMMITTEE -

- Under these circumstances; one cannot but reach the conclusion
that a voluntary Capital Issues Committee under the auspices of the
Federal Reserve Bank of New.York; similar to the one in operation
during the Korean war, might be an effective substitute for the interest
equalizationtax. - . . . . . R
A voluntary Capital Issues Committe.e”comg‘osed”of members_of
the financial community in cooperation with theé Federal Reserve conild
set up and gpply guidelines with respect to the total amount which
the United States can afford ‘to lend to foreign borrowers on a quar-
terly or semiannual basis. .. . -
-Such a Capital Issues Committee would, of course, be applicable
to the catdgory “New issues of foreign securities,” and it would:not
affect the only other category subject to the proposad interest equali-
zation tax, the category “Outstanding foreign securities.” . ..
. -As the attached statistics over a period of 414 -years clearly demon-
strate, this category does not requiire dny safeguards. © - . o
.. Considering” the foct that Intermitiona nstitutions, of which the
United Stafes is:a member,.are exempt from~the proposed interest
equalization tax-anyCay, and applying that principlg to this category,
{6'is established yond"(ioubt‘t iat the United States Stqrtéd divesting
itsolf ‘of foreigh securitics immediftily gfter 1961, 114 years
before the intgrest equalizatioi jax wis anno A N
~ "As a'matfer of fact,T had the privilege of attending: Yesterday’s
hearing before’ the qém during_whieh- Secrétary DilNon: testi-
- fied, and Afterward ¥ J: ® to styrdying the Atatistics
attached fo his testimony.: ... , N i e

fo h  stg exﬂe t,»If‘fﬁ‘ﬁd')t !l:ﬁ;»ﬂlb“

Looki % at table No. 22fa‘ A -fin
Treasury lists separately “Ne ) “Ontgtanding sectirities]” “Re-
demptiohs.” _ ‘ I\ o . s B
Needless to say\that thy {rede ly tothe outstandjng. se-

éiirities, because there can g no teden
redice thé outflowlof egpitalon’actpunt £
securities\by ‘thé atpoufits 6f Yedempti
separately) wé find that’ the ‘ou

1 R N4
F Rridoncp Tsted

y of oiit:

standing sexurities was as fgl LR , S

ST C AN SN W ‘ - . Lo 0 e L L Milllane
1080 OUtAOW- o\ m Mee s cmmmme N e A e —$108
1981 OUtAOW. oo N\ c e TS e e e e —239
21062 Inflow. oo o N cnccccmrccmcmmnmac e ca o +107
1968 INAOW. oo e\ ccnmccccccccccncccmmcccc o ccne e g e e 4189
1964, 18t quarter INlowW N oo m oo e eeeee v-m= +072

With this ineffective tax;the Statésts giving away on a silver’
platter its status as the leading international gnancml center of the
world. It gained this status because London, which had been the pri-
mary international financial center, was unable to maintain it as a re-
sult of the Second World War, :

84-987—84——9
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Until the announcement’ of the interest equalization tax, London
never regained its status. Since July 1963, it is well on the way to tak-
ing over from New York. This demonstrates how difficult it is to re-
gain international financial prominence, once it is lost.

How many years will it take to regain that prominence for New
York, once it has lost its status as the leading financial center of the
world as a result of the interest equalization tax# .
~ As'one of the actions in his program to reduce the deficit in the U.S.
balance-of-payments and defend U.S. gold reserves, the late President
Kennedy, on October 2, 1963, appointed a task force on “promoting in-
creased foréign investment in U.S. corporate securities, and so forth.”
One of the terms of reference of this task force was:

‘The identification and critical appraisal of the legal, administrative, and In-
stitutional restrictions remaining in the capital markets of other industrial na-
tons of the free world which prévent the purchase of U.S. securities and hamper
U.S. companies in financing their operations abroad from non-U.S8, sources.

In its report dated %(pril 27, 1964, the task force, under the chair-
manship of Henry H. Fowler, then Under Secretary of the Treasury,
states:

No useful purposes would, we belleve, be served by making detailed recom-
mendations as to the removal of foreign restrictions or methods by which other
countries could improve their domestic capital markets. In each country these
matters are often complex and technical;-they involve delicate domestic rela-
tlonships; frequently they transcend financial considerations and encompass
national policies svell beyond the terms of reference of the task force. It should
be noted that efforts to remove restralning influences on sales of U.S. securities
to foreigners will ralse in foreign financlal markets the question of the con-
tinuancé of the U.S. interest equalization tax as a factor affecting the sales of
forelgn securities to U.S. citizens, however temporary and special its basis,

It is obvious that this task force, under the chairmanship of the
Under Secretary of the Treasury, could not be too critical of the
interest equalization tax. But it is equally obvious that it considers
the interest equalization tax inconsistent with the administration’s
desire and efforts to promote increased investments by foreigners in
U.S. securities, and as an obstacle thereto. .

CONCLUSION

On the strength of the above testimony, the opinion of the Associa-
tion of Stock Exchange Firms is evi(}ent; we respectfully urge the
Senate Committes on Finance to conclude that the bill is ineﬂgective
and inequitable, and that it should, therefore, not be enacted. If the
members of the committee feel that some form of legislation is un-
avoidable, along the lines proposed by the administration, it should
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at least exclude the category “Outstanding foreign securities” from
the application of the tax, although the members may well wish to
take al?the time they deem necessary to study the many ramifications
of the legislation in its proposed form and may wish to give serious
consideration to a voluntary capital issues committee as a substitute
for H.R. 8000.

The Cratmraran. Thank you very much.

('Tho statements referred to follow :)

ExHIBIT A. BRIEF EXPLANATION OF THE FIvE CATEGORIES CONSTITUTING PRIVATE
U.S. CAPITAL EXPORTS

The Department of Commerce from time to time publishes these statisties
classifled by areas and by form of capital, and as far as the different forms of
capital are concerned, it distinguishes:?

1. Outstanding forcign securities.—These are securities issued by forelgn cor-
porations and bought by U.S. investors (private and instituttonal) as portfolio
investments. This category is by no means limited to foreign securltics listed
on natlonal stock exchanges; it includes many hundreds of foreign securlties
for which an over-the-counter market is made in the United States by certain
brokers and dealers. Neither is this category restricted to foreign securities
registered with the SEC; more often than not these securities are not registered
in the United States, but there is no legal restriction on transactfons in these
securities by virtue of the fact that they are not newly issued.

2, New issues of foreign sccuritics.—These are new issues floated in the United
States, registered with the SEC,

3. Direct investments—This is a somewhat loose label generally used for in-
vestments by U.S. companles in foreign subsidiaries and for acquisitions of
substantial blocks of an equity in one foreign company on the part of one U.S.
investor or a group of related U.S. investors, having in mind to acquire an in.
terest in a foreign company. This label does not necessarily mean the acquisi-
tion of a controlling interest, and the text of H.R. 8000 dated March 9, 1964, of
the Interest equalization tax, uses the term “Direct investments” for equity
interests amounting to 10 percent or more of the outstanding voting stock of a
foreign corporation.

4. Other long-term loans.—This ecategory includes long term, that is to say
more than 1 year, loans to foreigners or foreign corporations by commercial
banks or any other U.S. lender, such as pension funds and other institutions,

5. Shori-term loans.—The same as the previous category, but maturing within
1 year and largely made by U.S. commercial banks, but in some instances by
other U.S. lenders to foreigners. The distinction referred to in this paragraph
and in the preceding paragraph between long term and short term used to be
one largely deterinined by the policy of the lender, and in general banks in the
United States used to consider maturities of less than 2 years as short term
and maturities of more than 2 years as long term. The proposed interest equal-
jzatlon tax exempts from the tax maturities of less than 38 months, so that by
virtue of the proposed bill the dividing line between long term and short term
is arbitrarily established at 3 years, at varlance with the statistical practices
followed by reporting U.S. agencies. ,

1 Categories 1, 2, and 8 apply to equity securities as well as debt securities, whereas
categoriea 4 and § apply practically always to debt securlities.
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YXHIBIT A-1.—Tolal private U.8. capital exports dy area

{Millions of dollars]

Out- New Other Short-
standing | issues Direct Jong- term
foreign | foreign | invest. tecm Joans Total
securities | securities| ments loans (net) -
(net) (net)
19G06: ) - .
EUrope. ... ueneeiieciiciaicannees —126 1 -962 -13 —423 ~1,523
Canada —-94 -109 —451 32 —213 -835
nil -95 ~95 —159 -190 —~539
—49 ~73 —154 —-60 -522 —858
Subtotal ... —-269 ~276 | —1,662 —-200 | -—1,348 -3, 755
lntematlonal institutions, ete......... —40|  -78 -2 Nil Nl | 230
Y 1 S —309 —354.) —1,604 —200 | -1,348( -—3,885
1961; ‘ vt
Europe... «ocicmmemiiiaccicacecaa. -234 - =27 —-724 | =116 —49 -1,1%
Canada, ... ceeeae i —88 -182 —302 10 —503 -1,
Latin America...........oooaioaoe. -18 -4 -173 -108 —-150 —453
Japan. .o -1 ~59 -29 -3 —695 —~828
01117 SO -51 -109 —363 -15 —159 -697
Subtotal ... ............... -402 38t | —-1,501] —263| -1,8%8] —4,108
International institutions, etc... 15 8 " -8 Nii "Nil : 13
Total..eee e iieiaaieaaas -387 =315F —1,59 -263 | -—1,558 —4,180
1962 )
Eumpe ............................... -16 -162 —867 -82 —154 -1,311
................................ 0 —374 —314 -37 —64 ~710
Latln America ........................ -22 —88 32 -39 —-103 —220
£:1 ¢7: L« R [ . -3 -97. —54 -108 ~245 ~527
Other.o..ooe.eae... Cheemecanceoranene —18 —84 =377 8 43 —426
Sudtotal ... ...l 2 ~805 | —1,580 —~258 —553 -~3,104
lntematlonal lnsmutlons, 0. ceu.... -8 —68 74 Nil Nil —-240
Total...... s emeenne -06| -813] -n654| —258 ~553 | —3,434
1063: - .
Burope. oo ciiciaeanes 2 —219 —869 513 -~8§2 -1,711
Canada. ... ... .. ... 81 —629 —334 16 42 -84
Latin Amerlea................ .. ... -1 =171 —~63 29 —-08 -150
(.} (2 ¢ VPPN demncccnanan -29 ~131 -68 =114 —440 -782
L3112 -5 -59 —489 18 —-118 -653
Subtotal. .. ... cceoiieiiian i, 481 —-1,0851 -—1,823 —~564 -696 | " —4,120
Intemauonal institutions, etc......-.. -84 | 11 -39 Nil Nfl -82
17\ PO UL S -8 —1,0M4'} -—1,862 -564 —696 —4,202

Source: Survey of Current Btislness. June 1964,

o ——
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ExnIBIT A-2.—Quarterly private U.S. capital export by area

127

[Millions of dollars}
Qut- . New Other 8hort-
standing | issues Direct long- term
forelgn | forelgn | invest- term loans Total
securities | securit ments loans (net)
(net) (uet)
1963 (Ist quarter):
—-17 —-63 —408 -3 87 —-424
30 -3l 118 19 =57 —487
2 -1t 13 -13 .8 60
—-10 -12 —-13 -2 -12 -60
-2 —15 -3 25 -3 -5
3 —42 ~854 -19 . 62 —-950
-62 [ 3 Nil tel -5
—59 —438|  -s8 -19 61| —1,008
(] 3 -0 152 -21 -374
20 -7 -21 4 —244 © =312
4 -1 ~15 ~15 —68 -102
4 13 -3l -5 -239 -309
2 21 -3 -13 -6l —~166
] -87 —410 -232 -630 -1,2683
3 -1 -3 Nit Nit -21
9 -88 | —43| -2 ~6301 —1,28¢
1 Preliminary.
Source: Survey of Current Business, June 1964,
Exumn' A-3.—S8emiannual private US. capital ezporlc by area '
[Mllllons of dollars)
0ut~ : New ‘ Other 8hort- . .
standing | Issues Direct fong- | term -
foreign | foreign | invest- | . term Joans Total
securities | securities| ments loans (net)
(net) (net) -
1962 (24 half); , Lo
éuro lf). ............................. 32 . =10 =371 —-43 -~213 -505
E:a?‘dim. ...... fg -ﬁ'sla ‘—20} -13 -10 -':58
MerC8. e ceecrcinrmnenannnand. - - L - -
J8paN e oo Lo ~13 —69 St - i 1
Other...ccoeannmeana .. temcres ceesrf omll =70 —159 el 36 ~182
C SUbtotAl.. . . eeniiieilaeiaieaa. 44 ~ ~768 Nil -~2713 --l 488
Intematloml lnsmutlons, eto....... -10 | -9 -1l NIy =100
O 7Y S at ~502|  -—s62 ~1 —am | 1,604
Revised totals!.._....._..... eeeee 28 ~403 |  —948 1| 316 1—1,%48
. N B ot e ’_-— =
54 -3 -34| -u3 1 , =641
50 —-34 -163 —385 204 92
1 - =14 -13 81 143 -228
~4 —-54 =19 -$9 =394 —460
" ~16 ‘--1'!3 (-2 ~89. 208
Subtotal ... ...l ms| -18| -si2 -ni’ ~h5 | 1,488
Intematlonal insmuuons. etc ........ [ '8 -8 NI Nil B
U X7 S UL U 120 - —~168 -810 —-418 RTE -1 500

1 Revised totals as reponed in June 1964. . Survey ofcumnt bnslness area breakdown was not publlshed
SOurces Survsy of Current Business, March and June 1964, | . ‘

i
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The CuaramaN, Senator Talmadget -

Senator T'ALxapce. No questions.

Mr. Woupnuysen, Mr. Nevins will testify on the operational ns-
pocts, with your permission, Mr. Chairman.

‘Senator Bennerr, Would you ymfer that Mr. Nevins testify before
wo question either or both of you

Mr. Woupnuysen, I would, Senator Bennett.
~ 'The CirairMan. Our time is limited, you know.

Mvr. Woubnuysen. Iapologize.

The Cuamraran, It is understood, I think we can only have one wit-
ness but if you would be very brief as we have & number of witnesses
and we have to %2 into the session at 12 o'clock.

" Mr, Nevins, statement it quite brief, -
~ I am John A, Nevins, cashier of Model, Roland & Co., & member
firm of the New York Stock Exchange and an active dealer in foreign
seourities. I am here a8 a representative of the Associntion of Stock
Exchange Firms, a voluntary, nonprofit tradé association comprised
of approximately 600 ihember firms of the New York Stock Exchange.

The associntion’s membership is ngtionwide, and many of its mem-
bers have fox‘ei&l branches ns well. As president of the Cashiers’
Association of Wall Street, I am in a position to collect and coordi-
nate n great deal of information relating to the operational problems
(hat would be created for the securities industry by the passage of this
legislation, especially with regard to the retroactive information re-
porting requirements. \ o

As you know, when'the interest équalization tax was first proposed
last July by the late President Kennedy, the securities industry was
suddenly required to create a whole new system of forms, controls, and
procedures, not oily to assist the Treasury in enforcing this proposed
tax but also to inform customers of their obligations under the pro-
posed logislation, .

For the past year we have been in the rather inconceivable situation
of trying to comply with a tax law that has not been enacted. - Only
during the last couple of months have some fairly standard procédures
beon worked out that allow us to intograte this compliance information
with customers’ records and with re¢ords maintained by dealers,

Moreover, some of these procedures will be changed in:the: near
future since the Treasury is planning, upon passage of this bill, to
roviso the various forms presently in‘use, -

I might add that the Treasury has been extremely ecooperative in
submitting draft copies of these forms to our industm;{for comment.
~ When this legislation was first introduced in the House of Repye-
sentatives, it did not contain any requirement that brokers supply the
Treasury with information as to foreign transactions participated in
by their customers. The only returns proposed were the quarterly
returns to be filed by persons who incur a liability for the tax.

“The bill now hefore your committee requires information returns
from brokers, The Treasury has already announced that these filings
will be required quarterly, retronctive to July 19, 1968, ;

In offect, this provision shifts a great deal of the administrative cost
of enforcing this bill on to the shoulders of our industry. Not only
will the ennctment of this bill have n detrimental economioc effect on
owr business, but now we are being asked to pay for its enforcement.
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Since the Secretary of the Treasury has stated that this bill isa tem-
»orary exciso tax and'not a revenue measure, we feol that it is entirely
inejuitable that our industry should be forced not only to bear the
hugs expense inivolved in niaintaining the voluminous records required
by this bill but also to prepare quarterly information returns.. . ' . -

As has been pointed out, should this bill be enacted, the effective date
of it would be July 19, 19683. The Treasury has announced that. they
will require information:retwins oi all-taxable foreign security trans-
actionsrotronctivé tothatdate. .- . - .- .. -

The ‘compilition of such information on theso transactions is.an
enormous, time consuming and expensive task. The-only way:firms,
whether highly automated or not, could possibly compile this informa-
tion acc‘urtitel{y would be to pexrform a complete audit of all their for-
oign . transactions of the:past 12 months., - This could not be:ac-
complished by tho nse of computers and wonld require a great many
oxpensive man-hours of work. e

A serious quastion nlways exists in any: of these information return
prograns as to the effective use of this mfoimation by the Treasury.

American business spends untold millions of dollars each year in the
preparation of these forms. . To require that we now incur any addi-
tional:burden for what. is purpoited to be a:temporary nonrevenue
excise tax appears completely unjustifiable. . . - .. U
- Tho' problems -involved are truly :staggering if one conpiders the
nbsence of standard procedures which existed for.many monihs, the
diffionlty of determining which. transactions aro subject to the pro-
posed tax (especially in the area of transactions in corporate securities
of less developed countries), the problems of indoctrinating brauch

offico manngement and sales personnsl, and the administrative con-
fusion which existed and continues to oxist to a Jarge degree as between
dealings in listed and unlisted foreign securities, -~ . . .« - .

~ In gonclusion, I wonld like to make the:following recommondations
should.the bill recoive the further attention of the committee. ., . .-

1. That the committee revise the proposed section 4920(c) :so:as to
make the offective date of the logislation coincide with the date of the

onnctment of the bill. In-other words, completely eliminate the ret-
vonctive nature of thislegislation. . ..~ .0 ..., ooy
2, That the*committes completely eliminata the requirement that
brokers and dealers file information.veturns. This.would restriet, the
ﬁhfng.- requivement tq.thoge taxpayers who have incurred a tax liability,
. In the event the committeo doasnot favorably. consider these recom-
meondations, wo then mqlhest. that & ?pecial current :effective date be
included in section 6011(d)(8) which wonld pertain to information
votwrngonly, . . .. oo

I wish'to reaffirm the sh'onﬁ bjection of the Association of Stock
Exchaunge Firms members to J .&.8900.. Wae offer these recommenda-
tions.on certain ‘of the paints.contained in the bill only to:point.out

;he,?verall operational problems that the enactment of tiis legislation
would create. We hope that the committes will call on this associa-
tion for any further information it may desire, : : .
AThankyow, . o g e

The CizairmaN. Senator Bennett? L SN
_r.Senator BennErr. I am sure I.am going to mispronounce your
name.
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Mr. Woudhuysen, would it be fair to say that it is your impression
that at the expense of making some temporary gain we are making a
long-term loss in relation to the balance-of-payments problem and in
relation to our status as the center of the international monetary
market of the world, caEital market ?

Mr. WoupnuvseN. Yes, Senator Bennett, :

I think that is quite a fair statement. The fact that, under the pro-
posed legislation, residents of the United States cannot purchase for-
eign securities outside the United States unless they incur a 15-percent
tax makes it—for all practical purposes—unattractive to buy foreign
securities, so that the only corrections which investors who own for-
eign securities can make is to sell.

“The result will be a current erosion of quality and erosion of quality
in the total U.S. holdings of foreign securities, with a subsequent
reduction in income to tﬁz detriment of the balance of payments in
future years. :

Senator BEnNETT. Do you see any weakness in the situation because
the bills or the proposed life of the law is more or léss indefinite?

 Of course, the law is supposed to expire in 1965, but it is one of these
temporary laws and nothing is more permanent than a temporary law.

Does this‘hnve any effect, psychological effect, on the investor?

Mr, Woupnuysen. Yes, Senator Bennett. There is a general belief.
as you expressed: it quite correctly, that the chances:that this bill will
indeed expire at the end of 1985 are extremely slight.. . 4

Senator BENNETT. ' So an investor would rather buy a security whose
tax status he can:depend on than one wliose tax status-—-the tax status

-of whesein¢ome isuncertain,.. .. .

Mr. WoupnuyseN. Yes, Senator. A

Senator . BENNETT:. Now, I.was very much interested in your state-
ment that.this bill lets the big fish-through and only gatches the little
ones. That only 10 percent.ox the capital outflow is affected by this
tax, and to:arrive at that figure you use a period from the beginning
of 1960 through to the present. .. .

‘What would the figure be if.we considered only-the recordsof the
last year since this law was propesed ? -

Would it be as low as 10.percent or higher? . .

Mr. WoupnuyseN. Since the bill:became.- effective, the outflow of
capital in the two areas which are affected by the hill has, of course,
decreased substantially, so that its'relationship'te the, total whicli has
not decreased is affected, and I would sav if it'hds applied only to'the
period since the bill has been effective, the percentage'is smaller than
10 percent. o ' S

. Senator BENNETT. Would you think it might be as small as 5 percent
or have you not done the computitions? : , :

Mr. WoupnuyseN. We would lave to tike the second half of 1968,
as on exhibit A-3, with a total outflow of $1,500 milliofi, plus the first
quarter of 1964, with a total outflow of $1,284 million, so together,

$2,784 million. The areas affected are outstanding and new issues
which in the fourth quarter rendered a' surplus of $11 ‘million, and
now I am not, because it would take too much time to make the cal-
culation, I am not taking out Canada, I am not taking out Latin
America, and I am not taking out other countties which aré’exempt.
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In the second half of 1963 the outflow was $47 millidn, so that it leaves
an outflow of $38 million for the 9 months in the two categories nffected
by the tax, and there it would amount to about 114 percent of the total
capital outflow in that 9-month period.

Senator BENNETT. So as a result of this recommendation which has
not yet become a bill, we have further narrowed the area subject to the
tax until it now represents only 114 percent or approximately that.

Mr. WoupHUuYsEN. Yes, Senator Bennett.

Senator BENNETT. And 98 percent of the capital is still flowing out ?

Mr. Woupnuysen. Yes, sir.

Senator BExNETT. Not stopped by the tax?

Mr, WoupnuyseN., Exempt from the tax.

Senator Bexxerr. Exempt from the tax.

Let me ask you one further question which has been 'puzzling me.
Is it possible since Canada has an effective, almost total, exemption,
for Canada to become a pipeline through which capital can flow to
other areas so that the Canadian exemption could become a loophole
through which this bill could be pretty effectively negated?

Mr. Woubpnuysen. Senator Bennett, I don’t think this could be of
any material influence, I don’t think this would be substantial. Canada
could become a channel only if through Canada the securities of other
countries were offered to the public in the United States. But since
the bill applies to the area in which the securities are issued, I don’t
think this could be substantial,

Senator BENNETT. You don’t think it would be possible to set up
some kind of a holding company ?

Mr. WoupnuyseN. Oh, yes.

- There are always ways and means, there is no question about it.
There are always possibilities.

Senator BENNETT. So it would be possible for a smart financier, a
man trying to get into the American capital market without subject-
ing his people to the tax, he could probably find a way to use the
Canadian exemption as a device ?

. Mr. WoupnuyseN. A non-Canadian company could organize & stib-
sidiary, & holding company or a subsidiary in Canada which, in turn,
could float securities which would be exempt from the tax, and the
proceeds of any such issue could conceivably be made available to the
non-Canadian parent company.

As a matter of fact, I never thought of that. ,

Senator BENNETT. There is a slight fee, a slight charge for the idea.
Those are all the questions I have, Mr. Chairman.

The Cirammyan. Senator Morton?

Senator MorToN. Just one question, just commenting on Senator
Bennett’s calculation you made reducing this from 10 percent to 1 per-
cent the reason is this message did come up here last July 19.

Mr. WoupnurseN. You are right, Senator Morton,

The CuairmMan., Thank you very much. ~
. The next witness is Mr. William T. Barnes for the American
Research & Development. Corp.

Will you take a seat, sir, and proceed.
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STATEMENT OF WILLIAM T. BARNES, OF LYBRAND, R0OSS BROS. &
MONTGOMERY, ON BEHALF OF THE AMERICAN RESEARCH &
DEVELOPMENT CORP.

Mv. Barnes, Thaik you, Mr. Chairman,

My name is Wiriax T, Barnes. I am a partner of Lybrand, Ross
Bros, & Montgomery and I appear on behnlf of our client American
Research & Development Corp., of Boston, Mass. )

I am accompnnied by Mr. Henry Hoagland, vice president of Ameri-
can Research & Development Corp. General Doriot, the president of
the company, extends his vegrets. He had hoped that he would be
here to testify before you but he was in Kurope when the message of
the hearing dates came out and was unable to return,

I wish to diseuss what I believe to be an unintended hardship which
will arise from the application of section 4915(¢) of the bill as pres-
ently constituted. :

Direct investments in oversea subsidiaries and afiiliates are excluded
from the application of the interest equalization tax (sec. 4018(n)).

A “direct mvestor” is defined as one who owns immediately follow-
ing an acquisition at least 10 percent of the voting power of all classes
of stock of a foreign corporation.

The report of the Committee on Ways and Means states, by way-of
explanation, that “direct investment mnplies active participation in
the management of the corporation” and further that “decisions to
make investments of this type are concerned with questions of market
[iosit:ion and long-range profitability rather than interest rite
differentials.” | _

However, section 4015 (¢) of the bill iullifies the exclusion for direct
investment if the foreign corporation in which the investment is made
is “formed or availed of by the U.S. person for the principal purpose
of acquiring, through such corporation, an interest in stock or debt
obligations'ti\e direct ncquisition of which by the U.S. person would
be subject to the tax.”

~The committee report stntes that tlie purpose of the nbove-quoted

i)mvllslon 'is ‘to prevent U.S. persons from formhig “closely held”
10lding companies for the purposé of acquiring securities which would
be taxed if acquired directly. ,

Our client, American Research & Development Corp. -(hereinafter
referred to as ARD), was organized undei”the liws of Massachusetts
on June 6, 1046, ; - B
It was the first publicly ownéd venture:capital company in the
United States. . e

It was formed to supply capital ‘to help outsta'ndinf;’ individiials
build companies of stature and'to createé eapital wpprecintion for the
ARD shareholders, - ' U

AmongI its founders were Karl Compton; then president of Massa-

chusetts Institute of Technology; Merrill Griswold, then clinirman
of Massachusetts’ Investors Trust; and'‘former Senator Ralph
Flanders, then head of the Federal Reserve Bank of Boston.
. These men and others recognized the need in' America of an organ-
ization to supply venture capital to small or new businesses where such
businesses were not able to obtain long-term working capital from a
bank, insurance company, or from sale of stock to the public.
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Since 1054 ARD has qualified annually for special treatment inder
code section 851(e) =s an investment company principally engaged in
the furnishing of capital to other corporations which are principally
engaged in the development or exploitation of inventions, technological
imp}ior)?ments, new processes, or products not previously generally
available, :

ARD is neither a lending institution nor is it in the securities busi-
ness, It seeksan equity position or its equivalent in all ventures. The
nature of the work done at ARD involves the careful selection of ideas
and of men who are able to commercialize them successfully.

Since 1946 it has financed 83 companies. In 35 of thesse companies
f\RD has already realized gains, whilé in 12 it has already fealized

0SS08.

When ARD invests in a company, it stays with it through its early
years until it can be determined whether the venture will eventually
Do successful, as is proved by the average of 6.5 years for which it has
maintained its investments in those companies originally in its port-
folio in which it finally decided to sustain a loss and no longer work
with thecompany.,

ARD not o’nl{ ‘furnishes mongey to its portfolio companies, it also
furnishes consulting services; with members of the ARD staff often
sorving as directors and even as officers of these companies. -Such
services have included location of operating personnel, location of
plant sites, location of new products, location of customers, location of
ndditional sources of financing, financial planhing, and even: partici-
pation when necessary in operating decisions,

Of course, these services are not reﬁuired by all' of the compdnies
in which ARD makes an investment. Nevertheless, when ARD makes
an investment, it is always with'the knowledge that it may be called
upon to turnish such services, asit hasdonein the past,

Believing it to be imgortant to extend ‘this concept into the coun-
tries of our friends and allies, active consideration commenced late
in ‘1060 of similar operations in' Canada and. in Western Europe.

Tho position taken by Gen. Georges F. Dotiot, president of ARD,
was that the work must be undertaken by péople who felt that they
were neting copstructively. for their particular part of the world.

Canadinn Enterprise Development Corp., Ltd,, was organized in
QOctober 1962. ARD holds a minority interest in this company and
the remainder is owned by 24 Canadian and 2 British insurance com-
panies and banks. ' S

This corporation is operating in Canada in the same fashion as does
ARD in th United States. | o ~

“More tithe was required.to cah(?' out General Doriot’s concept of a
broad-based, European-controlled company ‘and to-get agreement
among the participants regarding its location and organization. -

In December 1963, there was organized under the laws of Luxem-
bourg a corporation known ag European Enterprises Development
Co. (hervinafter described as “EED”). Capitalized at $2,500,000,
EED is owned 60 percent by 18 foreign banks and gther,.ﬁnanoiai; in-
stitutions_representing 10 ‘Western European countries and 40 ‘per-
cont ‘oqually by 4 U.S. finfncial institutions, including’ ARD, =~ -
- General Doriot, president of ARD; is'also president and oliairman
of the bonrd of directors of EED. It is intended’ that ‘EEID) will
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éunction in Burope in the same fashion as ARD has in the United
tates. = - . L
. It is believed that U.S, enterprises will benefit substantially through
cross-licensing of patentsand other technology. . _

1t is the investment of the U.S. shareholders in EED which creates
the problem at hand. It is submitted that the intorest equalization
tax should not apply to these direct investments because—

(1) EED was conceived long before there was any discussion of
the tax and its formation had developed to the point that 76 percent
of the capital ultimately provided by U.S. sources and 78 ‘),crcent
of the capital provided by Iuropean sources had been II)le( ged to
the undertaking before July 18, 1963, the date of President Kennedy’s
message to the Congress. .

. (2) There will be active participation byhthe U.S. sharcholders,
particularly by ARD,.in the management of KED. ~

- (8) EEB will not be in the “securities business.” Not only is that
not its mission, but dlso there will be little market for the stocks in
which it will invest until the then struggling'company has become
well established and prosperous, if that time ever comes. This is a
venture which counts on long-range accomplishment—not on a quick
turnover. Moreover, a substantial part of EED’s activity will con-
sist of furnishing management assistance to its portfolio companies.

(4) EED’s investments generally will be either in stock constitut-
ing more than 10 percent of the voting power of all classes of stock
of the particular company or in equivalent amounts of convertible
indebtedness. YWhere the medium of convertible debt is utilized, the
interest rate will equal or exceed prime bank rates in that particular
count;;y. L , . ; :
I offer the following facts in support of the above-stated reasons.
Active discussions with American. and European banking interests

commenced during the summer of 1961,

Essential to the undertaking from the beginning has been the in-
clusion of traditional European capital sources in order to accustom
their financial managers to the concept as .well as the techniques of
furnishing true venture capital to small, untried companies. .

In order to influence substantial. European financial institutions
into participating in EED, it was initially found advisable to include
Morgan Guaranty Trust Co. of New York, through its Edge Act
corporation, Morgan Guaranty International Finance Corp., and Leh-
man Bros, as participants, since they were names well known in Euro-
pean finanoial circles. T , :

(Later, the Continental Illinois Nationgl Bank & Trust Co. of
Chicago, through its Edge Act corporation, Continental International
Finance) Corp., also indicated its willingness to participate in the
venture. .

- At the same time, these U.S.. investors were willing to participate
only if General Doriot directed EED’s activities in a manner similar
t{o that in which he had directed ARD’s activities in the United
States., ; ‘. o e . o

The board of directors of ARD authorized its participation in this
venture on October 11, 1961, almost 2 years prior to the President’s
message, to.an extent substantially greater than the amount ultimately
invested by ARD.. N L
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“A partner of Lehman Bros. notified General Doriot on October17,
" 1981, that his firm would invest a specified amount which wis greater
than the amount ultimately invested. )

An officer of Morgan Guaranty Trust Co. wrote to General Doriot
on July 27, 1962, stating that they would participate in a specified
amotifit which' was greater than that which was ultimately invested
by Morgan, as well. . : . ; . _

Thus, 75 percent of the ca{)ital- ultimately invested by U.S. share-
holders had been pledged to the undertaking a year prior to tlie Presi-
dent’s message proposing the interest equalizatiori tax, _

Discussions with the fourth U.S. shareholder were begun several
months prior to July 1963, and not finalized until after, but this share-
holder’s decision to participate was in no way motivated by the Presi-
dent’s message. '

Moreover, ARD requested an opinion from the Securities and Ex-
change Commission on March 18, 1962, and received a reply on August
7, 1962, permitting ARD to ncquire stock in EED. -

The delay until December 1963, in incorporating EED was caused
by the desire that a majority of its stock be owned by European in-
terests and by the time required; in the light of this desire, to obtdin
the necessary capital from and agreement among the European par-
ticipants.

Ig is abundantly clear that EED was not formed for-the purpose,
prineipal, or otherwise, of avoiding the interest equalization tax. It
18 equally clear that it will not be availed of for that purpose. = -

et it appears that, without amendment; section 4915(c) will be
applied as follows: ' R

RD owns 10 percent of EED, If EED acquires a 20-percent in-
terest in & European vventur?)_ARD has a 2-percent beneficial interest
in such ‘venture. Had ARD acquired & 2-percent interest in such
venture directly; such acquisition would have been subject to the tax.
Therefore, this line of reasonin%]\vould go, ARD’s original investment
in EED is subject to the tax. This: isjwitiwut re%ar to the fact that
ARD, had it chosen to do so, could have established a wholly owied
subsiciim'y to carry out this activity with no imposition ‘of the tax
whatever and also that it could make directly any of the 10-percent
investments which EED will make with no'ilnposition of the tax, but
because of the conduct of the separate corporation this result: would
seem to obtain, e v Ay

This harsh ‘result can be preventéed, éither by expanding the riles
presently ‘governing preexisting commitments or:by- providing .an
adiiitional excoption to-the “formed or availed of” rules-of section
495,0o, ) . s bt e . . P

Th(e )ﬁrst; approach coilld be effected by adding the following to
section 2(c) (5{ of the bill. This would be preceded by: :

Such amendments shall not apply to an acquisition * ¢ ¢ 3 :

(E) of capital stock which would have been excluded from tax under section
4015 of the Internal Revenue Code of 1934 but for the provisions of subsection
(¢) thereof, it on or béfore July 18, 1863, the acquiring U.S. persons (or, in &
case where two or more U.S, persons are making acquisitions attendant to:the
initinl capitalization of a corporation, at least 70 percent in interest of such
persons) had signified .to the person coordinating the organization of such
corporation the intention to Invest a speclfied amount of mouey through the
purchase of such stock, which specified amount was equal to or greater than the
amount ultimately so invested.
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The second api)roa’ch could be effected by adding the following to
section 4915(c) (1) : . , ,

This subsection shall not apply In cases where: ,

(A) The. foreign corporation: is principally engaged in the furnishing of
capital to other corporations which are principally engaged in the development
or explojtation of {nventions, technological improvements, new processes, or
products not previously generally available; o

(B) Substantially all of the foreign corporation’s investments aré in stock
constituting at least 10 percent of the combined voting power of all classes of
stock of the issulng corporation, or in equivalent amounts of. convertible indebt-

edness which is treated as stock under section 4020(a) (2) (D)

(O) The forelgm corporation’s activities consist In substantial part of the
turhishing of management serviced to the corporations in which it Invests; and

(D) The investments of U.S. shareholders in such foreign corporation are
sufficlently large that individually they could have made direct acquisitions of
the requisite 10 percent of the stock of any of the issuing corporations.

I appreciate-very much the opportunity to speak to you. .

- We will now be glad to.respond to any questions that you may have.

The CrAIRMAN. Thank you very much, Mr. Barnes. :

. Any questions? - . ... . - :

.-Senator BENNETT. . Just one. ,

.. YWhich of thetwo approaches wounld you prefer? -

.. Mr. Barnes. I have no choice, sir. I think that the second approach
isthe more restrictive. a

Senator BENNETT. Yes. It applies specifically to:your company.

Mr. BARNES, Yes,sir. The first is restrictive in that it would apply
only to a 10 percent investment.situation in the first place and only
to the initial capitalization of a corporation in the second place,

Senator BENNETT. Do you know of any other corporation that is
caught in this same squeeze? : .-

Mr. Barnes, I know of none in the same posture as we are. There
are only three 851 { 6) companies in the United States. The other ones
are relatively small and do not have foreign operations. -~ -

: .Senator BENNETT. No further questions.

- The CaairMan. Senator Morton? - : ‘

Senator MortoN. Noj I think Mr. Barnes made a good:point and [
haveno questions, = . = . . :

- The Cramyan. The next witness is Mr., Henry Kearns of the
Chamber of Commerce of the United States. :
. Take a seat,sir. - = : :

STATEMENT OF HENRY KEARNS, APPEARING ON BEHALF OF THE
CHAMBER OF COMMERCE OF THE UNITED STATES; ACCOMPANIED
"BY 'DON BOSTWICK, KEARNS INTERNATIONAL; AND JOHN
DONALDSON, STAFF, CHAMBER OF COMMERCE OF THE UNITED

STATES S .

Mr. Kearns. Mr. Chairman and members of the committee, my
name is Henry Kearns, I am appearing here today to present the
views of the gmmber of Commerce of the United States and on my
own behalf as president of Kearns International, a California cor-

poration engaged in the de'v_elopmenl; of private business updertnkingg
m intérnational trade and investment throughout the Orient.
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I am o member of the chamber’s foreign commerce committee, I
am_accompanied by Mr. John Donaldson of the national chamber
staff and Mr. Don Bostwick of Kearns International.

The‘interest equalization tax proposal now before your committee
constitutes an encroachment both on the principle of freer exchange of
international trade and investment, ang on the orderly conduct of
international commercial transactions.

It does not.merit the approval of the Congress.

The very iintroduction of the original bill as drafted by the Depart-
ment of the Treasury last summer was a move dangerously close to
the imposition of exchange control on the people of the United States
who are committed to following a traditional course toward freer
international flows of capital and goods. .

We have relaxed our own trade barriers, negotiated reciprocal tariff
reductions and encouraged the formation of intern~tional bodies such
as the World Bank and the International Monetary Fund.

When we. have been the target of discriminatory restrictions by
other nations, we have protested vigorously. From this standpoint
alone, the interest equalization tax is totally out of character.

The national chamber, however, is not oglposed ‘to the interest
%ualizatitm tax solely -because it violates established national policy.

e récognize that our balapce—of_-ya‘yments position needs strengthen-
ing, and have been searching diligently for positive solutions. But
this proposal will not, in‘the long run, accomplish that purpose.

During consideration of this tax by the House Ways and Means
Committee last Au%mst, the national chamber submitted a statement
to'that committee which said in part:

The proposed tax would almost certainly not improve the Nation's balance
of payments significantly and might even worsen it. ‘

The gonl of thé 'tax is to reduce the flow of ‘capital from the United
States to other nations. In the long run, U.S. investments abroad
bring home far moré dollars thah are invested: initiﬁllf. L

In the 16ng rum, our balance-of-payments position, if the tax accom-
plished its purpose, would suffer, probably severely. o

The bill ‘as passed by the House of Representatives contained ex-
ceptions and exemptions which in themselves show'that the original
Treasury proposal was ‘ill-conceived, impractical, and, if enacted,.
would deter seriously this Nation’s foreign commerce.

_Additional evidence of the fallacies of the proposal has béen pro-
vided by the Treasury Department itself in a series of amendments
to'its original )])ro'ﬁosal which were submitted to this committee jus
2 weeks ago by the Départment. | ; S
" 'The House bill with its improvements, and as it might be improved
fuither by the Treasury amendments and other Senate changes, par-
tially deodorizes a measures that already has poisoned the atimosphere
of international investment confidence, o _

~But even with all of the changes now under consideration, this is
not responsible legi¢lation. , o

. The most that proponents of H.R. 8000 can hope for is that it will
bring a temporary improvement in our balance-of-payments deficit at
the cost of a long-térm s;'e_ake‘ning‘ of our position. We doubt the bill

will achieve even this limited and shorisighted objective.
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There are three possible results of the tax: (1) Foreigners mav
continue to market their issues in the United States, paying still
higher nominal interest rates in order to attract American capital;

(2) Foreigners may market securities, which otherwise would have
been marketed in the United States, in their own or other foreign
countries; and = : ‘

(3) The total amount of foreign securities issued may decline,

To the extent that foreigners continue to market their issues in
the United States, paying still higher interest rates, there will not
be evén a short-terin improvement in the U.S. balance-of-payments
position. -

To the extent that foreigners continue to market securities, but
not in the United States, our balance of payments might improve
teinporarily. But it is likely that in a very short time, most of the
effect of -the tax will be wiped out by interest rate adjusments here
and abroad.

The first effect of the tax would be to reduce the differential be-
tween U.S. and foreign interest rates. But if foreigners market their
securities abroad, U.S. capital would tend to stay at home, pushing
U.S. interest rates down. :

Conversely, the increased demand in foreign capital markets would
push foreign interest rates up. The rise probably would be substan-
tial, since alltindications are that foreign capital markets are insuf-
ficiently developed to satisfy a large rise in the demand for funds.

To the extent that there is a decline in th¥ total amount of for-
eign securities issued, both here and abroad, our balance-of-payments
position again might conceivably improve in the very short run. But
the longer term reaction would offset the short-term improvement.

A decline in the amount of securities issued would lead to slower
growth rates abroad, slower capital formation, and thereby a deteriora-
tion in our balance of trade. ,

The deterioration in the trade balance, of course, would be the re-
~ sult of lower foreign incomes leading to declines in foreign purchases
of our goods. Also, lower foreign growth rates would make it signifi-
cantly more difficult for U.S. goods to compete in price, since the rate
of price increase abroad almost positively would decline.

It is significant to note that recent history supports these conclu-
sions. When H.R. 8000 was initially proposed, almost a year ago, we
witnessed a modest improvement in our capital account.

Now, however, the thin, false veneer of effect has worn off. Be-
cause the tax would be retroactive, it is unlikely that the actual enact-
ment of the bill would have any effect at all on our capital account.

‘Whatever temporary improvement of the threat of the legislation
may have caused, the fact is that such limited im])rovemont,' if any,
already has occurred. “The actual enactment of the bill would only
weaken our lohg-term payments position. ’

A further danger is that historically any government’s imposition
of restrictions on international commerce generally is grected with
reciprocal actions or retaliation. L

During my service as Assistant Secretary of Commerce for Inter-
national Affairs, I was able to show, in testimony before the House
(C'ommittee on Ways and Means, the close correlation between private
investment abroad and 6ur country’s exports. ’
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No figures available since that testimony refute the evidence that
American investment in foreign countries stimulates exports in a
near equal proportion.

Moreover, we must remember that the balance-of-payments ac-
count is only a method of recording receipts and payments in inter-
national transactions. While investment abroad mn any one year is
shown on those accounts to be a payment, or expenditure, such pay-
ment definitely does not, in fact, represent a liability.

Quite to the contrary; these payments actually can be considered an
increass in this Nation’s net worth, for Americans own that invest-
ment and, importantly, receive dividends on that investment as well
as retain the right to repatriaté that investment itself.

The effect this tax would have on foreign confidence in the dollar
must also be considered. Prgpgnents of the tax haveasserted that it
will improve confidence in the dollar overseas.

But there is serious doubt that fore}merscan respect the U.S.
Government’s response to our balance-of-payments difficulties when
that response is as weak and flexible as H.R. 8000. ,

Further, since its introduction, the interest equalization tax proposal
has, in effect, had & most adverse effect upon important segments of
the economy related to international business.

In consideration of your limited time, I shall confine my remarks to
the effects this proposed legislation has had upon relations between
the United States and Japan, where my company, Kearns Interna-
tional, has had considerable experience.

The effects H.R. 8000 either is likely to have or in fact already has
had on Japan include these:

1 The proposal and threat of legislation has affected adypersely pri-
vate capital formation in Japan by its severe impact on thé Japanese
securities markets, and thus has seriously inhibited Japan’s economic
development during the pastyear, . -.. -~ . -~ .- - =

2. FL.R. 8000 would reduce Japan’s ability to aid in the development
of southeast Asia through public and private entities,

3. H.R. 8000 has weakened the economic ties between Japan and the
United States, and has resulted in Japan taking a more receptive
attitude toward trade with and ecoiromic overtures from the Soviet
Union and Communist China. L S '

4. ILR. 8000 seriously reduces the canfidence of Japaiiese private and
public figures in this country’s long-term intentions toward their
country. ‘ o :

5. The legislation, through its deterrént effect in establishing useful
economic ventures bettveen the United States and Japan, has reduced
tax-producing income for American investors,

In the course of our operations in Japan, I maintain frequent con-
sultation with important executives of Japanese business. I can re-
port to you with accuracy that these Japanese, many of whom are
warm friends of the United States, are deeply concerned about both
the effects of the proposed legislation and the attitude it reflects.

The present_tight-money policy which is restricting ‘the cconomy
of Japan is a direct result of the interest equalization: tax: proposal.

Tt was my. privilege to serve as a member of the American delegh-
tion to the third United States-Japan Businessmen’s : Conference
cosponsored by the national chamber in Tokyo last month. The Japa-

31-937—64——10
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nese delegation was unanimous in its opinion that the proposed legisla-

tion is the most important matter affecting economic relationships

between the two countries. The American delegation was urgently re-
uested to take every possible step to secure exemption for Japan
rom the legislation. .

Attached as an appendix to this testimony is a list of the names and
identification of the Japanese delegation to that joint conference.
Their afliliations illustrate the high executive level and broad in-
dustry representation of the Japanese delegation. ]

It emphasizes the opinion of the Japanese business community that
the interest equalization tax legislation is most damaging to Japan
and thereby affects seriously Japan-United States relations.

Where my company develops busiriess arrangements between the
United States and Japan, investment and loans are frequéntly the
major factor. Ve have analyzed the use to which the American
ca&)ital going to Japan has been put. .

can state with assurance that very little outflow of capital results
from these business arrangements. Usually the capital is devoted to
payment for imports of goods from the United States, payments for
American services and knot-how, and to maintain credits in the
United States for use by the Japanese,

Your committee is well aware that Japan is America’s second largest
oversea customer, having purchased more than $2 billibn of U.S. goods
in 1968. This amountéd to about a third of Japan’s total imports.
The committee is aware also, of course, that we Americans, annually,
sell to Japan about $500 miflion worth of goods more than the Jap-
anese sell to us, L

The imbalance in trade between our two countries is responsible
largely for Japan’s keen surveillance of its own balance-of-payments
situation, v ’

With their problems, they have managed to maintain some stability
in their gold reserves, amounting to a total of $279 million in 1959 and
1960, and $304 million in 1961;1962,and 1963.

The Japanese Govei_-mnént’s.go,ld and foreign exchange holdings
have declined almost steadily since last October, however; and this
has created considerable resentment toward the United Statés in
knowledgeable Japanese circles. _ o . .

The amount involved here, I believe, can illustrate to the commit-
tee the insignificant effect upon' our goi‘d flow of the Japanese trans-
actions in this field. N e

The Japanese have exercised restraint in not purchasing gold in the
United States in frecent months and it is undérstandable that they
expect reasonable restraint on' our part in not upsetting their pre-
carious position. - :

Your committee is well aware, too, that Japan is the foundation on
which American influence in'the Orient rests. Without Japan as a
close and friendly ally it would probably be impossible for the United
States to maintain an effective position of leadership and influence in
the Western Pacific area. o ’ o

Your committee is well aware of the great importance Japan must
place on ever-increasing business activity, and that Japan is a capital-
starved nation, ' : _ - ~ :
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Without access to sources of capital from the United States the con-
tinning industrial development of Japan will be slowed; its influence.
for Western-type development in the Far East will bo reduced; and
the burden of economic development of the developing countries of
southeast Asia will rest more heavily upon our country. .

I am sure you are well aware; Mr. Chairman, that we are making
strenuous efforts to encourage Japan to aid the underdeveloped coun-
tries, They can only do so if they have the foreign exchange capabil-
ity of maintaining those activities. .

Allow me to emphasize these points, Mr. Chairman; the interest-
equalization tax proposed is ill conceived. The interest-equalization
tax will not improve this country’s balance of payments in the long
run.

To the contrary, the proposal, if enacted, would worsen our bal-
ance-of-payments position. The interest-equalization tax, if enacted,
would hurt—indeed the very proposal has hurt our position of con-
fidence in Japan and elsewhere.

And speaking for Kearns International, let me urge that you estab-
lish unmistakably your opposition to the imposition of this tax on
American investment in Japan,

The national chamber’s opposition to H.R. 8000 does not mean a
lack of concern over our balance-of-payments problems. There are
steps which can and should be taken; other avenues which should be
ex!l)‘lored. ) -

he national chamber has established a new international moneta
problems subcommittee to review and explore long-range solutions. -

It is essential that Federal spending abroad—particularly in the
military field and in Europe—be held to-a minimum commensurate
with our national interest. Because tourist expenditures by Ameri-
cans overseas last year almost equaléd our tétal payments deficit, much
miore should be doné to attrdct foreign visitors to our shores. =

A presidential task force headed: fy Treasury Under . Secretary
Fowler recommended last month that foreign sales of U.S. securities
should be substantially increased if ourstriictural payments imbalance
is td béovercome. o | L -

Included in the Fowler report were such recommendations as—

. S((z) AHNowing interest rates on time deposits to be flexible, thus
making U.S. banks competitive with foréign banks; <« -~

(d %%educing U.S. income and estate taxes and éliminating
complex U.S. tax provisions; L - S

(c% Encouraging foreign sales of U.S. securities partly by urg-
ing'U.S, underwriters to flont issues abroad and by ‘urging U.S.

c(;n}pan‘iea, with oversea subsidiaries to sell shares to foreign em-
plo ' |
U.

ees; and B s :
@) Persuading foreign nations to lower barriers to sales of
. securities abroad.  ‘The réport also recommended U.S. assist-
ance to help develop capital markets abroad. B

In spearheading the export ggomotmn drive which:was proposed
to the Congress on March 17,1960, by President Eisenhower, 1 stressed
the facts of life 'ir‘ntourbala‘pce‘fof-‘payments situation, noting that we
must éither cut outgo or raise income. Weo felt then, and I suggest you
consider now, the solution to our balance of payments lies in increas:
ing income, and cutting out unnecessary expenditures rather than
cutting out revenue-producing endeavors.
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These are the kind of positive, forward-looking steps we need—not
the hesitant, fearful retreat toward ‘exchange controls which is em-
bodied in the interest-equalization tax proposal.

‘ Therefore, we earnestly re¢onimend fj:at this committee not approve
H.R. 8000. o R
Mr. Chairman, I will be happfy‘ to submit to any questions.
*(Tlie attachment referred to follows:)

REPRESENTATIVES OF THE JOINT COMMITTEE ON JAPAN-UNITED STATES TRADE

Taizo, Ishizaka, president, Federation of Economic Organizations.

Tadashi Adachi, president, Japan Chamber of Commerce & Industry.

Heitaro Inagakli, president, Japan Foreign Trade Council, Imc.

Masao Anzal, president, Showa Denko, K. K.

Toshio Doko, president, Ishikawajlma Harima Heavy Industries Co., Ltd.

Toyonobu Domen, president, Ajinomoto Co., Inc.

Katsuhiko Hamaguchl, chairman, Japanese National Committee of ICC; presi-
dent, Kokusal Denshin Denwa Co., Ltd.

Masaru Hayakawa, managing director, Japan Federation of Employers' Asso-
clations, .

Teizo Horikoshi, executive director, Federation of Economic Organizations.

Shinobu Ichikawa, president, Marubeni-Iida Co., Ltd.

Hiroki Imazato, president, Nippon Seiko, K. K.

Yoshihiro Inayama, president, Yawata Iron & Steel Co., Ltd.

Yoshizane Iwasa, president, Fuji Bank, Ltd.

Fumio Iwashita, president, Tokyo Shibaura Electric Co., Ltd,

Bkizo Kashu, president, Japan Chemical Textile Assoclation ; ‘chairman of the
board, Mitsubishi Rayon Co., Ltd. ,

Katsnji Kawamata, president, Automotive Industrial Assoclation; president,
Nissan Motors Co., Ltd. .

Shige Kawata, chairman of the board, Japan Steel Tube Co., Ltd. -

Hajime Mase, managing director, Japan Machinery Exporter's Assoclation.

Kunlo Miki, managing director, Bank of Tokyo.

Hikolchiro Miyazaki, vice president, Japan Foreign Trade Councll, Inc.; head
.Kansali office, Japan Forelgn Trade Council, Ine,

Kanichi Morol, representative director, Federation of Employers’ Associations;
president, Chictilbu Cement Co. ' :

Kenichiro Komal, president, Hitachi, Ltd. :

Takashi Komatsu, vice president, American-Japan Soclety.

Takashi Murayama, managing director, All Japan Cotton Spinners’ Assoclatlon.

Shigeo Nagano, president, Japan Iron & Steel Federation; president, Fuji
Iron & Steel Co,, Ltd.

Teilchi Nagamura, vice president, Japan External Trade Organization.

Taneichiro Nakano, president,, Kyoto Chamber of Commerce and Industry.

Yasutaro Niizekl, chajrman of the board, Mitsui Bussan Kalsha, Ltd.

Ichiro Nozakl, counselor, Nozaki & Co., Ltd. . . ‘

Dalzo Odawara, president, Osaka Chamber of Commerce and Industry; presi-
dent, Kubota Iron & Machinery Works. - .

Sahuro Ohta, managing director, C. Ito & Co., Ltd. -

Arakazu Ojima, vice president, Federation of Economic Organizations ; chairman

_0f the board, Yawata Iron & Steel Co., Ltd. | o

Teunab Okumura, chairman of 'the board, Noinura Securities Co., Ltd.

Masao Onishl, managing director, Talyo Fishery Co. .

Takashi :Rinofe, . president,- Yokohama Chamber of Commerce and Industry;
;chairmarm of the board, Mitsubishi Steel Co., Ltd. . . -

Hirosh! Sakal, managiig director, Japan Wool Spirners’ Assoclation,

Kiichiro Sato, vice president, Federation of Ecoiomie Organizations; chairman

i of the board, Mitsul Bank, Ltd, '+ ' - ¢ . RN o T

Takesbi Sakurada, president; Nisshin!Cotton Spivhing Co;, Ltd..
{chisuke Sugl, president, Japan External Trade Organization. .o

K qlq)t:;( ﬁ%ﬁkﬁlﬁp;qsldent, Nagoys: Chamber of Cotpmerce and Industry; presl-

‘tent, . nk, - o U :

Hajime' Takagl, niknagihg director, Japan ‘Ohhmbél of Comimerce and Tridistry,

8hldichi Takasugl, advisenMitsubishl:Electrle Mfg. Co, Litd, ©.c5¢ ... = = -
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Masatoshi Tanibayashi, managing director, Japan Foreign Trade Councll, Inc.

Ichiro Terao, senior managing director, Mitsubishi Shoji Kaisha, Ltd.

Tadashi Tsukasa, vice president, Tokyo Chamber of Commerce and Industry;
president, Maruzen Co., Ltd,. :

Kogore Uemura, vice president, Federation of Economic Organizations.

Kiifts(\ixml Yamagata, chairman of the board, Yamashita Shin-nihon Shipping Co.,

Hatsujiro Yoshlda, counselor, Japan Wool Spinners’ Assoclation, adviser; Daito

Woolen Spinning & Weaving Co., Ltd.

The Crramraran. Thank you very much, Mr. Kearns.

Any questions? : ,

Senator Doveras. I came in late, so I think the other members
should have a first chance. Therefore, I will waive my turn tem-
porarily. : , ,

Senator. Bennerr. Mr. Chairman, I would just like to ask Mr.
Kearns: Was there any noticeable public'or official reaction' in Japan
when it became obvious we were going to make an exemption for
Canada but had refused to make a similar exemption for Japan

Mr. Kearns., Senator Bennett, we try in our business tb maintain
constant surveillance of economic news by reviewing the Japan busi-
ness publications. C

There was immediate notice of it, what was interpreted liy the
Japanese us an agreement to exempt Canada ; and the Japanése—I can’t
say that officially, but the trade journals representing the business com-
munity, were very forceful in their views that Japan as the second
largest customer, as the bulwark of our whole structure in ‘the Far
East, deserved no less treatment than would Cannda, :

I can say from J)rivate conversations that there is considerable re-
sentment over the fact that Japan, in their view, has been discriminated

“against in this case. SR :

Senator BeNNerT. To use the old wornout phrase: Did we cause the
Japanese péople to lose face as a result of this decision? = - :

Mr. Kearns., Well, they lost money and that hurt them. I don’t
know which hurt most, their losing face or money, but it upset théir
Blans’ for development. I would say yes; this would be a difficult thing,

ut I think that the flow of investment concerned them more. “

“Senator BeNNETT. I am-very interested in the first comment .you
made to the effect that when this became known it destroyed or it
wenkened the faith of the Japanese people in their own security market
for their own internal securities. :

Do Iinterpret that statement of yours correctly? e

Mr. Kearns., Yes, Senator Bennett. The Japanese securities market
dropped severely upon the announcement of the request for the legisla-
tion. Ihappentohaveone— = - . e

Senator BENNETT. That was put in the record yesterday, that figure
of —- A :

Mr. Kearns. Yes. In the view of the Japanese exchange or secu-
rities people, the market has never yet recovered. It is like a 99-per-
cent business that can’t operate on 99; it has to haye 100 ([{yercentl he
expectation of inyestment from the United States, and the flow of
capital from the United States were just enough to upset the balance,
and to date the Japanese securities market is still in the doldrums, a year

, ]later, and the experts tell us that this is due to the threat of the legis-
ation. o ‘ : : o
Senator Bexnerr. 'No other questions, Mr. Chairman.
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The CraryaN. Senator Morton?

Senator Douglas?

Senator Douaras. One question.

I have the impression that you gave general approval to the reduc-
tion of economic and military aid, Isthat correct

Mr. Krarns, A reduction of Federal oversea spending, including
military spending, to the extent that it is in the interests of this coun-
try, yes.

)Senator Dougras. That is the point.

Would you favor reduction in military aid to the Chinese Govern-
ment on Formosa ¢
Chb.fr. Kearns. I have no knowledge of the amount of military aid to

ina.

. Senator Douaras. Would you favor reduction of military aid to
South Korea ¢

Mr. Kearns. Senator Douglas, I have no knowledge of how much
nilitary aid goes to any one country. I am not privy to that classified
information.

Senator Doucras. You have made a recommendation and inasmuch
as the chamber of commerce is one of the most influential organiza-
tions in the United States, we have to take into account its various
suggestions. I am trying to find out just specifically what you are
proposing.

Mr. Krarns. I was expressing here the position of the Chamber of
Commerce of the United States and I would like to call on John
Donaldson who is on the staff of the chamber to express its position.

Senator Douaras. Well, take specific countries, such as Korea, the
Chinese Government on Formosa, South Vietnam, and Laos. Do you
favor a withdrawal from South Vietnam and Lnos?

Mr. DoNarpsoN. Senator Douglas, the national chamber supports
foreign economic and military assistance. 'We do not recommend with-
drawal from southeast Asia. In our consideration of aid appropria-
tion 'll'ﬁquests each year, we try to give as specific recommendations as
possible.

We do not go into a country-by-country breakdown but rather a line
item breakdown of the budget requests. ,

Senator Douaras. Do you favor reduction in the total amount of
military aid ¢

Mr. DonaLpsoN. No, sir,

Senator Douor.as. Youdonot?

Mr. DonArLpsoN, No,sir.

The national chamber has supported and testified in both the House
and Senate this year in favor of the full $1 billion original military
aid request.

" “Senator Douaras. Do you favor a reduction in economic aid?
. Mr. DonarpsoN. In certain categories; yes, sir.
‘Senator Douoras. Where?
Mt. DonarpsoN. Mainly in the categories of supporting assistance,
~contingency funds, and grants. We support in full the requests for
development loans and ‘Alliance for Progress loans, also for multi-
lateral programs and international institutions such as the Inter-
American Development Bank and International Development Asso-
ciation. '
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Senator Doucras. Did you say supporting grants{

Mr. DonaLpsoN. Ibeg your pardon,sir{

Senator Dovaras. Did you say supporting grants?

Mr. DoNarLpsoN. Supporting assistance.

Senator DougLas. 'llhese terms seem to change from year to year
so it is good to be clear.

Mr. DonaLbsoN. This, as you know, was the old defense support
category, which is termed economic aid given to countries where we
are trying to maintain a certain military balance. -

In some instances the chamber has felt that this aid has not always
been used for the proper purposes.

Senator Doucras. Do you have specific instances of that?

Mr. DonaLpsoN. There have been instances brought to our attention.

Senator Doucras. But you have mentioned them

Mr(.lDomwsox. Yes,sir. 'We would be glad to supply them for the
record. :

Senator Douaras. I would appreciate it if you would, because these
general principles have to be translated into concrete actions and the
difficulty is always when you try to apply the principles to specific
situations.

Mr. DoxaLpson. We agree with yon completely, Senator. on that.

(The information referred to follows:)

SUPPLEMENTAL STATEMENT OF THE CHAMBER OF COMMERCE OF THE UNITED STATES
1IN RESPONSE TO THE REQUEST OF SENATOR DoucLas

The Chamber of Commerce of the United States has testified its concern over
the use of so-called economic ald for other than long-range economic development
purposes, and sponsored amendments to the Forelgn Assistance Act to strengthen
statutory prohibitlons against such unintended usage. Specifically, the cham-
ber has protested the granting of supporting assistance for alleged economie de-
velopment in payment for military base rights. If U.S. military security re-
quires assistance of this type, the chamber has urged that it be budgeted in the
military assistance program, and not masqueraded as economic develomment.
Such practices under the program finally have been ended in Spain, but continue
in such countries as Jordan, Morocco, and Trinidad-Tobago. :

The chamber also questions the use of economic development funds for “in-
ternal security” programs financed through supporting assistance. There is little
doubt that such countries as the Congo, Laos, Vietnam and Korea are in need
of internal as well as external security measures. But the chamber questions
the use of allegedly economic ald to maintain civillan police and military con.
struction programs in some countries in Latin America or such countries as
Thailand and Yemen. ) ,

Fiually, with respect to supporting assistance, the chamber belleves that some
reciplent nations progress from total dependence on grants to a degree of self-
support hns been greater than is reflected in the budget requests for supporting
ngslstance grant aid. Conditions in Korea, Jordan, and Thailand, for example,
would seem to justify relatively greater self-reltance and a more expeditious
shift from such grants to development assistance, as was possible in Taitwan,
Greece, Turkey, and Iran., It seems questionable why $18 million {s required in
fiscal year 1063 to complete a $30 milllon defense support programn in Burma for
which funds were committed in fiscal year 1059.

- The above situation also holds true, in the chamber’s view, with respect to
technical assistance or development grants. The shift from grants to loans
should be faster, and in a greater humber of instances technical assistance
should be effected through private rather than Government channels. B

* With respect to.contingency funds, the chamber regards this category’s desig-
nation as economic aid as a misnomer. Military emergencies and natural
catastrophies which the fund is designed to meet (e.g., the Chilean earthquake,
the Lebahon or Suez criges) can be, have been, and should be met through
specifie, direct requests to Congress, rather than through a large, unidentified,
and unidentifiable contingency fund.



146 INTEREST EQUALIZATION TAX ACT

Senator Dovaras. Would you fivor a reduction of American tour-
ists visiting in ISurope? .

Mr. Krarns. Senator Douglas, I would vather take a positive view
of that. I believe that much more can be done to encourage foreign
tourists to visit this country, which brings in foreign exchange. I
believe that we have only scratched the surface, particularly of the
more prosperous areas of Europe, and now some of the other parts of
the world. I wounld much rather take n positive view on. that rather
than a restrictive view.

Senator Dovaris, Well, the Department of Commerco is trying to
cncourage foreign tourists to visit this country. In what ways would
you suggest that they improve it?

* Mr, Kearns, Well, we made, in 1960, n good number of recom-
mendations on this, and a good many of them have been carried out.

I believe that theré is an improvement taking place gradunlly as a
result of these efforts. I am not familinr with the total program
today. I do,in my travels abroad, though, consult with people from
other countries, and very few people really undorstand some of the
more economical tour arringements that can be made in this country.
I believe, for one thing, that these conld be brought to the attention
of people who can travel to the United States under present conditions.

Senator Douvaras. I have talked with some of the Furopeans who
have come here, and what they complain about are the high hotel rates.
They say that they are reall ]])riced out of traveling by these rates.
Would you favor a reduction ¥1’1 hotel rates?

Mr. Kearns, Well, I doubt very much whether this could be accom-
plished, although as yon know, hotel rates run all the way from $4 a
night to $40. '

Senator Douar.as. They never run as low as $4,

Mr. Kearns. Well, there are some,.

General Dovaras. You are describing hotels T have never been able
to find. T doubtifyou would find them. -

Mr. Kearns. To give you specific answers wounld take more study
than we have given to this particular aspect. I firmly beliove it would
be profitable to do so. -

Senator Dovaras. It is always easy to lny down general principles.
It is very hard to implement them.

Mr. Kearns. The one thing, the one principle, we would like to em-
phasize, however, is that you don’t solve the problem by eliminating
or reducing your sources of income, and the progosal hefore your com-
; Iittee does, in effect, reduce the fiiture sources of income. You cannot
“avoid that, If you reduce the outflow you will reduce the inflow over
a long period of time. .

Senator Douvaras. Yes, now that is just the point.

Did you hear or read Secretary Dillon’s testimony yesterday 1

Mr. Krarns. Yes; the reportsin the papers.

Senator Dovaras. Dé au remember the point which he mado that if
one bought a billion dollars of foreign securitics, this meant an imme-
dinte claim of the foreign countries agninst us of a billion dollars?
Assuming enrnings of 5 percent, which is a rather liberal enrning this
would mean that in the first year the earnings would only be $55 millioh,
so that while ultimately there would be a paying-proposition, in the
short run, and for a period of years, there would be a drain upon the
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total claims of the United States against other countries. To this
degree the purchase would give to the European banks and central
banks added power with which to start & run on gold., They love to
mention this possibility very delicately, but unmistakably, so as to
hoth keep us on tenterhooks and get us to adopt their ideas of interest
rate policies, and the rest. - :

Mr. Krarxs. Senator Douglas, I differ with the Secretary’s conten-
tion on that, and I point to the relative amount of inflow that is now
coming into this country as a result of investments over the years.

Senator Douvaras, But that is past investments.

Mr. Keanns. The past will catch up with us in the future.

Senator Dovaras. Yes, in the future but not immediately. You
have studied differential caleulus, haven’t you? You remember the
DX is not the same as X. Changes in DX are not the same as in X,

Mr. Kearxs., That is true, if you can look at this picture on purely
a short-run basis, you might be able to make a case— E

Senator Doveras. That is right.

© Mr. Kearns (continuing). Forthat aspect of it.

Senator Dovar.as. That is right. L

Mr. Kearns, Disvegarding all of the other effects. But in the long
ran

Senator Dovaras. I don't think the Secretary has made anything
other than a short-teym case. I think he openly admitted that in the
long iun that. foreign investments will yield more ihcoine to this coun-
try than the immediate outflow in capital, but he emphasized that it
would take some years for this to happen,

Mr. Kearns. Well, personally, Ipthink it is preoccupation with
looking at some of the Kuropean countries in which probably the
Treasury Delmrtment,]mshad intimatedenlings. - R

Actually, there is.ample evidence to show that foreign investment
carries with it an increase in American exports. We have presented
testimony to this effect. I don’t think it has ever been refuted, and
largely the investments of American money abroad actually come back
in the snles of American goods. There are few exceptions. _

Senator Douveras. Is this-made a tie-in condition for the pirchase
of sccurities? I mean, for example, when n New York bank and
security houso subscribes to the purchaso of foreign securities, do they
demand as a quid pro quo that a portion of this money bé invested in
the purchass of American machiner{? ‘ o

Mr. Kearns. Well, in many cases this actually happens.

Senator Doveras. Do theyt :

M. Kearns. Ithink, yes,Insome casesthey would.,. = =

Senator Dovaras. It would be very valuable if you had some'illgs-
trattons. Ll

Mr. Kearns, It would be good as a principle but it would not be
wise to tio this as an overall requirement, ‘ ‘ '

Sem\_tor Dovtanas. Do you know it happens?

M. Keanns.: Yes, - - s :

- Senator Dovaras. Can yott prove it happensf.
“Mr Kganns, Yes, S e o

Senntor Douvar.as. ‘Would you produce such proof § -

- Mpr: Keartns, Ircan’t'in Europe but I can for the Orient where we
have some competenca; yes, sir. e
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Senator Douvaras. Well, perhaps this might bé true for the Orient
but remember that in Western Europe, Germany, for instance, has n
large capital-building set of industries which are very powerfui, both
economically and politically. |

Mr. Kearns, Well, I have no competence in these intricate dealings
in Europe, but I do have some in the Orient. :

Senator Douvgras. I wondered if the members of the staff associ-
ated with you have illustrations that they would supply for the record
so far as FEurope is concerned ¢

Mr. Doxawpson. We would be glad to try to give you some examples.

Senator Doucras. Would you supply those for the record ?

Mr. DoxarpsoN. Yes, sir.

Senator Dovaras. Thank you, Mr. Chairman,

(The information referred to follows:)

ADDITIONAL STATEMENT OF THE CHAMBER OF COMMERCE OF THE UNITED STATES,
IN RESPONSE TO THE REQUEST oF SENATOR Dougras oN H.R. 8000

The chamber has contacted & number of member companies and commercial
lending Institutions for specific examples which would serve to {llustrate the
beneficlal effects of private U.8. investment in Furope on U.S, exports and
balance-of-payments position. These companies and instftutions understandably
were reluctant to disclose detalls of transactions which might violate confidential
cllent relationships. Nonetheless, without exception, those contacted stated
that a large number of their financial transactions involving U.S. purchases of
foreign securities in fact were predicated on the basis that the proceeds of such
loans and investments would be used for the procurements of U.8, goods and
services. Equally as often, according to these sources, such transactions stipu-
late that funds may not be used In certain other countries (such as Communist-
controlted countrles). The chamber was informed by one Institution contacted
that the Federal Reserve was kept fully informed of its transactions of this
nature and this contact suggested that should thé committee desire to investigate
further into the public responsibility of financlal institutions and the effects of
their dealings overseas on the balance of payments, the Federal Reserve would
be an initlal point of inquiry.

~ Senator BenNnerr. Mr. Chairman, may I come back for just a
minute. ; ‘

The Senator from Illinois has been questioning you about reductions
in foreign aid, military or economic. Were you in the room, either
of you yesterday, when the Secretary testified ?

e made a statement and then he and I exchanged in some discus-
sion. He made the statement that this was a temporary program
merely to take care of the situation until the reduction in Government
expenditures could take its place, and he said that within this calendar
year the Federal Government expected to reduce our expenditures
abroad by the rateof a billion dollars a year. *

He didn’t talk about foreign aid but he talked about—and these are
his words: ‘

The greater part of that was in reduced military expenditures. Those were all
scheduled on largely deployment of support troops and closing varlous installa-
tlons abroad some of which have already taken place and others of which are
definitely scheduled and orders have been issued and they will be taking place In
the next 6 months. YWhen we get to the end of the year they will all be in effect.
All have been done and my feeling is that we will meet the billion dollar total.

So, when you are testifying about the importance of reducing Gov-
ernment expenditures abroad, were you thinking entirely in terms
of foreign aid ¥ - : -
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Mr. Krarns, I wasreflecting in that part of the testimony the views
of the chamber, which certainly does not single out foreign sid for
reductions in Federal spending abroad. Development loans and mili-
tary aid are tied largely to procurement in the United States, and
therefore do not contribute significantly to our payments deficit.
There are direct U.S. military savings, burden-sharing and other
measures recommended by the chamber.,

I personally have had considerable observation of some of the Amer-
ican expenditures abroad and do believe there are many cases in which
economies could be effected without any damage to this country.

Senator Bennrrr, Well, apparently it is a firm part of the present
administration’s program to reduce expenditures-in the public sector
abroad and they have set a goal of a billion dollars a year and say
when they achieve that goal it probably will be possible for them to
phase this particular tax out of the law.

So, while you may have differed on the question of where the money
was to come from, you were apparently in agreement with Secretary
Dillon that the public sector must take its share of the responsibility
for correcting this imbalance, and they have assumed, and have that
responsibility and have a program which they hope will achieve it.

Mr. Kearns, That is most laudable.

The CuairymaN. Thank you very much, Mr, Kearns.

The next witness is Mr. N. R. Danielian, International Economic
Policy Association. ,

. Take a seat, sir, and proceed.

STATEMENT OF N. R. DANIELIAN, PRESIDENT, INTERNATIONAL
ECONOMIC POLICY ASSOCIATION

Mr. Danteuian. Mr. Chairman, I appreciate this opportunity to
appear before the committee. ,

"he International Economic Policy Association consisting of a fjum-
ber of U.S. corporations engaged in worldwide trade and investment
operations is naturally interested in the effect of the proposed legisla-
tion upon the operations of its member companies. , ,

A careful study of the pending bill has shown us that it will not
materially affect their present operntions. The group as & whole has
no position either for or against this measure. From our point of view
it must stand on its own merits as a means of helping the United States
to allay in some measure the continning and persistent balance-of-
pngments deficits. . :

ince our member companies have no position on this issue I appear
here in my personal capacity as an economist to comment. on the policy
implications of this measure. It is an expression of a prevailing
opinion in official circles here and in Europe that the way to solve
the U.]S. balance-of-payments deficit is to control the flow of private
capital, -

his was the original purpose of the foreign source income tax
roposals in 1961 and it is the basic assumption in the proposed legis-
ation. ‘

I would like, therefore, to address m&xself to this fundamental ques-
tion: Is it in the economie interest of e United States to encourage
or discourage investment b?/ U.S. companies and individuals in enter-,
prises in foreign countries '
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~ Since the U.S. policy already assumes that investment by U.S.
private citizens in underdeveloped countries is desirable and the
present legislation exempts investment in, and security issues by,
underdeveloped countries, then the more specific question is: Is it In
the United States’ interest to encourage or discourage investments in
developed countries? . |

Ever since 1958 the United States has been running an annual
balance-of-payments deficit of between $2 and $4 billion a year, in
spite of the fact that the commodity export surplus has been between
$4 and $5 billion per year. .

It is generally known that the basic reasons for this balance-of-pay-
ments deficit are to be found in our military and foreign aid expendi-
tures. :

Military expenditures are estimated at over $3 billion per year.

Foreign aid expenditures, including economic aid administered
both by national and international agenéies, plus Public Law 480, ave
close to $4 to $5 billion a year.. ,

" It is not necessary in the comparison between export surpluses and
military and foreign aid expenditures to make allowance for 100-per-
cent U.S. procurement under Public Law 480, and for 78-percent U.S.
procurement, as at. present, under foréign aid, because the export sur-
plus figure includes aid-financed exports, as well as-exports paid for
with the military dollars spent abroad. .

The outlays of the U.S. Government for forei%ln aid and military
expenditures require in effect the transfer from the United States to
other flountries of about $7 to $8 billion worth of goods and services
annually.

The c):)mmodity export surplus is simply not large enough to ac-
complish this enormous task. The significance of the balance-of-pay-
ments deficit is that we are not succeeding in effecting this transfer in
terms of goods and services, and that part of our expenditures are
accndmlat.m% in the form of claims against us—liquid liabilities.

Attempts have been made to reduce this s[;read by nonrecurrent
temporary devices, such as prepayment of debts by other countries,
prepayment on military supply contracts, and, lately, by Treasury and
Federal Reserve short- and long-term borrowings abroad.

The foreign aid and military expenditures of the Government are
by and large nonrepayable, certainly not within a reasonably short
period to affect the balance of payments.

In most cases foreign aid dollar loans extend to 40 years with no
interest, at least during the first 10 years. Hence, they are outflows
with no present and doubtful future prospects of return.

Outside of the governmentally induced outflows of capital and ex-
penditures abroad, there are, of course, a myriad of private traneac-
tions—each one of which affects the balance-of-payments equation,
plus or minus, dependin uYon whether they earn foreign income for
us or cause an outflow of dollars. _

- Imports and exports of %oods are the largest idertifiable items. The
balance has been generally in favor of the United States but not
enough to pay for the governmentally induced expenditures.

‘There are also sales- and purchases of services, This is a minus
itemn-in our balarice to the tune of about $1.4 (1963) billion a year net,

timarily because of tourist ex‘)enditures’abi'oad which now approach
gs billion a year and cause in themselves a net loss of $1.6 billion.
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In addition, there are private capital movements. In 1962 and 1963
capital exports ranged approximately $3.1 to $3.7 billion net. Of
this, only about half was in direct private investments, the rest being
new issues and portfolio investments.

As compared with private net capital exports, there has been in-
vestment income of $3.3 billion (net after ayin% out incomse on prop-
e"?f' and securities owned in the United States by foreigners).

hus, if you equate the outflow of private capital investments with
income thereon, this sector of our international transactions has little
cffect on our balance of payments—certainly not as much as tourism
nor as much as Government expenditures for military and foreign aid

urposes.

P Yet economists in Europe and some in the United States have fallen
into the statistical habit of pinpointing private investment abroad b
U.S. citizens as one of the primary causes of the U.S. balance-of-
payments deficit. '

hey put this item at the tail end of their statistical tabulations, as
if it was a residual and causative factor in our deficits, and point to
it as the villain of the deficit. It could just as easily be said that our
private investments abroad are self-sustaining. If there were no in-
vestments at all in other countries and no income was received there-
from our balance-of-payments deficit would be just as great as it has
been. One cannot sa tﬁ'is of Government expenditures. If they were
climinated, we would not have a deficit, but a surplus.

Please note that I am not arguing for the elimination or reduction
of these Government programs. These are matters of ‘military and
political consideration. - I am merely trying to isolate the economic
causes of the payments deficit. Whether proposed remedies resolve
this problem will depend on whether they touch the causes or merély
deal witli the symptoms. ' "

Iet us then continue our analysis. Income on private investments
abroad is one of the largest soutces of‘éaminEs of tlie United States.

The United States has ap})roxim'utely $60 billion private hrivestment
abroad on which the annual gross return is about $4 billion, In-1963
it was $4.2 'billion and the net return after paying foreign investors

in the United States, about $3.3 billion. _ : K

The usefulness and contribitiort that his-income on investment
makes to our balance-of-payments income cannot be denied. ' It is
“said, however, that this is true in the long run but not in the short rin
‘when the capital outflow makes a definite minus impact ipon onr
balance of payments. ‘ '

But the future of our balance of payments'is assured by increading
this source of income, To achieve this we must allow capital exports
on private account to take place wherever the rate of return is highest,

If we could expand otir' investments abroad from $60 to $100 billion,
we might receive as much as $6 or $7 billion 'a year in"investmént
income. This is possible, as investménts mature ihto profitable proj-
ects. This woiild be & welcome contributioni ‘to our 'ability to mnin-
tain foreign aid and military expenditures abroad intd'the indéfinite
future, if that should be necessary. R

Next, the point must bé made that, ffom & balance-of-payments
point of view, itivestments in litrd-eurrency’ developed couritries Are
preferable, for two reasons: security of prineipal and repatriation of
earnings are assured, which is not the case in many other parts of the
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world ; and these are the countries, together, which have the balance-
o}f;f)ayments surpluses. o

hey are also the ones which have been accumulating liquid assets
in the United States and therefore can afford to pay interest and
dividends on U.S. investments without hurting their own payments
position. _ .

It is not justified, therefore, to look upon private investments in
developed countries as if it is one of the least desirable applications of
dollar expenditures abroad.

On the contrary, by the continuance of investments in developed
countries, we wouiyd be making a permanent contribution to our future
balance-cf-payments position.

This cannot be said for many other expenditures abroad, such as
tourism, which is dollars out of hand without return. The 1dea that
& private citizen by investing $100 in an income-bearing security in
Europe, which might return $6 a year in dividends, is acting against
the %ublic interest; whereas, as a tourist, if he threw away $100 at a

ambling "casino or in a nightclub, both without return, and for

ubious pleasure, is consonant with the U.S. public interest, indicates
a topsy-turvy set of priorities. Frugality is bad; conspicuous con-
sumption, good. '

Economists, particularly in Europe, put the former—private capi-
tal investment—at the bottom of their statistical tabulation, as men-
tioned before; pinpoint it as the causative factor in deficits and advo-
cate its control.

On the other hand they fput tourism and trade at the very top, and
consider them sacrosanct from interference. There are many logical
reasons for this attitude on the other side of the ocean, but they do not
a)p_ply to the United States. There is no time to elaborate on them in
this statement.

Military and:political considerations introduce noneconomic factors
.aﬂ'ectmgpriorities in the apPIication of our foreign exchange earn-
-ings. , Certainly, no one would wish the outposts in the defensive pe-
-rimeter of the United States to be torn down purely for balance-of-
payments reasons. _

- The British did this, after World War II, but then they knew that
.the United States would step in to man the posts. We have done this
.in the Mediterranean, Middle East, and the Far East. But if we with-
-.draw, there is no one else who is as capable or willing to step into
the breach as we have. S

-s.: L am not ,suggestin,g here that we dismantle our free world political
.;an.dmii‘l.tary efenses in favor of allowing private investments. I am
_suggesting, however, that we have not established a rational priority
ligt ;gi; the application of our foreign exchange earnings when we con-
_;tgmtx'a ly, Pic, upon private investment as the scapegoat for the cor-
_Fection on UL '
.1 The lack of fundsmental understanding,of the importance of in-
.Yigible earnings, such as interest and.dividends, as it affects our balance
of payments, i3 further emphasizes by. the fact that as a national
-policy, in addition, to dlscoumgmg ,..IfS- .investments in: developed
~Gountries, weiare npw;encquraging. foreign inyestments'in the,United
Z:g)l.‘?.tegn:to greate an mﬁ?:W of capital, .. s ey

N
-"idiiw R \ 1,

alance-of-payments deficits. -

H

oo,
<o ,’ i .
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Recently, we even have set up a Presidential Task Force to advise on
how to encourage foreigners to invest in the United States, even to the
extent of %‘iving them tax advantages denied a U.S. citizen. :

Although temporarily this may bring in an inflow of foreign capital
to be invested in U.S. securities, 1t means that in the long run we shall
have to Ea{ interest and dividends to foreign investors, a minus factor
in U.S. balance of payments of the future.

Again a paradox—U.S. portfolio investment in Europe is bad;
European portfolio investment in the United States is good, athough
the first would bring us income and the second would require us to pay
out dividends and interests.

In a more fundamental sense, the policy of encouraging the sale of
U.S. capital assets to foreigners, in stocks, bonds, businesses, real
estate, means that the Government is proposing to finance current
deficits caused by political and military necessities by the sale or
transfer of ownership of a portion of our property, because our cur-
rent export earnings are not enough to pay for these current expendi-
tures,

This is like the improvident head of a family, who, unable or un-
willing to control his current deficit, the excess of his expenditures
‘over his income, decides to liquidate gradually his income-bearing
assets to meet his current deficits,

To the extent that this officially sponsored movement is successtul,
we will have to pay annual interest and dividends on these foreign in-

'vestments, As tire goes on our ability to bridge the gap in balance-
of-payments deficits will become harder and harder..
o European economist or government would propose, as a national
policy, the sale of capital assets to meet either current consumption
‘requirements or current political expenditures abroad. .
The only time I recall this being done was at the beginning of
“World War II when England had to sell some of its capital invest-
ments in order to finance the earlier phases of the war, before we came
to her aid with lend-lease.

Since then, through the Marshall plan and other aid projects, she
has recoupecf a large part of her investments in this country. To
acquire assets abroad and earn an income on them is a centuries-old

'ob}ectlve of European f;t>olicy. _ |

n the 100 years after 1816 Britain imported almost £1.7: billion
‘sterling more than she exported. Almost 70 percent of the deficit was
met by dividends and interest from foreign investments. Between
1880 and the beginning of World War I; France imported almost Fr25
‘billiony more than she exported, but a revenue of Fr30 billion.on return
on'investment for the periéd more than -made up this ‘deficit.
-+ Likewise, Germany covered-87 percent of her trade deficit between
1894 and 1918 through returns on 6versea investment.. :: . -
I am not proposing that we maks it'diffioult: for' other: countries to
‘invest’ in' the ‘United States because ‘we have to pay dividends and
Zinterest to them.: What I am suggesting;-however, is thit we should
‘stop’ lobking' at the:private investment ‘account as the-cause of :the
balance-of-payments deficit and we should allow capital to flow where
it ‘eaniget the highest return for the United States. If U.S. rates
‘happen to be higher, then U.S. chpital 'will remain’ hers and outside
capital will come in. ST e

< | LT LTI L A . Ty “r
RSN SR ALV A R I LA E |
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It has been my contention that the cause of the U.S, balance-of-pay-
ments deficit is the necessity of unusuelly large transfers of wealth
from the United States to other countries for military and political
reasons; and that we must not expect the ordinary international pric-
ing mechanism and existing exchange rates to carry the burden of this
huge unilateral transfer problem. : .

ny attempt to bring about a redistribution of this burden by classi-
cal means such as higher interest rates, import restrictions, and artifi-
cial limitation of capital flow, will inhibit the best utilization of re-
soutirces and therefore conflict with orderly economic development.

None of the measures proposed heretofore resolve the basic prob-
lem—how to transfer $7 to $8 billion worth of wealth from the United
‘States to other countries for military and econoic aid reasons.

As long as this necessity continues, we shall have a balance-of-pay-
ments problem, unless our earnings abroad—the export surplus and

-income on foreign investments—increase sufficiently to offset this out-
pouring of expenditures. _ .

Of these two, income on foreign investments, is, in my view, the
more promising in the long run, %t is difficult to understand therefore
any proposal to limit capital investments in hard-currency countries;

“it is equally difficult to understand how we can help ourselves by selling
part of our property to foreign investors.

The burden of defending the free world has fallen in large part upon
the United States, requiring a historically unprecedented entorprise
of transferring gigantic amounts of wealth from the United States to
other countries. - B

" 'This cannot be done by juggling interest rates, tax rates, exchange
rates or tariffs or quotas, It must be accom‘plisit'ed by a sharing of
the budgetary biirden'among the developed countries and eliminating
‘its impact on exchange rates and commeicial pricing mechanisms.

The inifiative taken by PresidentJohnson in trying to peisuade otir
"NATO allies to share in these obligations is the best hope. The next
task that remains for American policymakers is to persunde our allies
that this is ih’their interests as well, because the consequences of not
-sharing in thesé burdens, may be possible récession in the United States
‘or inflation and bust ifi the European countries, " - S

The loss resulting from such developmerits would be much greater
.thdfi the danhual budgetary burden if the expenses of the free world
-defense twere reasonably divided among the cowitries of the Atlantic
community, IR R o
- -In presénting this point of view, I do not wish to belittle the valiant -
-efforts made by our Government to tontrol the payments deficits.
Secretary of Defense McNamara and ATD Administrator David Bell
‘are to be commended for the aggressive initiative they have taken to
control Government expenditures abroad. ’ A

The Treasury Department’s attempts to stabilize the dollar’s: ex-
‘change valie by a series of ingenious moves have been brilliantly
‘'executed. The growing cooperation among the central banking com-
, :lqurllgty since tlie gold crisis of 1900 is a great achievement of financial
-diplomacy. B R '

All 'thess extraordinary programs have gained us time, but they
-have not eliminated-the problem. The solution of this is political; not
financial or economic.

The Cuamryan. Thank you very much, sir.
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Any questions?

Senator Douaras. I havea question, Mr. Chairman.

My, Danieliar, as you know, I have been a great admirer of yours
since I read your famous and somewhat amusing article “From Insult
to Injury,” which the Atlantic Monthly published, as I remember it,
about 30 years ago. That was when you were the foremost advocate
of the St. Lawrence Seaway. I have come to admire both your bril-
liance as an economist and your argumentative skill, and I find myself
in general agreement with the conclusions to which you come on pa
14 of your statement; namely, that the European countries should
assume o larger share of the burden of our common defense.

But I wonder if in your great skill you have not somewhat over-
stressed. your case in the preliminary pages of your testimony, and
therefors I would like to raise two matters for your consideration,

You say: _

Foreign aid expenditures, including economic aid adwministered both by na-
tional and international agencies, plus Public Law 480, are close to $4 and §5
billion a year. ‘

Then you have a slight disavowal. You are not saying there is'100-
percent. U.S. procurement under Public Law 480 abroad.. :

Is it not true that the distribution of surplus stocks under Public
Law 480 is a case in which the expenditures are entirely within the
United States and where the commodities themselves are shipped
overseas, thus nrt occasioning any appreciable American expenditure
to foreigners? g

Mr. Danizrian. Senator Douglas—— . N :

: Sc}nat?pr Douaras. So why don’t you striké Public Law 480 out of
this list ; : ' ‘ - '

" Mr, DanieLian. ‘First, I want to say that I appreciate your kind
comments. I have been an admirer of yours for as many: years, and
T hop, in some measure, I have tried to emulate your brilliance in
economic analysis, as a junior student of the subject. , _

Senator Douaras. We seem to pass compliments back and forth.
-[Laughter:] S ' S TR

My, DaniensaN. I must say, however, that perhaps you misunder-
stand the comparison. I was comparing here the $5 billion in com-
modity surplus with the $8 billion of military and foreign aid expendi-

Now, it so happens in’the statistics of $b billioti of commadity sur-
plus, Public Law 480 exports are recorded as exports. =

Now, you can compare it in two ways, you can either compare the
$5 billion with the $8 billion or you can compare the net ¢ash surplus
which is closer to $2 billion with, say, $5 billion, by eliminating the
domestically procured exports. "

So, that this is purely a question of statistical comparison.

Senator Douar.as. Public Law 480 does not, however, create claims
of the foreign countries against us. o -

Mr. DaNIELIAN, Excuseme? o

Senator Douaras. Exportation of wheat and cotton and other arti-
cles under Public Law 480 does not give rise to foreign claims against
us. -

Mr. DanieLiaN, That is true. But here I am making a compari-
son to show the net deficit in our commodity account as against our
84-937—64——11

" N IR ga W ™ ST AR T I aKATR C e A
R T A L L L IR S i - =Y



156 ‘INTEREST EQUALIZATION TAX ACT

Government expenditures. The $5 billion in commddity surpluses
includes Public Law 480 exports, and also foreign aid financed ex-
ports. This amounts to about $2.7 billion out of the total. o

- So, yoit can compare it this way, as I have done, or you can com-
pare it by just eliminating‘the $2.7 billion from the $5 billion com-
modity export surplus and say we ‘only have $2.3 billion in surpluses
to meet military and aid expenditures of about $5 billion plus and
then: you ‘can eliminate Public Law 480 and U.S. financed exports
under foreign aid. o

Senator-Dovaras. Now, you say that we get a return of $4 billion
of interest and dividends on $60 billion of private investment abroad
and net return after paying foreign investors in the United States o
about $3.3 billion. | -

This would make the interest and dividends on foreign investments
in the United States only about $700 million a year. Yet later on
you properly note'that foreign investments in the United States have
been increasing recently. :

Isthis figure of $700 million accurate as of thisday ?

Mr. Danienian, Well, I can only rely upon the Government statis-
ticsin presenting—— :

Senator Douaras. That is the best soutce that I know of.

Mr. DanteniaN. The Survey of Current Business, and also all
other statistics on this subject give a net figure of $3.3 billion as the
investment return to the United States as against gross return of
$4.2 billion, so that it would be in the range of $700 to $900 million
a year of reverse payment on investment sccount to other countries.

Senator Douer.as. What do you estimate the volume of foreign in-
vestment in the United States to be annually{ .

Mr. DanteniaN. I do not have that figure. I will be glad to supply
that to the: committee. : o :

(The following was later received for the record :)

According to the balance-of-payments figures fn the June 1964 {ssue of the
Survey ‘of Current Business, following aré the annual net figures of the total
investment by foreigners in the United States for the perlod 1980 through the
first quarter of 1084 These figures represent the total net increase of foreign
capital investedin;: - R . c )
_. (1) Direct {nvestments in the United States. -

(2) ' Other long-term investments. -~ "

(8) U.8.private short-term commercial and brokerage liabilities.

.. (4) U.8. Government, liabllities, other than interest-bearing securities. ..
(5) U8, Govgxnm‘tap.t nonmarketable, medium-term, nonconvertible securities.

- (In millions of:dollars] .

ta
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Triting the period 1960 through 1068 the avérage annual net volurie of invest-
ments by forelgners in the United States was $703 million. - - - - o

According to the August 1963 issue of Survey of Cur;exrt Rusiness,. a8 of
December 31, 1962, the total cumulative tozeigp‘ assets and investments in.the
‘Unfted Stdtes’ was. $47,368 milifon. In 1961, 1t was $46,878 ‘iplillop, and .in
1960, 1t wasg $18,407 inflllon, ™ - : -~ f: 7 et n o Tt e
_ Senator Dougras. Noyw, you have certain morglistic comments - ith
“shieli T ind myself i a gdod deéal of sSympathy about toutists thow-
ilig ‘away a hundred déllars in' a ghbling casino ‘or a nightélub in
Furone M b1 %
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Have you thought of any ways of providing for more ethical ex-
penditures by tourists abroad ¢

Mr, Danreutan. I think this is a political question, Senator. I
have a feeling that we are trying to escape the J)olitically hard de-
cisions in this balance-of-payments situation and' that is one of the
reasons why we pick on private investments because as a constituency
%'is not as powerful as the number of tourists' who want to go to

Curope.

Senator Dovaras. Would you sugge