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EXTEND THE INTEREST EQUALIZATION TAX

WEDNESDAY, MARCH 7, 1973

U.S. SeNaATE,
CoMmmirTEE ON FINANOE,
Washington, D.C.

The committee met, pursuant to notice, at 10:08 a.m., in room 2221,
Dlrlﬁe.n Senate Office Building, Senator Russell B, Long (chairman)
presiding.

Present: Senators Long, Ribicoff, Byrd (of Virginia), Gravel,
Bentsen, Curtis, and Hansen,

'The CrzairMaN, The committee will come to order.

_'I'his morning the committee is conducting hearings on H.R. 8577, a
bill to extend the interest equalization tax for a period of 15 months
through January 80, 1074.

The interest equaflza,tion tax is now 10 years old, It was designed to
lessen the flow of U.S. capital into foreign investments. Though the
tax has reduced somewhat, the purchases of foreign securities by
Americans, the defleit in our balance of payments for the 2-year period
1971 and 1972 reached a staggering $35 billion on a liguldit basgis.
The interest equalization tax does not apply to new issues from Canada,
even though that country has large balance of trade and payments
surpluses with the United States. Nor does the tax apply to direct
foreign investment by U.S. corporations,

The present interest equalization tax is equivalent to a rate of three-
quarters of 1 percent per year in interest costs for foreign persons who
obtain capital from U.S. sources. The law allows the President to vary
the tax rate by an amount equivalent to an interest rate of from zero
to 114 percent. However, the President has not changed the rate during
the past 4 gcears. )

Our Subcommittee on International Trade, under the able leader-
ship of Senator Ribicoff, has just completed a series of hearings on the
impact of multinational corporations on the world economy. During
the courss of those hearings, we became involved in issues related to the
international monetary system, the nature of U.S. investments abroad,
the balance of trade and the balance of payments. .

It seems to me most fitting that the committee has those hearings
fresh in its mind as we deal with extension of the interest equalization

tax. .
1 am pleased that our first witness will be the Honorable Paul A,
Volcker, Under Secretary of the Treasury for Monetary Affairs, who
will present the administration case and will, no doubt, be able to an-
swer our questions dealing with the international monetary situation,
We will include at this point, in the printed hearing, a copy of
H.R. 3577 and our press release announcing this hearing.
(The material referred to follows:)

(1)



PRESS RELEASE

" Cirni s R W
FOR IMMEDIATE RELEASE |5 " COMMITTEE ON FINANGE
FEBRUARY 28, 1973 UNITED STATES SENATE
- 2227 Dirksen Office Building

HEARINGS ANNOUNCED ON

INTEREST EQUALIZATION TAX

The Honorable Russell B, Long (D., La,), Chairman of the
Committee on Finance, announced today that the Committes would hold

a one day hearing Wedneeday, March 7, 1973 on H.R. 3577, a bill to
extend the interest equalization tax for 15 months (until June 30, 1974).

The hearing will be held in room 2221 Dirksen Senate Office Building,

and will begin at 10100 A, M.

The interest equalization tax is an important part of the
Administration's balance of payments program, The tax, In effect,
provides the equivalent of a three quarters percentage point per annum
rise in interest costs for foreigners obtaining capital from U.8. sources
whether {n the form of debt obligations or equity capital,

The Honorable Paul A, Volcker, Under Secretary of the Treasury

for Monetary Affairs, will be lead-off witness and will present the Ad-
ministration's case for this legisiation,

Requests to be Heard, -- Senator Long stated that those indlvie
duals who desire to testify on March 7 should make their request to
Tom Vall, Chief Counsel, Senate Committee on Finance, 2227 Dirksen
Senate Office Building, no later than noon Monday, March 5. Persons
scheduled to appear must submit 25 copies of their statement to the Com-
mittee not later than noon on Tuesday, March 6, Statements should be
on double-spaced, letter-size pages (not legal size), and each statement
must be preceded by a summary of the principal points presented by the
witness. The Chairman emphasized that pursuant to the requirements
of the Legislative Reorganization Act of 1946, witnesses will be expected
to limit their oral presentation to brief summaries of their statement,
He urged those with similar views to coordinate their oral statements
in order to prevent duplicative and repetitive testimony.

Senator Long said that the Committee would welcome written com-
ments on H,R, 3577; five copies of these comments should be sent to
Mr. Vail by the close of business on Friday, March 9. He indicated that
these written comments would be given the same close consideration as
though the writer had testified orally, N

P.R. #4
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9% gorggggss H R. 3577

IN THE SENATE OF THE UNITED. STATES

Fepruany 28,1078
Read twice and reforred to the Committee on Finance

AN ACT

To provide an extension of the interest equalization tax, dnd

for other purposes.

Be it enacted by the Senate and House of Representa
tives of the United States of America in Congress assembled,
SECTION 1, SHORT TITLE, ETC.

(a) SHORT TITLE.—This Act may be cited as the
“Interest Equalization Tax Extension Act of 1973,

(b) AMENDMENT OF 1954 CopE.—Whenever in this
Act an amendment is expressed in terms of an amendment
to o scction or other provision, the reference is to a section
or other provision of the Internal Revenue Code of 1954,

1
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2
SEC. 2. EXTENSION OF INTEREST EQUALIZA}’TXON TAX,
Section 4911 (d) is amended by striking out “March 81,
1973” and inserting in lieu thereof “June 80, 1974”,
SEC. 8. OTHER AMENDMENTS,

1

2

3

4

5 ° (a) Esrars Taxarion or CrnrAry Drsr Wosne

6 INTEREST EQUATIZATION TAX APruLins.—

7 (1) Estame rax Nor 7o ArenY.~The last sen-

8 tence of section 2104 (¢) (relating to treatment of

9 certain deht obligations for cstate tax purposes) is
10 amended by inserting “or section 861 (a) (1) (G)”
1 after “by reason of section 861 (a) (1) (B)”.

: 12 (2) Brrnerive part—The amendment made by
13 paragraph (1) shall apply with respect to estates of

14 decedents dying on or after January 1, 1973,

[y
or

3

(h) Reppan or BXeMprioN ror Sniprina CoMpa-

16 Nris IN Luss DEVELOPED ('OUNTRIES,~

1 (1) IN arNERAL.—Section 4916 (relating to iu-
18 vestments in less developed countries) is amended by
19 adding at the end thereof the following new subsection:
20 “(c) Tssurs AvTER JANUARY 29, 1978, 1¥ CASE oF

21 Simrering CoMPaNIES 1N Taiss Deverored COUNTRIES,—

22 “(1) REPEAL oF EXCLUSION.—Except as pro-
23 . vided hy paragraphs (2), (3), and (4), subsection (a)
24 (2) shall not apply to acquisitions of stock or debt obli-
25 gations of a corporation desceribed in subseetion (c) (1)
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3
(B) (relating to certain loss developed country ship-
ping companies) which were issued on or after Janu-
ary 30, 1973,

“(2) EXOEPTION FOR DPREEXISTING COMMIT-
MENTS,~—Paragraph (1) of this subsection shall not
apply to an acquisition— -

“(A) made pursuant to an obligation to ac-

quire which, on January 29, 1973—

“(i) was unconditional, or

“(ii) was subject only to conditions con-
tained in a formal contract under which partial
performance had occwrred; or
“(B) as to which on or before Junuary 29,

1978, the acquiring United States person (or, in

a case where 2 or more United States persons aro

making acquisitions as part of u single transaction,

n majority in interest of such persons) had takon

every action to signify approval of the acquisition

under the procedures ordinarily employed by such
person (or persons) in similar transactions, sub-
ject only to the exccution of formal documents ovi-
dencing the acquisition and to customary closing
conditions, and the acquiring United States person
(or persons) —

“(i) had sent or deposited for delivery
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10
1
12
13
14
16
16
17
18
19
20

22
23
24

4

to the foreign issuer or obligor 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 document setting forth, or referring to

a document sent by the foreign issuer or obligor

from whom the acquisition was made which set

forth, the principal terms of such acquisition, or
“(ii) bad received from the foreign issuer
or obligor from whom tho acquisition was made

a memorandum of terms, draft purchase con-

tract, or other document setting forth, or-refer-

ring to a document sent by the acquiring United

States person (or persons) which sot forth, the

principal terms of such acquisition.

“(3) EXCEPTION FOR PUBLIO OFFERING.—Para-
graph (1) of this subsoetion shall not apply to an ac-
quisition if— '

“(A) a registration statement (within the
meaning of the Sccurities Act of 1083) was in effect
with respect to the stock or debt obligation acquired
at the time of its acquisition;

“(B) the registration statement was first filed

with the Securitics and Exchange Commission on
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1 January 29, 1978, or within 90 days before that
2 ' date; and

3 (C) no amendment was filed with the Securi-
4 ties and Exchange Oommissilon ;fter January 29,
5 1978, and before the acquisition which had the
6 effect of increasing the number of shares of stock or
7 the aggregate face amount of the debt obligntions
8 covered by the registration statement. ~

9 “(4) EXCEPTION FOR OPTIONS, FORECLOSURES,
10 AND CONVERSIONS.—DParagraph (1) of this subsection
11 shall not apply to an acquisition—

12 ‘“(A) of stock pursuant to the exercise of an
13 - option or similar right (or a right to convert a debt
14 obligation into stock), if such option or right was
15 held on January 29, 1978, by the person making
16 the acquisition or by a decedent from whom such
17 person acquired the right to exercise such option or
18 right by bequest or inheritance or by reason of such
19 decedent’s death, or
20 “(B) of stock or debt obligations as a result
21 of a foreclosure by a creditor pursuant to the terms
22 of an instrument held by such creditor on Janu-
23 ary 29, 1978.” o
24 (2) CoNFORMING AMENDMENT.—Section 4916 (a)
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12
1
14
15
16
17
18
19
20
21
22
23

26

6 -

(2) is amended by inserting “ (except as provided in

subscction (o) )” after “less developed country

mrporatig&”.

(¢) Excrusion ¥or SEcuriTIEs Issurp To FiNaxcs
NEw ok ADDITIONAL DikEeT INVESTMENT IN 1HE U'NITED
STATES,—

(1) ExcrusioNn rroM TAX.—Subchapter A of

_chapter 41 (relating to acquisition of foreign stock and

debt obligations) is amended by adding at the end

thereof the following new section:
“SEC, 4022. EXCLUSION FOR CERTAIN ISSUES TO FINANCE
NEW OR ADDITIONAL DIRECT INVESTMENT

IN THE UNITED STATES.

“(a) (ENERAL Runk—~The tax imposed by section
4911 shall not apply to the acquisition by a United Status
person of stock or a debt obligation constituting all vr part
of an original or new issuc (as defined in section 4917 (¢) )
which was issued for the purpose of financing new or addi-
tional direct investment (as defined by the Secrctary or his
delegate) in the United States by the foreign issuer or
obligor and which qualifies under subsection (b).

“(h) QUALIFICATION FOR ExcrLusioN.~In order for
any issue of stock or debt obligations to quulify for an exelu-
sion under subsection (a), the foreign issuer or obligor

(prior to the issuance of such stock or debt obligations) shall
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1 have established to the satisfaction of the Secretary or his

2 delegate, pursuant to rules or regulations preseribed-hy-the

3 Secretary or his delegate, that—

4

5
6
7
8
9

10

1

12

13

14

15

16

17

18

19

20

21
22

23 -

A\
“(1) at least 50 percent of the total funds requnired

for the direet investment involved will come from sources
outside the United States;

“(2) such investment will he made for a period of
at least 10 years;

“(8) during such 10-ycar period the aggregute
amount of all investments in the United States by the
foreign issuer or ()l)ligo;' will at no time he reduced helow
the aggregate amount of such investments ag determined
innuedintely after the investment to which the exclusion
applies;

‘“(4) during such 10-year period the foreign issuer
or obligor will comply with such other conditions and
requirements as the Secretary or his delegate may pre-
scribe and make applicable to such issuer or obligor; and

“(3) during such 10-year period the foreign issuer
or obligor will submit such reports and information, in
such form and manner, as may he required by the Sec-
retary or his delegate to substantiate compliance hy the
foreign issuer or obligor with the requirements of the

preceding paragraphs.
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“(c) Loss or ENTITLEMENT T0 EXOLUSION IN CASE

or SUBSEQUENT NONCOMPLIANCE,—

“(1) IN auNERAL~Where an exclusion under sub-
section (a) has applied with respect to the acquisition
of any stock or debt obligation, but the foreign issner
or obligor subsequently fails (before the termination
date specified in section 4911 (d) ) to comply with any
of the requirements cnumerated in subsection (b) or
made applicable to such issuer or obligor under para-
graph (4) thereof, then liability for the tax imposed
by section 4911 (in an amount determined under para-
graph (2) of this subsection) shall be incurred hy such
foreign issuer or obligor (with respect to such stock or
debt obligations) at the time such failure to comply
occurs as determined by the Seccretary or his delegate.

“(2) AMOUNT OF TAX.—In any case where an
exclusion under subseetion (a) has applied with respeet
to an original or new issue of stock or debt obligations,
but a subsequent failure to éomply with the require-
ments enumerated in or made applicable to the foreign
issuer or obligor under subsection (b) occurs and liabil-
ity for the tax imposed by section 4911 is incurred by
the issuer or obligor as a result thereof, the amount of
such tax shall be equal to the amount of tax for which

all persons acquiring such stock or debt obligations (as

P
.



(> [ w [ -t

o W <9 o

10

11

9-
part of the original or new issue) would have been
liable under such section upon their acquisition thereof
if such exclusion had not applied to such acquisition.”

(2) Peyavry.—Subchapter B of chapter 68 (re-

Inting to assessable penalties) is amended by adding at

the euIl thereof the fcllowing new section:

“SEC. 6689. FAILURE BY CERTAIN FOREIGN ISSUERS AND
OBLIGORS TO COMPLY WITH UNITED STATES
INVESTMENT EQUALIZATION TAX REQUIRE.
MENTS.

“In addition to any other penalties imposéd by ]aw,. any
foreign issuer or obligor with respect to an original or new
issue of wh‘os_e stock or deht obligations an cxclusion from
tax under section 4922 applied, but who fails to comply with
any of the applicable requirements enumerated in or made
applicable to such issuer or obligor under subsection (b) of
such section and (under scction 4922 (¢)) incurs liability for
the tax imposed by section 4911 as a result thoreof, shall,
unless it is shown that such failure to comply is due to rea-
~sonable cause and not due to willful neglect, be liable (in

addition to the liability for tax so incurred) for a penalty
equal to 25 percent of the total amount of such tax.”
(8) CONFORMING AMENDMENTS,—

(A) The table of sections for subchapter A of
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10
chapter 41 is amended by adding at the end thereof
the following new item:
“Sec. 4922, Exclusion for certain issues to finance new or
additional direct investment in the United
N States.”.

(B) The table of sections for subchapter B of
chapter 68 is amended by adding at the end thereof
the following new item:

“Sec. 6680, Failure by cortain foreign issuers and obligors
to comply with United States investinent
equalization tax requirements.”.

Passed the House of Representatives February 27, 1973,

Attest: W. PAT JENNINGS,
Clerk.
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The CrmatrMaN. Mr. Volcker, we are very pleased to have you.

STATEMENT OF HON. PAUL A. VOLCKER, UNDER SECRETARY OF
THE TREASURY FOR MONETARY AFFAIRS

Mr. Vorcker, Thank you very much.
I have a short statement which with your permission I will read
The CHAIRMAN, Yes,

. Mr. Vorcker. I am pleased to appear on behalf of the administra-
tion to support the extension of the interest equalization tax. Under
present legislation, the IET would expire at the end of this month,

This tax was enacted in 1964 as a temporary measure, designed to
help curtail our balance-of-payments deficit. Our continuing deficit
has made it necessary to extend the bill on four previous occasions. We
believe that recent exchange rate actions—accompanied by and com-
bined with effective policies in other directions—can, and will, and
must bring that deficit to an end, But those actions cannot bring a cure
to the deficit instantaneously. The hard fact is that no matter how
forceful our policies—and 1 believe they are forceful—it will take
time for the more fundamental cures to work, and for our trade bal-

“ance to recover. For the transitional period ahead, therefore, our pay-

nents position still needs the protection provided by the IET.

The IET sharply restrains the purchases by U.S, residents of securi-
ties issued by other developed countries of the world (with the excep-
tion of Canada) by imposing a graduated tax, currently equivalent
34 lEmrcem: per annum. By effectively raising the cost of U.S, capital
to borrowers in the developed countries to a-level more comparable
with borrowing costs in their own countries, the outflow of portfolio
capital from the United States is contained. Our experience with the
1IET indicates that it has been effective in those areas to which it
gplies. Moreover, the tax complements and supports the Commerce

epartment’s program to restrain outflows of direct investment capi-
tal (FDIP) and the Federal Reserve’s voluntalg 1gro am to limit the
export of funds by financial institutions (VF' hese three pro-
grams are interrelated and mutually regn_forcm%; -

As I suggested, we are pursuing policies, both at home and interna-
tionally, to bring an end to a payments deficit that has persisted for
too long. So far as exchange rates are concerned, two exchange rate
realinements—one at the Smithsonian and again in February—have,
I am convinced, produced a fair and realistic base for repairing our
trade and payments position. .

We do not, and~cannot, look to exchange rate changes to do the
whole job. Competitive pricing, to be effective, requires that foreign
markets be open to us. We must attend to the efficiency, productivity,
and price stability of the U.S. economy to maintain our competitive
edge. The administration has, as you know, been moving vigorously
in these directions.

01-878 0«73 -2
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Our confidence that the steps we have taken and are takin% will
restore our basic balance of payments position is an important factor
in our thinking that this is the last time we should ask for an exten-
sifon ?(f this legislation, provided the expiration date is set at the end
of 1974.

The speculative atmosphere in international currency markets in
the past few weeks does not disturb our basic conviction in that
respect.

would point out the currency movements which have occurred are
not of the type that the IET is designed to impede or, indeed, is
capable of impeding. However, it also seems obvious that this is not
the time to permit this measure to expire. We continue to need the
YET and the other programs of capital restraint in this period of
transition and uncertainty in international monetary affairs,
" "We are now engaged in an effort to build a new international eco-
nomic system. One of our objectives in that effort is to establish a
cooperative -monetary order in which the United States and other
nations do not have to rely on controls to maintain balance. Qur
conviction on that score also underlies our expressed intent to phase
out the IET by the end of 1974, along with the foreign direct invest-
ment program. However, the objectives of reform would not be served
by a precipitous dismantling of these restraint measures today. In-
stead, we must move by stages, consistent with anticipated improve-
ment in our basic payments position. As we do so, we hope and expect
that more foreign capital will be attracted to our markets, reflectin
the gositive attributes not only of satisfactor{ return, but of hig
liqui it¥ and freedom from threat of official controls.

he IET extension bill, as it was approved by the House, incor-
porates certain technical amendments which we are preBared to sup-
{)ort. However, extension of the IET authority until December 81,
974 rather than the date of June 80, 1974 provided in the bill as
passed by the House—seems to us appro?riate. This would bring the
expiration date into line with the final “phasing out” date stated by
Secretary Shultz for the existing restraint programs announced on
February 12 in his statement on foreign economic policy. This date
should provide us with an ample margin-of time to accomplish the
objective, without forcing action out of keeping with the development
of our external position. '

At the same time, we have signaled our determination to achieve

" & payments position and a monetary system that can stand without

this artificial crutch,

Thank you, Mr, Chairman, :

The CaAmMAN, Why has the administration decided to unilaterally
abandon the interest equalization tax if this has been as effective as
it is claimed in dampening the outflow of U.S, capital, in view of the
fact that the balance-of-payments problem exists and continues to
exist in this country?

Mr. Vorcker, That is why we are not abandoning it today. We
have not taken any action today but we want to look forward to the
day, and we do look forward fo the day, when this kind of special
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control isn’t necessary.and we have taken some very vigorous actions,
as you are aware, Mr, Chairman, to deal with the balance-of-payments
problem in a way that we think will produce results in this time period.

The CuarMaN. Mr. Volcker, if you will look at this table prepared
here in our committee, you will see that it shows the Canadians have
run a balance-of-trade surplus with the United States of over $7 billion
gnd a balance-of-payments surplus of almost $68 billion in the last

ears,
3(’The table referred to follows:)

Un1rED STATES BALANCES OF TRADE AND PAYMENTS WIiTH CANADA
1968-72

[In millions of dollars]

New Canadian

gecurity issues

Balance of  in the United

. . payments States

Merchandise (basic capital

trade balance) ! outflow

1968. ... —435 —511 —957

1969 ... —799 -1, 367 -1, 270

1970 .. -—1,676 —1, 649 —776

1971 ... —1, 690 --913 —-790

1972 .. —2,494 2 —1, 552 ¥ —817
Cumulative,

1068-72___. ~7,094 -5, 992 —4, 410

Y Current account and long-term capital ; excludes short-term private capital.
? January-September 1972, at annual rate,
Source: U.S. Department of Treasury.

The CramrmMaN. Yet Canada is the only developed country which
has an exemption from the interest equalization tax for new security
issues under this legislation.

Can you see any reason at all for continuing the Canadian exemp-
tion in light of ourlf)e‘rsis,tenrt, trade and balance-of-payments deficits
with that country ! How can you i‘ustifv the exemption, under the guise
of international monetary stability, for a country which is runnin
such large surpluses with the United States? If anything, it woul
appear to me to be that the exemption contributes to international
moneta{y instability.

Mr. Vorcker, Well, I can understand those questions because the
Canadian position has changed a great deal in recent years, and their
position has become substantially stronger and particularly stronger
vis-a-vis the United States.
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However, we are in a period where we would like to look forward
to eliminatm% this tax rather than extending it, and we have, I think,
a new variable in this situation inasmuch as the Canadian exchange
rate is floating, and that should bring over a period of time some
kind of equilibrium in these flows through movements in the Canadian
exchange rate, perhaps, with the exemption continuing.

Now, practice does not always follow theory but that is the way
it’s supposed to work.

The CHAIRMAN. Let me ask you something about our trade prob-
lem, and I know that you are working on it and are concerned about
it: If we are able to balance off our trade, which is a herculean task
considering how far we are behind now, it looks like the trend will
be for us to export agricultural commodities and import manufactured
goods. Doesn’t that seem to be the trend ¢

Mr. Vorcker. I think I want to subdivide that with one further
clagsification, perhaps, Mr. Chairman, I think we have a strong com-
petitive advantage in agriculture, and we should be net exporters of
agricultural commodities, and we are, and I would like that to
increase.

In the manufactured goods area, it depends upon whether you
are talking about highly advanced goods, goods that incorporate
highly advanced technology. We tend to be in a relatively strong
¥os1tlon there, and in a net importing position with more basic manu-

actures, and I don’t know whether more basic is the right term
but more traditional type of manufactured goods.

The CramrmaN. There is a chart on page 28 of the little pamphlet
the staff has prepared which shows what our balance of trade in
manufactures 18 compared with Germany and with Japan, It is on a
CIF basis. The chart points out that we have moved from a surplus
to & deficit in trading in manufactures. I will ask that the chart that
aﬁ)pears on page 23, and the data that appears on page 24 to back
that up, appear in the record at this point.

(The items referred to follow :)
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The CHAmRMAN. Now, what that chart shows is that in trade of
manufactured commodities Japan has a surplus of $19 billion.

Mr, Vorcker. I don’t understand that figure, Mr. Chairman.

The CrARMAN, In trade in manufactures.

Mr. Voroker, A surplus of $19 billion,

The CrarMAN. Yes, sir. They have a surplus of $19 billion; Ger-
many has a surplus of $16 billion in trade of manufactured commodi-
ties; while we have a deficit of $7 billion.

Senator Hansen, Would the chairman yield for a question at this

t‘

The CHAIRMAN. Yes, :

. Senator Hansen, Mr, Chairman, do I understand that we are talk-
ing only about manufactured articles expressed in terms of Japan’s
export of manufactured articles as contragted with its imports of
manufactured articles. This does not take into account agricultural
imports to Japan.

r. VOLOKER. Or raw material imports.

The Cramuman. This does not take into account their oil imports
which constitute a very big item, The chart just looks at manufactured
commodities, and there is Japan, according to our staff study, with &
$19 billion surplus, Germany with a $16 billion surplus, in that aspect
of their trade; and the United States with a $7 billion deficit. Now
I would assume that would continue to be the trend, that our deflcits
will get bigger——

Mr. Voroxer. If I may just interject there, Mr. Chairman.

The CHAIRMAN (continuing). On that item. Please understand——

Mr. VoLoxer. I want to enter a reservation on that item,

The CHAIRMAN, Yes.

Mr. VoLckEr, Because we made some very important changes here,
including the chanées in exchange rates and, for instance, the exchange
rate between the United States and Japan has changeci in the space
of the past 18 months by something like 85 to 40 percent. Well, that
is going to make a change in these trends, I am confident, and a change
with respect to the industrialized countries of Europe basically 20 to
35 gercent, and I am confident that will make a change in thess trends,.
so I don’t think you can just project these trends ahead without al-
lowance for that. . ,

The Cuamman. Well, now, Mr. Secretary, that is all great, but let's
just take the facts of life, As far as this Senator is concerned, I can
just be as cheerful as anybody in this room about the im;;on of.J_ apa-
nese automobiles, We don’t manufacture any automobiles in Louisiana.
The Toyota has gone up in price 4 percent since the devaluation, and
it still has the same quality of workmanship, so the Japaness one way
or the other have been able to cushion this change in monet_a_rf rela-
tionship so as to still be in position to put a great deal of additional
manufactures into our market in spite of the devaluation. This leads

- me to believe that the trend shown in the chart is going to continue.

They will continue to expand their export of manufactured com-

- modities into our market, and if we are going to reach some balance

we are going to have to ship agricultural commodities in their direc-

tion, Now is that correct or is that wrong ) .
Mr. Vorcker. Well, I think we have got a large potential for agri-

cultural commodities and I don’t want to in any way contradict that
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" point you are making. I just think this trend in manufactured goods

can be shifted, too, so 1t is less adverse.

The CuARMAN. Now that gets me down to the problem I am con-
cerned about. I don’t know why I should get upset about the fact that
we export more agricultural commodities and more raw products and
they ship us more manufactured goods. We in Louisiana are an agri-
cultural State on balance, I suppose, but speaking in terms of the
overall national problem, it seems to me that if we are trading them
jobs making automobiles and jobs making electronic goods for jobs
n agriculture, which tend to be low wage jobs, then we are tradin
them a biscuit for a barrel of flour—and the way it is now, they won’t
even let us have the biscuit. What I want to know is wf\y we can't
reach some kind of an understanding here that in trading, we will

ursue an effective policy where if we are supposed to get the biscuit

or the barrel of flour we will at least get the biscuit. Instead of trading
them low wage jobs for high wage jobs we don’t even get the low wage
jobs out of it, and that is of t concern to people who are thinking
about jobs for American workingmen. )

Why can’t we put this thing on a basis that we are just not goin,
to continue to run these enormous deficits? Nobody else on eart!
would try to do it, would they ¢

Mr. Vorcrer. Well, I think that is precisely what we are doing. We
have come to the end of being able to run these enormous deficits and
we have had to make changes and we have had to make monetary
changes and changes in trade arrangements so that these enormous
deficits stop, and I think we can let the market determine pretty much
the allocation of the change, but the deficit overall has to stop, and I
think we have got to improve in agriculture and we have got to im-

rove in manufactured goods too compared to where we have been. I
on’t disagree with that at all, and we are moving with all the vigor
at our command in that direction. '

The Crarman, Well, having started out for myself, I can see ways
that this thing can be corrected, and I don’t see how we can continue
to run these enormous deficits.

Now this interest equalization tax, I think, is one of the few things
that has been done that does tend to do some good. I can’t see where
an eye dropper’s worth of good is done by saying that a tourist can
only bring back $25 instead of bringing back $100, or by enacting the
DISC proposal wheh looks to me as though it is not doing much good,

It seems to me as though we are ]going to have to move in some of
these areas of telling people “Well, ook, you are going to have to buy
in our store if we are going to buy in your store, if we are going to do

business.”

Mr, Voroker. That is right, and that is what we have been saying
and that is what we are aimmﬁ to do, and these deficits have to stop,
and the other side of that is their surpluses have to stop and it is as
simple as that, and that seems to me what we are doing,.

he CramMAN. Frankly, I am getting pretty dismayed waiting for
you fellows to find out a way to bring this thing about~—and I am not
ust, pointing the finger of scorn at this administration for this trend
a8 been going on for quite some time, - -

Mr. Vorcker. Exactly, and that is why it is so hard to turn it
around and it has been so hard and that is why we have had to take
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such radical action in some directions, But I am convinced it is going
to turn around.

The CramMan, I thought that perhaps the best Cabinet officer that
Dwight Eisenhower had was Robert Anderson, the Secretary of Treas-
ury. That man came to us in the Finance Committee room and told us
in confidence back when he was Eisenhower’s Secretary of Treasury
that he was very upset about the fact that we had had these aid and .
trade policies which were initiated more to benefit the other guy than to
benefit this country, and that it was fantastic how hard it was to turn
that thing around and head it in the other direction when that policy
wasg no longer justified. Now he couldn’t turn it around, his successor-
couldn’t turn it around, the successor of that man tried mightily and
he couldn’t turn it around, even though he thinks he did manaie to
have about one good year, and we are still struggling with that thing
and it seems to me——

Mr. Vorcker. That is right, it has taken a long time to turn it
arouad and I am convinced it is being turned around. It is a struggle.

The Cuamrman, Well, the figures don’t prove it. That is all I can

8oy,
iir. Vorcker. That is right, but there is all that momentum in those
figures and it is a real job turning those around.

The Cuamman, After John Connally made a foray against those
t1;)&0 le with all the trade and fortitude a man could muster, I tried

d every way I could to back him. Yet we come back and look at
it a year or two later and the deficit is twice as big as it was at the
time he made the fight. When are we going to start getting results?

hI have protested .enough, but I want the message to go out down
there.

Mr. Vorcker. I understand the message.

The CHAirMAN, Senator Hansen. i

Senator HanseN. Thank you, Mr. Chairman. . .

I am reminded of an intercollegiate ﬁght I saw one time—a box
match. In the sixth round, the second for the fighter who had obwi-
ously been taking quite a beating told the fighter encouragmgly
“Get in there and hit him, He hasn’t laid a hand on you yet.” ci
the poor fighter replied, “Well then, watch that referee—somebody is
beating the hell out of me.” [Laughter.] L

I hope the Secretary is right, a man for whom I have, great admira-
tion and respect. But I must say on the basis of the evidence that we
gee so far, there is little evidence to reflect your enthusiasm that we
have turned it around. )

Mr. VoLcker, I can understand that because the figures, this mo-
mentum of which the chairman was sgeakmg reisted right pret::ly
much through 1972, and, you know, I can tell you that the trade
balance was a little bit less in the second half of 1972 than it was
in the first half but it is not enough to show very much, The signifi-
cant thing is that that happened, I think, for the first time in many
years when the domestic economy was moving ahead very rapi %
Wwhen the trade balance normally gets a lot worse, and I can attac
some significance to that, and I think it is indicative that a turn
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But you look at this broad picture and I can understand you can’t
really see it veghclearly yet and I agree-with that and that is why
we took the further action that we took in February to further ex-
change rate change because we thought that was necessary to pro-
vide the impetus and thrust-to turning this around, and we have
made a very substantial chanﬁe in that connection, and just taking

ink that is as far as we need to go,
as far as we can go in that area, but I think it is going to have an
impact, and I am sure this takes still some time and that is unfortu-
nate and I am impatient, but I can’t do anything to speed it up any
further in that area. ) )

Senator Hansen, I do have a couple of questions, Mr. Chairman,
that deal with the specifics of the testimony given by the Secretary.
Before I proceed to those, I would just like to ask your opinion on
this point. It seems to be the view of some, at least, who write that
while these devaluations of our dollar may be helpful in their imme-
diate impact, it certainly does make it more difficult for exporting
nations to get their products into the United States and conversely,
theoretically easier for us to sell our products abroad.

On the other hand, where we have troops stationed in Europe, as
is now the situation, I think just the reverse is true, While it is easier
for us to trade in foreign countries on a favorable basis insofar as
U.S. manufacturers and agriculture is concerned, it is conversely
more difficult for us to buy the kinds of services and to make the pur-
chases that we have to make abroad. Is this not true?

Mr. Vorcker. Yes, it makes it 10 percent more expensive to buy the
marks that are necessary to maintain those troops in Germany.

Senator HaNsEN. One of the—

Mr. Vorcker, That is an offset.

Senator HaNsEN. One of the concerns of another committee that I
serve on, the Interior Committee, is that we are going to be importin
more and more energy, specifically in the form of oil, with the result
that Arab oil producing countries will be earning fantastic sums of
foreign exchange.

The Chase Manhattan Bank, incidentally, estimates that Arab dol-
lar holdings could exceed $200 billion by 1985, Isn’t it a fact that the
ability of central banks and governments to mdintain fixed exchange
rates and to fight speculation appears almost impossible against such
massive currency holdings by other countries.

Mr, Voroker, Well, I think that phenomenon to which you refer,
and there are all sorts of projections, you see, they are all large but
they vary in degree of largeness, creates an important potential prob-
lem in two respects, the direct balance of payments impact of im-
porting all this oil, and the problem of adding further to the amount
of volatile capital that is ready to move around the world, and we
have a lot of that already, and to the extent that adds to it, and it will
add to it, })otentially very importantly, it does create more difficulties
in terms of this speculative potential.

" Now, one approach toward dealing with this is more flexibility in
exchange rates, there may be other approaches as well but certafnly
there is a probiem upon which people have to focus attention because

-~
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- it is an increasing problem, and probably a factor in this last specula-

tive episode and, as you say; it is going to get much larger than much

.Senator Hansen. Well, if it took only the-movement of around $6
billion to force an effective dollar devaluation against the mark and
other currencies, it would seem to me that as we anticipate what very
likely will occur with respect to several Arab countries insofar as
the numbers of dollars they have in their hands, we will be going from
one monetary crisis to another. Do you share this view {

Mr. Voroker. I think any systematic monetary reform effort such
as we are engaged upon, that does not take account of this kind of
problem, this kind of potential, isn’t going to be very realistic for the
verf reason you suggest and this has to figure in these discussions and
outlook vexﬁionsciously and directly. .

Senator Hansen. Mr. Volcker, would you care to comment upon or
to speculate as to where these dollars that are so obvious and 8o pain-
fully present are coming from ¢ There have been reports that the Arab
countries are selling them, and there have been reports that multi-
national corporations have been selling them. Would there be any
merit in your judgment, in includ'rléﬁ in this bill a provision that
American citizens would be required, including corporations and
banks located abroad, to provide the Treasurg epartment with a
monthly listing of their short term foreign assets in each currency ¢

Mr. Voroker. We do collect some statistics of that kind now and we
have the authority, I think we have all the necessary authority we
need, but that, you know, the honest answer I hava to give you to your
first question is I don’t know because the statistical reporting net in
this country or other countries simply isn’t good enough to pick up at
least a great portion of these kinds of flows. That is partly because
some of the flows may not involve Americans directly at all. It would
involve shifts of money, of dollars held abroad, in the first place,
into another form, and it does not come within any reportinisysten;
directly that we.-have and a great deal of it undoubtedly is a churning
of money abroad not directly involvmiU.S. citizens or U.S. residents.

Now some of it does, I am sure, too, but it goes through many chan-
nels. Some of this we will identify, the part that went through the
banking system is more identifiable, directly or indirectly, than some
other parts, but a lot of it, for instance, this is the most difficult ares
of all, perhaps, can take the form of trade related transactions where
one speeds up pa{ments or delays payments, and the reporting net-
work isn’t sophisticated enough or accurate enough to pick up the dif- -
ference in timing of payments so that we can identify just where all
this money comes from, But we want to be examining this and get-
ting all we can out of the statistics available or what other statistics
mi%ht be generated. 3 \ o

ou have to have some little passage of time to permit the statistics
to become available that we do have and not enough time has passed.

"But I don’t believe we need any more authority in collecting statistics.

Senator HaNseN. It is adequate. )
One final question; I know I have taken more time than I should
have, Mr, Chairman, It is my understanding that the Treasury De-
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partment is gre ared to accept the amendment proposed by several
companies which would allow for the issuance of additional shares
of domestically treated stock in two instances: One, upon the exercise
of employee stock options and, two, in the case of foreign acquisitions. ™

I would invite your comment upon this proposed technical amend-
ment, if you would care.to do that. .

Mr. Vorcker, I think our people would have to look at the precise
text carefully. We would not, if the committee wants to move in these
areas, I think something:could be worked out if the limitations are
appropriate. We don’t particularly sponsor the amendments but we
wouldn’t oppose them i¥ they are apﬁro riately limited so that they
don’t become a general loophole in the legislation.

Senator HanseN. Thank you, Mr. Chairman.

The CuaIrMAN. Senator Byrd.

Senator Byro. Thank you, Mr. Chairman.

Mr. Secretary, as you can appreciate this is a rather difficult subject
for a country boy like myself and if I ask some elementary questions
I li\(?e ou will abide with me.

r. VoLokEer, You are a country boy like the chairman. [Laughter.

Senator Byrp. You say the deficits must stop. If you will, let’s
get some figures. Give me the balance of payments deficits for 1972,

Mr. VoLoger. You run into a little definitional problem.

- Senator Byrp. That is what I am trying to get straightened out.

- Mr, Vorcker. Senator Byrd, the so-called official deficit settlement.
in 1972 as I recall it was in the area of $10 or $11 billion. I can give
you that figure, I think, more precisely—$10.9 billion.

Senator Byrp, That is the balance-of-payments deficit ¢

Mr. VorLcker. 1972, on an official, so-called official reserve-transac-
tions balance, that is the overall deficit, it is the net outflow of dollars
inall forms,

Senator Byro. What other type of balance do you have?

Mr. VorLoker. Well, sometimes we compute something called, we

. always compute scmething called the basic balance which is felt to be

gsomewhat more stable and indicative of trends, which includes the

._current account, the trade, interest, other current items and long-term

capital, and that figure in 1972 we don’t have in final form yet, but it is
in the neighborhood of $10 billion, very close to the other figure I
gave you. -

Senator Byrp. Not much different.

Mr. Vorcker. Not much different than last year. Some years it is
a lot of difference but this last year they were not.

Senator Byrp. What did you call that?

Mr. Vorcker. Official reserve transactions balance is the official
name, I guess, -

Senator Byro, Official reserve transactions balance{

Mr, VoLokEer, Right.

Senator Byro. What was the same figure for 19711

Mr. VoLcker, $30 billion, $30.5 billion, actually.

Senator Byrn. What was it for 1969 ¢

Mr, VorckEr, 1969 there was a surplus, $2.7 billion.

Senator Byrp. And 19681
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Mr. Vorcker. Also a surplus of $1.6 billion.

Senator Byrp. And 19671 \

Mr. VoLokEr. Deficit of $3.4 billion. -

Senator Byrp. And 1966¢

Mr. VorckEer. A small surplus of $200 million. .

Now that figure is very much affected, as you can see, by these vio-
lent fluctuations by short-term capital movements, and when money -
was tight in the United States in 1968 and 1969, we drew in a lot of
short-term capital, and that is why we had a surplus for those 2 years.

Senator Byro, That is the balance of payments.

_ Now let’s get to the balance of trade for 1972 FOB and CIF. FOB
i $6.9 billion, as I recall. -
r. VoLOKER, Yes, and the balance of payments is $6.8 billion.

Senator Byro. On FOB basis for balance of trade?

Mr, Vorcker. That is FOB—I don’t have the—

Senator Brro, What about & CIF? ) )

Mr. Vorcker, CIF, it runs a couple of billion higher than that,
maybe, it is several billion higher than that. I don’t have the figure
with me.

Senator Byrp, The figure that the Finance Committee report shows
is $14.5 billion. i ) .

r. VoLCKER, $14.5 billion, That seems h:]gh to me on any basis,

Senator Byro. CIF, excluding foreign aid, .

Mr. Vorcker, Well, excluding foreign aid is another addition. I
don’t have those figures with me. )

Senator Byrp, Well, would you—you have no reason then to dispute
the figure of $14.5¢ , .

Mr. Vorcker. It sounds high to me but I can’t dispute it in the ab-
gsence of other figures.

AID would add a couﬁle of billion to this figure and CIF, I would
have thought, wouldn’t have added more than $4 billion or so at the
outside, but it is a little short of the figure you have,

Senator Byrp, Now you said in your dialog with Senator Hansen,
that you found it necessary to take radical action, Would you indicate
the radical action to which you referred ¢ -

Mr. Vorcker, Well, we devalued the dollar twice and had a major
exchange rate realignment in the last 14 months twice, I consider that
radical action.

- Senator Byro. That is what X was interested in knowing.

Mr. Voroker. That is the most striking action we have taken.

Senator Byrp. Because some have indicated it was not a radical
action, Devaluation in itself solves very little, does it ¢ )

Mr. VorLcker, Well, it provides a base for restoring this position
but it is not an answer i)y itself, I agree with that. )

There are two other major areas that I don’t think we can lose sight
of and that is what we are doing at home in terms of inflation and price
stability and that is important, and it is critically important, and then
I think we have the whole area of trading arrangements, and fair
treatment by American producers abroad particularly, and markets
have to be opened to us. - :

Being competitive in price is one thing and devaluation can help
there, and it does help there, but we have to have the market open to us.
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Senator Byrp. So devaluation does not solve some of our most basic
problems?

Mr. Vorcker, It is not a complete solution. .

I think insofar as exchange rates are relevant here we have done
that part of the job, and it’s been difficult and it’s been disturbing, it’s
been unsettling. I think it’s done; we have gone through that.

Senator Byrp., And it is in your judgment, radical action to devalue
the dollar twice in 14 months?

Mr. Voroker. It is indeed and this is nothing I look forward to re-
peating at all, It is radical action.

Senator Byro. I note from the New York Times today with a Paris
dateline which says the nine’ Common Market countries-are expected
to make a joint demand that the United States support the dollar in
the international financial markets at next Friday’s emergency meet-
m§ of the major industrial countries’ Finance Ministers in Paris,

h understand that you and Secretary Shultz and Dr, Burns will be
ere.

Assuming such a demand is made, and assuming that you want to

" respond aflirmatively to such a demand, what steps could be taken or

do you envision could be taken # :

Mr. Voroker, I don’t think I can comment very intelligently on
these newspaper reports and what they hypothetically might ask or
have in their minds.

I t.hiilk it is important to find out what they do have in their minds
precisely.

Senator Byro. Let’s put it this way: Let us forget the newspaper
report; just for my edification, how do you support the dollar in the
event you want to support the dollar?

Mr. Voroker, Well, what could be done is one can borrow foreign
currencies and sell foreign currencies for dollars, :

.Now, in effect, they lend us dollars and when they acquire the dollars
in the market, we don’t—it is not voluntary on our part, they do it in
ordell{' :o maintain their exchange rates by buying the dollars in the
market.

It can be done technically in more than one way. We can borrow
currencies from them and support the dollar in much the way that
thesv do but we are doing it instead of their doing it.

enator Byro. But there isn’t, do I take it from your reply that there
isn’t much that we can do to support the dollar; other than what’s
already been donef )

Mr. Voroger, Well, there is very little we can do other than bor-
rowing from them, which we already do in a different form,

Senator Byro. So what is happening, is it not, is a lack of con-
fidence in the dollar o

Mr. Voroker. I think having gone through these two devaluetions
there hag been a certain amount of unsettlement of psychology.

Now, I am convinced that these exchange rates are now fair and
realistic and they provide a basis for a strengthening position and I
think the dollar is going to do well over a period of time, I have no
doubt about that in my mind but certainly there has been some psy-
chological unsettlement in the market. I look at the market and that is

_ what they tell you, that this kind of change has led to some unsettle- -



27

ment, and I think th_inga are tioiné to settle down over a period of

time and the realization that the United States is still the strongest

economy in the world, relatively certain we are doing very well in our

price front, that we are now in a competitive position, in my judg-

ment, so far as exchange rates are concerned, are going to repenetrate

wenmarket consciousness, and the dollar is going to be doing very
ell, _

Senator Byro. How much importance do you attach insofar as the
lack of confidence in the dollar is concerneg ; how much importance
do you attach to the unbelievable deficits that the Federal Govern-
ment has been running in recent years?

Mr. Vorcker. I think how we conduct our fiscal policies is certainly
a factor in how people look upon the dollar, and that is why it’s been
important that we follow the kind of bud tary restraint that the
President has so firmly established, and I think it’s very important
that those targets and budgetary projections be adhered to. -

, Even with those projections, as you suggest, the deficits are still
sizable, but they are getting smaller.

Senator. Byrp, I really don’t see any decrease in spending. I have
a table here which I will put in the record in a minute, but I don’t
see any decrease in spen_ding. ' X

Mr. Voroker. I agree with that. The spending is still a sizable in-
crease, and the point I would—

Senator Byrp. I am taki? the administration’s budget, the budget
that the President submitted.

Mr. Vorcker. Right.

Senator Byro, It provides for an increase.

Mr. Vorcker, That’s right.

Senator Byrp. Now, in readinghthe newspapers and listening to tele-
vision one gets the impression that Treasury has recommended that
expenditures be reduced. That is not the case, )

r. Voroker. It is only reduced from what they would otherwise
be and I agree with your point. (Laughter) There is a substantial
increase here, and we must not exceed these figures, There is already a
sufficient increase and we can live with a quarter of a trillion dollars
and we can live with $268 billion next yeav and that is an increase—

Senator Byro, If youcan do that, then irou are saying, that you can
live with these tremendous deficits, and I am convinced, and maybe
you will straighten me out on my thinking, I am convinced that these
smashing deficits are leading to the decline of the dollar, to the de-
c}inel ix; tltg value of the dollar perhaps much more than any other
gingle factor.

r. Voroxer, Well, I think what is important in the end in this

ressect is that we do make progress on this inflation front, as we mean
todo. X

think we can do it consistent with the kind of budget that the
President has proposed, not the Treasury but the President.

But ¢ert;9,inf;7 we cught to be making evexg effort to diminish those
deficits and certainly not increase them, and if we could make them
smaller, T would like to see that and I am all in favor of that.

Senator Byrp, In this current fiscal year according to the Treasury’s
own figures, they show the highest Federal fund deficit in the history of

-
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the Nation with the exception of World War II, when we were fight-
ing & war on two fronts with 12 million men under arms.
ow that is making progress, I don’t quit easy.

Mr. Voroker. Well, these deficits are being brought down. I am
looking at the overall unified budget deficit, of course.

_We have a substantial surplus in the trust funds, The deficit is very
high and I would like to see it less, but I think these deficits can be
financed responsibly, without adding to inflationary pressures but the
danger is on making them bigger and we ought to be bending every
effort to making them smaller and I agree with that.

Senator Byrp. You will have a $180 billion deficit, Federal funds
deficit, in the 5-year period ending June 80, 1974, That is 25 percent
or maybe more of your total national debt that will have accumulated
over the entire history of this Nation. Yes, 25 percent of that will
have occurred during the 5-year period ending June 80, 1974, I don’t
think that is—I think there is logic, there is going to be deterioration
in the value of the dollar. I don’t oppose devaluation of the dollar
for the simple reason, for one who is not an ex;ifrt in finance, that
all that is being done is formally reco izing what is taking place,
namely, a deterioration in the value of the dollar; ~

At this point, I agk unanimous consent to insert in the record, Mr.
Chairman, a table that I have had ﬁrepared givmg the income and
expenditures of the Government for fiscal years 1968 through 1974.

he Cramman. Without objection agreed to.

(The table referred to follows:)
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Income and ezpenditures of the Gorernment Jor fiscal years 1968-74

Fiscal year—
1968 1969 1970 1971 1972 19731 19741
Reccipts in billions:
Individual income taxes____________ $69. 0 $87.0 $90. 0 $86. 0 $95. 0 $99. 0 $112.0
Corporate income taxes____________ 29.0 37.0 330 27.0 320 34.0 37.0
Total .. 98. 0 124.0 1230 113. 0 126. 0 133. 0 149.0
Excise taxes (excluding highway)____ 10.0 iL o 10. 3 10.5 9.1 9.4 9.6
Estate and gift___________________ 3.0 35 36 3.7 5.2 46 5.0
Customs_________________________ 20 2.3 2.4 2.6 3.2 3.0 3.3
Miscellaneous_ . __.____.__________ 2.5 30 34 39 35 40 41
Total Federa: fund receipts_._____ 116. 0 143. 0 143. 0 134 0 149. 0 154.0 171. 0
Trust Funds (Social Security retire-
ment, highway)_______________ 38.0 44.0 51.0 54.0 60.0 71.0 85.0
Total._ . __ . 154. 0 188.0 194. 0 188.0 209.0 225.0 256. 0
Expenditures in billions:

Federalfunds_______._____________ 143. 0 149. 0 156. 0 164.0 178. 0 188. 0 199.0
Trustfunds. . ___-________________ 36. 0 36.0 40.0 48.0 54.0 62.0 70.0
Total . . 179.0 185. 0 196.0 212.0 232.0 250. 0 269. 0

Unified budget surplus (+) or deficit '
b 2 U —~25.0 +31 —2.0 —24.0 —23.0 —25.0 —13.0
Federal funds defieit_______________ ~27.0 —6.0 —13. 0 —30.0 —29.0 —34.0 —28.0

1 Estimated figures.
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Senator Byrn, Also, Mr. Chairman, I ask unanimous consent that
a table that I I{repared showing deficits and Federal funds and interest
on the national debt. for the 20-year period 1955-74, inclusive. -

Incidentally, it shows that the interest on the debt, just the interest
charges, have doubled in the last 8 years, We now have $26 billion
in interest that we are paying on the debt.

Then I have another table that T ask unanimous consent to insert
in the record : Total U.S. gold liquid assets and liabilities to foreigners.

The Cirairman. Without objection, agreed to.

(The tables referred to follow:)

Deficits in Federal funds and interest on the national debt, 1956-74
inelusive.

[In billions of dollars]

Burplus (+) or

Receipts Outlays defieft (—) Debt interest
$58. 1 $62. 3 — 84, 2 $6. 4
65. 4 63. 8 +1.6 . 6.8
68. 8 67. 1 +1,7 7.8
66. 6 09. 7 ~3.1 7.8
65. 8 77.0 -11.2 7.8
5.7 74. 9 +. 8 0.5
75. 2 79, ¢ —4.1 9.3
79. 7 86. 6 —-06.9 9. H
83. 6 90. 1 —0. 5 10. 3
87. 2 05. 8 —8 6 10. 7
90. 9 04, 8 —3.9 10. 3
101. 4 106. 5 —8. 1 12,0
111. 8 126. 8 -15.0 13. 4
114, 7 143. 1 —28. 4 14. 6
143. 3 148. 8 -8, 5 16. 6
143. 2 156, 3 -13.1 "10. 3
133. 7 163, 7 -30.0 21.0
148. 8 178.0 —29, 2 21, 8
154. 3 188. 4 ~34.1 24, 2
171.3 199. 1 —~27.8 26,1
2,039. 5 2,272.1 232. 6 264. 7

1 Estimated figures,
Source: Offce of Management and Budget and Treasury Department. Feb, 1, 1073,

U.S. gold holdings, total reserve assets and liquid liabilities to foreigners
[Sclected perfods in billlons o\f dollars, Prepared for Senator Harry F. Byrd, Jr,, of Virginia]

Gold holdings Total assets Liquid Uabilities
End of World War IT. .. ..... 20,1 20, 1 6.9
Dec. 31, 1967 ... R, 22, 8 24. 8 15. 8
Dee. 31, 1970.. ... - 10. 7 14, 5 43.3
Dec. 31, 1971 e o 10. 2 12, 2 64, 2
Dec. 31, 1972 e v eveiaiccaaea 10. 5 13. 2 79.0

Source: U.8, Treasury Department, March 1973,
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Senator Byrp. Total U.S. gold liquid assets and liabilities to

- foreigners.

Fifteen years ago our Government had $25 billion in reserve assets,
with liquid linbilities to foreigners of $16 billion,

As of December 31—and if you have updated figures I.would be

lad if you would let me have them—we have total reserve assets of
513 billion but liquid lisbilities to foreigners of $79 billion and that
has increased in 1 year from $64 billion to $79 billion. The year before
that it was $43 billion,

So in n 2-year period, it’s increased from $43 billion to $79 billion.

1t seeins to me there is your answer,

Mr. Vorexer, That reflects those deficit figures we were talking
about earlier.
q ﬁeuator Byrp, There is your answer to the deterioration of the

ollar.

Mr. Vorcker, I agreed with that and this trend has to be changed

-and reversed.

(The table referred to follows:)



Transfers of U.S. resources to foreign nations, fiscal years 1971-78

{In thousands of dollars]
Secarity assistance t Development and humanitarian assistance Total all assistance

1971 1972 1973 1971 1972 1973 1971 1972 1973
Asia_ oo ... 5,106,092 5,175,784 5,023,610 1,355, 101 1,273,353 1,409,483 6,461,193 6,449,137 6, 433, 093
Afghanistan________ 204 250 215 13, 721 58, 043 32, 319 13,925 58, 293 02, 534
Burma_._.________- 438 32 .- 1, 052 621 621 1, 490 653 621
Cambodia_______._. 267, 619 246, 510 326, 525 8, 510 14, 618 30, 018 276, 129 261, 128 356, 543
Ceylon___ ... 3,000 .. 15 17,725 20, 130 14, 157 20, 725 20, 130 14, 172
China (Taiwan)__.__ 89, 760 105, 346 113, 374 20,690 _ oo 110, 450 105, 346 113,374
CYPrUS - oo oo o mmmmmmmmmm— oo e==oommm—= o= 1, 259 3, 960 3, 960 1, 259 3, 960 3, 960
Greece_.cooooooonn 63, 312 83, 383 97,974 oo 63, 312 83, 383 97, 974

Hong Kong/Maeao__ oo oo 305 126 126 126 1

India. . oo - 491 629 591 442, 630 196, 920 275, 131 443, 121 197, 549 275, 722
Indonesia 24, 515 34, 754 176, 197 217, 300 211, 120 200, 133 241, 815 245, 874
Iran . ______. , 152, 337 207, 232 1,209 2, 157 2, 130, 812 154, 494 209, 576

IraQ. - o oo mmmmmmem— oo —mmm—— oo 2,533 - memmmmme——eeee 2,533 e
Israel 50, 000 50, 000 58, 750 55, 342 45, 342 58, 750 105, 342 95, 342
Japan 30, 328 352 e cmm—mmmm— e = 326 30, 328 352
Jordan 45, 40, 000 9, 947 18, 592 242 14, 947 63, 592 44, 242
Korea 473, 181 428, 606 177,693 198, 271 173, 294 854, 497 671, 452 601, 900
Kuwait_ _ 41, 000 45,000 _ o emmmm—m—ocmmmme———o——o- 41, 000 45, 000
e 300, 464 423, 300 8,033 5, 196 4,999 220, 974 305, 660 428, 299
Lebanon .. - o oo e m—mmme—mmmmmm—m——meam————— 431 14, 505 5,305 431 14, 505 5, 305
Malaysia. 767 181 3,525 3, 447 3, 866 5,953 4,214 4,047
Nepal.__ 26 29 4, 406 4, 182 3, 704 4,418 208 3,733
i 515 695. 110,854 160, 530 185, 158 111, 415 161, 045 185, 853
Philippines__ 20, 131 28, 864 30, 073 64, 787 56, 336 48, 874 84,918 85, 200
Singapore_ ..o —cccccmemeaeoe 620 oo 172 i 45 45 172 670 45
Southern Yemen__ __ oo 99 90 90 9 90 90
Syria... e e mm————mm———m——————— 172 216 216 172 216 216
Thailand_ 152, 110, 518 99, 686 7, 376 19, 999 20, 370 160, 372 130, 517 120, 056
153, 303 89, 715 71, 635 71,014 235, 098 203, 972 224, 317

Turkey_. 132, 337

¥
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‘Western Samoa ...................................... 420 449 525 420 525
Vietnam___________ 2,685,246 2,963,730 2, 529 900 140, 551 121, 245 131,266 2,825,797 3,084,975 2, 661, 166
Yemen . oo e e 2, 400 1,026 1,026 2, 400 1, 1,026
East Asia regional___ 308 8,379 21, 275 16, 086 13,232 16, 317 16, 394 21,611 37,592
Near East regio!
CENTO.________ 19 19 3,099 8, 567 6, 689 6,572 8, 586 6, 708 9, 671
Other (see classified
DOD supple-
ment) _____.______ 626, 905 385,762 , 418,640 _______________ o _.___. 626,905 _ 385,762 418, 640
............................................................... 110,000 ____ ... 110, 000
Europe._________ 32, 836 62, 728 74, 005 8, 359 40, 509 860 41,195 103, 237 74, 865
Austria_ ________ . ____________ 63 T4 e 63 74
Belgium___________ 543 352 321 e 543 352 321
Denmark_ . ________ 599 358 868 e 599 358 363
France_._._________ 362 302 342 e 362 302 342
Germany__________ 1, 553 1,273 1,344 _____C_TTTTTTTTTTTTIIITTITTT 1, 553 1,273 1,344
Ieeland. e 1, 296 800 650 728 10, 600 13,184
Ttaly . ______ 728 10, 600 13,184 1, 296 800 650
Malta_____________ 6T o __ 232 9, 709 210 399 9, 709 210
Netherlands________ 528 284 267 e 528 284 267
Norway. . ... 560 302 286 - e 560 302 286
Portugal . ________ 1, 500 5, 640 3,345 .. 30,000 __________ 1, 500 35, 640 3, 345
Romania__._ . . ________ 6,83y ______ . _____. 6,831 -
%Jain. ............. 26, 197 33, 380 34,870 _ e 26, 197 380 34, 870
nited Kingdom_______________ 10, 003 10,000 e 10, 003 10, 000
Regional___________ 83 159 9,585 _____ Tt 83 159 9, 585
Other (see classified
DOD supple-
ment) . _..__.___ 16 12 24 e 16 12 24
Africa_ ... ... 72, 709 43, 071 45,556 315,094 314,131 328,618 387, 803 357, 202 374, 174
Botswana_ ______________________________________.___ 2,828 10,042 10,142 2,828 10,042 10, 142
Burundi______________ . 488 920 920 488 920 920
e o 1,125 979 1, 080 1,125 979 1, 080

it

£e



ol

Transfers of U.S. resources to foreign nations, fiscal years 1971-73—Continued

{In thousands of dollars]
Security assistance ! Development and humanitarian assistance Total a¥ assistance
1971 1972 w3 1971 1972 1973 1971 1972 1973
Central African
Republic_.’ _____ .. 261 210 210 261 210 210
Chad 651 522 591
2, 677 1, 800 1, 800
545 775 839
35,449 34, 658 34,738
3 | U,
1, 241 1,307 1, 363
22, 093 30, 896 48, 030
7. 802 4, 984 4, 970
2, 193 2, 057 2,176
5, 269 5, 343 5, 996
2, 203 1, 606 2, 072
202 190 181
9, 083 11, 066 10, 320
538 510 510
525 656 655
3, 647 2,418 1, 870
1, 746 1, 170 1,170
1, 979 1, 602 1, 460
66, 098 49, 299 60,111
1, 365 2, 119 2, 204
37,110 25, 848 24 564
613 360 360
1,987 2,910 2, 429
76 60 60
2,749 ;, 3,281 3,423
284 450 450
93 45 180
3,774 410 479

24



TADZANIR - - < — - o o o oo e 5,591 3,270 7,770 5, 591 3,270 7,770
TOEO -« oo m e 1,633 1,153 1, 254 1,633 1,153 1,254
Tanisia 2________________________________ T 47, 669 46, 969 36013 47, 669 46, 969 36, 013
Uganda._ - 3, 446 5,913 3,151 3, 446 5,913 3, 151
Upper Volta___ o ____ 4,739 3,635 3,708 4,739 3, 635 3,708
Zaire_ _____________ 14, 821 3,704 5, 240 15, 352 5, 446 11, 162 30,173 9, 150 16, 402
Zambia_ ___________ ... mcemeem 58 320 320 58 320 3
CWAregional_ _______________________ . 14,734 29, 900 24, 085 14,734 29,900 « 24,085
East Afriea_________________________TTTTTTTTTTTTTC 9, 043 5, 805 1, 600 9, 043 5, 805 1, 600
Southern Afriea____ .. _______ . ______. 10, 921 14, 135 8, 200 10, 921 14, 135 8, 200
Africa regional______ 268 400 93 17,123 16, 998 23,904 - 17,391 17, 398 23, 997
Self-heM 3 _ e (1, 732) (1, 700) (2, 050) (1,732) (1, 700) (2, 050)
Other (see classified
DOD supple- .
ment)..o.__.__ 22, 661 41, 061 22,321 e 22, 661 21, 061 22, 321
Latin America____ 83, 339 91, 008 107, 137 439, 137 446, 002 514, 888 522, 476 537, 010 622, 025
16, 840 16, 355 509 __ Lt .. 17, 877 16, 340 16, 355
................................. 632 .- 632 ..
4 91: 10, 342 11, 836 45, 899 27, 914 14, 664 50, 810 38, 256
22, 334 17, 337 98, 984 17,178 32,795 111, 543 39, 412 50, 132
6, 767 7, 661 8,433 7,059 6, 128 " 14,786 13, 826 13, 789
7,631 11, 510 102, 776 lia, 055 102, 228 109, 918 122, 686 113, 738
87 88 7, 850 336 2, 851 7,940 3,423 2,939
1,778 2,163 28, 367 25, 938 29, 805 30, 407 27,716 31, 968
527 1, 300 22, 966 10, 837 20, 567 23, 459 11, 364 21 867
562 1, 150 4 485 10. 550 15, 533 5,219 11,112 16 683
2,134 4,324 16, 587 16, 858 27,752 23, 967 18, 992 32 076
Guyana._ oo 2, 099 14, 072 11, 880 2, 099 14, 072 11, 880
...................... 1, 450 4 211 7,251 4,499 4,211 7, 251
, 828 1,099 7, 064 7,122 20, 178 8, 022 7,950 21, 277
______________________________________ 12, 594 14, 861 16, 880 12, 594 14, 861 16, 880
............................................ 23, 187 6, 202 12, 137 23, 187 6, 202 12,137
750 2,087 e eem 1, 561 750 2 087
1,189 1, 445 13,230 13,178 8,344 14, 579 14, 367 9 789
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Transfers of U.S. resources to foreign nations, fiscal years 1971-73—Continued

[In thousands of dollars}
Becurity assistance Development and humanitarian assistance Total all assistance
1971 1972 1973 1971 1972 1973 1971 1972 197
Panama___._.__.__. 690 879 945 12, 202 16, 919 23, 375 12, 892 17, 798 24, 320
Paraguay. . _.______ 2,210 1, 609 1,474 12, 843 10, 511 10, 224 15, 053 12, 120 11, 698
Pera o~ 752 1,048 5,993 15, 426 37,436 23,973 16, 178 38, 484 29, 966
ROCAP. e 3, 863 13, 417 28, 056 3, 863 13, 417 28, 056
Trinidad and '
Tobago_ e 141 90 90 141 90
Uruguay-- - ____ 6, 238 3,943 4, 442 5,444 1,920 28, 132 11, 682 5, 863 32, 574
Venezuela__________ 9, 238 12, 048 16, 735 2, 450 7, 009 2, 080 11,688 19, 057 18, 815
Eastern Caribbean
regional. .. e 1, 420 11, 342 21,788 1, 420 11, 342 21, 788
Regional programs.. _ 307 5,243 687 22, 299 35, 002 34, 927 22, 606 40, 245 35,614
Oceania_.._______ 133, 933 99, 000 95,000 ________ oo 133, 933 99, 000 95, 000
Australia__.________ 123, 000 89, 000 90,000 _____________ . 123, 000 89, 000 90, 000
New_ Zealannal s SR 10,933 10, 000 500 _____________ . 10,933 10, 000 5, 000
OMAL . o e m—m— i — e —— e e m
her develop-
ment and hu-
manitarian
assistance:
Nonregional  __ - 364, 492 668, 936 529, 381 364, 492 668, 936 529, 381
mdistributed . . __ . . .. 26, 031 36, 172 5 26, 031 36, 172 54, 885
Adjustment to net .
assistance, Pub- i
lic Law 480, . e 769 1, 800 3,600 —760 1, 800 3, 600
U.S. contributions
to international '
financial insti- )
tutiors_ .o 255, 600 407, 305 920, 000 255, 000 407, 305 920, 000

98
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Other security
assistance:

General military

assistance costs_ _ . 5,254 5,363
Interregional . __ ... 4], 443 15, 000
Undistributed - _ ___. 8,665 e mccmmemm—m—me———emme——m—me—ooooo
Other (see classified

DOD supple-

ment) ..o 217, 009 739, 900 485,680 ‘e 217, 009

739, 900 485, 680

Grand total____ 5,701,280 6,231,854 5,928,176 2,762,454 3, 188,208 3,761,715 8,463,734

refugee Programs_ . o o ccocccmccamme e 5, 700 8, 690 8, 200 5,700
tate en :

ration.__ - e 15,800 12,500 85,000 18, 800

military loans in-
cluded in security
BSSISEANCE) - - < - - oo emmmmmm oo mmmmmmmmmmmmoe=moomms==s=ssooooooooo——-—-eo oo 2, 880, 800

9,420,062 9,689,891
18,690 8,200

4, 200 4, 800

12, 500 85, 000

7,331,800 7,331,800

t0ta) e eemmmmm—e—mcem—eammmmmee—mmesemme e ——eeeee————em——o——o 11, 373, 134

16, 777,252 17,119, 691

lTheDep&mmntsotSmeandDeﬁensemxm‘derth»mmkdeﬁvedhrsomeconntry 3 See DOD supplement. -
mwwammmﬂmdmwmeﬂmtedsmmtbeymmof 3 Nonadd figares included in country lines.
bo&hamopﬁatedmndprogmmsxndothertmmmatmcosttotheU.s.Gove- t 4 Excludes $6,850,000 transferred from AID.

L8
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Senator Byrp. My point is we are not changing it; we are not
reversing.

We have another chart here, transfer of U.S. resources to foreign
nations, It is a rather comprehensive table broken down by countrics,
and it shows that our foreign-aid program, that is transfer to U.S.
resources to foreign nations, is at around $9.5 billion, and if you in-
clude the Export-Import Bank. it goes up to $17 billion,

. The administration consistently has insisted on an increase in for-
eign aid, How can you justify an increase in foreien aid under the
conditions that you have just been enunmerating to the committee?

M. Vorcxer. Well, I don't recognize figures of the magnitude you
cite for foreign aid. The total flow in vecent years has been running,
has been declining o trifle rather than increasing, has been running
under $4 billion of all types of Government capital running out,
including the Export-Import Bank.

he aid program bilaterally has been cut.

The CuamrmMan. Well, to put it all together, here are some figures
aequired by our staff and when you put all this together, it comes up
to a total of—if you put the security assistance, the development and
humanitarian assistance and other, all these various things together,
it adds up to a figure of $9,698 million, roughly $10 billion and not
including the loans,

Senator Byrp. Not including export import ?

The Cramaran, Where the loans are being put on such long terms
in those cases where it would make better seﬁﬁ%’; to mnke it a purchase
instead of a loan, put $7 billion into that and that runs into $17 billion.

But you have got $10 billion clearly aid.

Mvr, Vorcker. I will have to examine these figures and see how they
reconcile with the figures that I have.

I am sure looking at the Export-Import Bank the $7 billion figure
must be something like their gross commitments, and not offset against
the repayments that they are continually getting, because the net——

Senator Byrn. If you will check into it, you will find that the admin-
istration consistently has asked for an increase in foreign aid, and I
refer you also to page 86 of the committee print of February 26, in
which it gives the total foreign assistance at $10.1 billion, and if you
include the Export-Import Bank, it runs up to $17.5 billion, and I ask
unanimous consent also to insert in the record at this point, Mr. Chair-
man, this table of “Transfer of U.S. Resources to Foreign Nations.”

The Cramman. Without objection.

Senator Byrn. I thought the entire table should go into the record
and it just secems to me we are not going to get our deficit problems
under control and we are not going to solve these problems when we
continually ask for an increase in foreign aid, and when we are
making no effort to reduce the foreign aid, that I can see, )

Certainly, those who appear before the committee seeking foreign
aid appropriations do not submit figures of reducing them.

Asa matter of fact, the figures, as I say are increasing.

Mr, Vorcker. I think you will find our economic assistance has in
fact been declining in the bilateral programs, Senator.

Senator Byrp. You have to take the total programs, I think you will

~ agree, don’t you, Mr. Secretary, we have to take the total program, not

just one.
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Mr. Vorcker. I agree not just the economic assistance but the mili-
tary and multinational institutions, I agree they are all part of a total

icture, but all these programs have sharply differing impacts on the
Ealance of payments. For instance, in the military assistance programs
where we'simply give away military goods really don’t have any im-
pact on the net balance of payments. ,

Senator Bywo. It has an impact on the taxpayers of the country
when we are giving away resources.

Mr. Vorcker. That has an impact on the taxpayer when we are
giving away resources, I agres with you, but it doesn’t have a balance-
of-payments impact in any direct sense for that type of program.

Senator Byrp, Certainly you have a very difficult problem, no doubt
about that, and I just can’t see how you are going to solve the prob-
lems of the world currency and solve our own currency problems
worldwide until we solve our problem of continued deficit financin
right here in the United States by our own Government. We can’t
solve that by going into new programs—we went into a $30 billion
new program last year, revenue sharing, $30 billion new program
piled on top all the others, at the time when we are running these
smashing deficits, at a time when we are going to devalue the dollar.

Thank you, Mr. Chairman,

The Criarman. Gentlemen, I am going to call-on the committee
members based on the time when they entered the room because sim-

le social justice, I think, demands that one who has been sitting for a
ong time should be recognized.

I call on the Senator from Texas.

Senator BextseN. Thank you very much, Mr. Chairman,

Mr. Secretary, I wish I could share your o(i)timism that this will
stem the tide internationally but, frankly, I don’t think so. I think
we are treating symptoms which have to be treated but I think we
have to go far beyond that,

Fourteen months ago the administration was saying that we had
then arrived at an 8-percent devaluation, and that was a fair rate of ex-
change, You have reiterated it again this morning that we are ap-
proaching 18 percent in the 14 months, so I think we have to take
some strong unilateral action on the part of this Nation against
those countries that had a continuing surplus of trade with us and
will not give some concessions panticxﬁm'ly on nontariff barriers.

I was late to this committee this morning because I was talking
to an_American businessman who had just returned last night from
the Middle East. He still is in shock over having talked to a number
of Middle East rulers of very small kingdoms but who had a sub-
stantial impact on what has happened to the devaluation of our
currency. : :

He told me he was speaking to one ruler of a tiny kingdom who
told him with a great deal of pleasure that he had put $800 million
into this volatile market. He said, “I want to thank you Americans
for the $80 million I made off of you in the last couple of weeks, and
I want to thank you again for the 11.2-percent increase in the price
I will receive for my oil.” . .

We heard Senator Hansen talking about some of the figures that the
Chase Bank has worked up on what is going to happen to the Middle
East, and the incredible amount of currency that they are going to
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accumulate, and I read one report from Chase that Saudi Arabia
between now and the mideighties will have $150 billion worth of oil
income.

Now, that is not $150 million, but $150 billion. By the eighties the
Middle East nutions will be receiving from $30 to &o billion a year
from oil exports. .

Now, whether it is 80 to 40 or 20 to 30 we have never seen that
kind of a situation before, and it can lead to some extremely serious
monetary problems,

I am wondering if there is—that perhaps we should be thinking of a
cartel of consumer nations. They have a cartel of producing nations
with the OPEC nations where they bargain collectively against the
consumer nations, Perhaps we should have a cartel of the European
Common Market, the United States, Japan, major consuming nations
of oil. Perhaps that would give us some additional muscle in trying
to keep realistic prices on the oil that we are going to have to import.

Tt seems to me we ought to give some consideration to that.

Then, how can we sop u[?) some of this money that is floating around
being used for speculation? I read with a great deal of interest yester-
day that one German economist was suggesting to his Government that

erhaps they should be buying some very long-term bonds at modest
Interest rates from the United States ’

Is there feasibility in perhaps working out something along those
lines with some of these countries to take some of these dollars off the
market with long-term bonds?

I know we don’t find a lot of compassion in the world but we went
through this type of thing with the Marshall plan in assisting those
countries and perhaps it is time for some reciprocity. Not that we are
asking for a gift but for the stability of the monetary system of the
world, for the self-interest of those countries, too, that they accept
long-term obligations of this country for those floating dollars to take
them out of the market. :

Is there some feasibility to that, Mr, Secretary ¢ :

Mr. Vorcker, Well, I think this is an important problem and it is
also, like everything else, a very difficult problem.

One of the difficulties is there is not much point in selling, let’s say,
long-term bonds to somebody who is holding dollars anyway, and
somebody who may be ready to trade or speculate in those dollars isn’t
going to be so easily enticed into a long-term, low-interest loan because
they are looking for speculative profit. How do you attract them into
Amercian securities?

T don’t think any of these problems are really acceptable, Senator.
They will still be in American securities and they will be delighted to
buy American securities when they think American currency is stable
and the American economy is strong. ,

That gets back ﬁartly to our balance-of-payments problem. As that
improves, as we show the stability of our domestic economy, a lot of
this money is going to run back into dollars because fundamentally
we do have the largest and strongest economy and we are not going to
be very successful, I think, with other devices without this natural
force supporting that tendency anyway.

Now, there are other—I don’t exclude that there can be funding,
consolidation, efforts of one sort or another, and some of those have
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been under discussion in the context of the monetary reform effort, and
and perhaps some of that could be speeded and brought forward, but

it is a complicated problem. .
Senator BenTsEN. Perhaps we could put a maintenance-of-value

~clause in the contract on bonds which might make them more

attractive?

Mr. Vorcker. That is one—-

Sennator BenTsen. If you had a devaluation there would be com-
pensation.

Mr. Vorcker. It is one kind of device that may have, in connection
with some of these schemes, some role to play.

Senator Bentsex. I would like to ask you one or more questions

" on a technical basis. We have had an exception on your interest

equalization tax concerning underdeveloped countries,

T understand the House has now moved to close a loophole in the
shigping industry, and I think justifiably, in that a number of ships
under foreign flags have been m underdeveloped countries and, in
turn, have issued the obligations but, in effect, the ships were not
built there but built in Japan.

Mr. Vorcker. Right.

- Senator BenTsEN. But that, as often happens when you try to cor-
rect that kind of a problem, you run into other situations where
inequities are created, and there are some of these shiFs under foreign
registry where the ships are aotualliy‘ being built in this country, and
so as the change was made in the bill, as I understand it, on the House
side, it meant that these companies in turn were affected by it, and it
seems to me as long as the ships are built in this country that the
interest equalization exception should be allowed.

Mr. Vorcker. I think that is correct, and if the House language
does not deal with that situation we would want to look at it again.

I agree there is & major difference whether the ship is built here or
abroad, and I thought, my thought was, that came under essentiall
the export exemption, if that for some reason does not, then I thin%
we had better look again.

Senator BenTtsen. I ant told that it does not, but I would appreciate
your exploring that.

Thank you very much, Mr, Chairman..

The CramMaN. Senator Ribicoft ? ‘

‘Senator Riercorr. Mr. Chairman, the thought occurs to me as I lis-
tened to Mr. Voleker, and I have the highest respect for him, that in
my 10 years on this committee I am always rather surprised how little
information we ever get from the Treasury Department. This applies
not only to this administration, but to all administrations, And it also
strikes me, as I think about the actions that are asked for, if the Treas-
ury has ever toted up how many times they have been wrong as against
how many times they have been right in the last 10 years in asking this .
committee for various actions. I think it would be very intriguing for
us to know.

We are being asked to act on very important matters and find very

little information that we get from the Treasury Department that is

rea]lf very helpful.
What is intrlgun}% to me, Mr. Volcker, is that it seems that it doesn’t
take a very large shift of funds to create a world monetary. crisis. There
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are some $268 billion of short-term funds available, with American
multinationals and banks having holdings of more than $100 billion. A
shift of only $6 billion into Deutsch Mark a few weeks ago caused the
latest monetary crisis. How strong then is the dollar if it just takes that
much of a shift when you consider the total amount involved ¢ )

Mr, Voroker. Well, let me say, Senator, it was not that shift or this
so-called crisis that I think caused the devaluation of the dollar. What
caused the devaluation of the dollar—that was on the surface—what
caused it was this underlying deficit, this underlying trade position
that we were speaking about. There would have been no excuse, no
reason for us to take this action to change the exchange rates unless
there had been this underlying deficit in our position, that is what we
werle; concerned about more than the shift of $6-million in a particular
week.

Now, having said that, and that is the reason for our exchange rate
action, I think you correctly point out a major problem of the interna-
tional monetary system, that the volume of funds ready to move around
on short notice is very large, and we have to have arrangements where
various funds can be either absorbed or diffused in a way that does not
create tensions within the system, and that is a central issue of reform-
ing our monetary arrangements so that these kinds of shifts of funds
do not create unnecesary disturbances, It is a small fraction of the total
volume of funds potentially available.

In a sense we have grown up now to a world in which both the vol-
ume of funds and the freedom to move these funds around has been
very much enhanced, and the institutional arrangements we had have
been outgrown, so we have got to build some new arrangements to deal
with that problem.

Senator Rieicorr. Now, when this monetary case struck a few weeks
a‘%o the financial columnists all seemed to indicate that the President’s
phase ITI program shocked the Europeans and Japanese because it in-
dicated to them that it was a go-ahead signal for further inflation in
this country.

Would you want to comment on that ¢

Mr. Vorcker. Well, again, I would comment by saying if you look
at this in terms of the exchange rate realinement and the devalua-
tion of the dollar, it had nothing to do with phase II1. We didn’t de-
value the dollar because the President one day announced phase III.

Senator Risicorr, When you devalued the dollar was that the in-
terpretation of the holders of these huge sums of dollars, along with
their attitude about the American economy? The signal may have
been unjustified——- .

Mr. Vorcker. That is right.

Senator RiBicorr (continuing). But that is how they read it.

Mr. Vorcxer, There was some interpretation of that kind in the

ress. I think, at home and abroad, and I think, this among other
actors, probably contributed to some psychological unsettlement.

I think it was a false reading and I don’t think that was a major
factor myself, but it was one factor, and people since have talked
about it In retrospect and I think blown up its relative importance
more than is justified. ) ‘

But to the extent that people interpreted the announcement of
phase III as meaning more inflation that is a wrong interpretation;
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‘but to the extent they interpreted it that way this was a factor in
psychological unsettlement. ..

Senator Riercorr. Can you tell us who profited from this devalu-
ation. Which groups, which companies, which individuals or which
countries made profits? .

Mr. Vorcker. Well, I can’t answer a question like that unfortunately
very fully because in the most immediate sense of exchange profits and
losses, you know, the basic answer is I don’t know.

But when you look broadly and say who profited and who lost from

this kind of ‘exchange, and look at it even from the standpoint of a
company, an individual company, he may either gain or lose on his
particular exchange position at the time. .
. But then you also have got to look at much more fundamentally, I
think, look at how this affects his competitive position and his profita-
bility over a period of time, and in that latter sense I say American
producers and American workers gained. They are in a better competi-
tive position.

Senator Ripicorr. This is repeated time and time again but some-
how it does not really work out. You keep on saying that this devalu-
ation means we will be more competitive. But, 1f you analyze this, it
?ust isn’t as simple as that. Sure, the cost of American goods will be
ess in relation to the Japanese yen, for example, but then the-yen
buys that miuch more of American raw materials that go into the
finished products so it is a standoff to their net cost.

Mr. Vl(;LCKER. It is not a standoff, there are some offsets.

Senator Riprcorr. I know there are some offsets, you also have their
productivity, their industries’ relationships with their governments,
and a subsidies of one type or another. Aren’t you faced with a whole
range of policy reviews, as indicated by my colleague, Senator Byrd,
and Senator Long, and Senator Bentsen?

We have a situation, as Senator Byrd pointed out, of some $10 bil-
lion of economic and military aid, plus $7 billion of long-term loans
from the Export-Import Bank. Here we are making these loans when
we really don’t have the assets to do it. Every time we make one of
those loans or give some of this foreign aid, our position worsens in
the world money markets. So we really are in a situation now that we
are not a rich uncle any more. West Germany and Japan have ac-
cumulated all the reserves. Isn’t it time for us to say to them “You must
help us with these burdens.” B

You still have 300,000 American troops in West Germany which
produces another $1 billion deficit for us. Aren’t we in a position to
say, “Well, if our troops have to be there, West Germany and the
other countries that hold so many of our dollars are going to have
to pick up more of the total tab.” .

In other words, don’t we now have to review all of our foreign eco-
nomic policies because the shattering of the dollars’ power is a blow
tfn the United States that in many ways is equivalent to a military de-
eat, - ' -

When you suffer a military defeat it involves geopolitical problems.
But it seems to me in the future the world is not going to have military
confrontations on a large scale. The world and the United States 1s
now entering a period where there are greater economic confronta-
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tions, where ecopolitics is taking the place of geopolitics in arranging
the affairs of nations. _

It becomes very obvious that the United States is coming out second
best in_the economic struggle with other nations of the world. Last
year Japan had a $19 billion trade surplus in manufactured goods,
Germar:iy had a $16 billion surplus, and the United States had a $7
billion deficit. To continue on, also what Senator Bentsen raised when
he left, with a $150 billion in reserves projected for Sandi Arabia for
the next 10 years and $200 billion for the Persian Gulf oil-producing
countries, aren’t we really heading into something entirely new ?

Someone told me that you recently made the statement, “Let these
countries come and invest in the United States.” Think of what $350
billion could buy of America. Who is going to end u% owning Amer-
ica? America will no longer be the master of its own house. We won’t
own America any more. ﬁmericans won’t own America. I really don’t
see any long-range thinking or planning anywhere to deal with this
new situation.

The Crarrman. While you are making your statement would you
mind just elaborating on that question of who will be owning America
at that point? '

Senator Risrcorr. Well, it becomes very obvious, the Japanese, the
West Germans and the Arab oil sheikdoms will own much of America
at that point. They will be able to control whole industries. I wouldn’t
be a bit surprised if they have begun buying in on American com-
panies at a very rapid rate now. Their holdings are probably in street
gaﬁles, Mr. Chairman, and that is how they are going to use their

ollars,

Our dollars were used after the war to buy up much of Europe’s
businesses. Now vou are going to find it turned around.

You have a whole range of policy objectives that have to be
achieved—some along the lines suggested by the Senator from Vir-
ginia, some along the lines suggested by you and Senator Bentsen.

I don’t know what lyou ought to be telling our major tradin
partners, Mr, Volcker. I don’t think that I should tell you what to tell
them, but they have a hundred billion dollars that they are holding,
and I don’t think we should bail them out to the extent that the dollar
is being devalued. They are suffering a loss, too.-I think that the
Eurogean countries and Japan and the Arab oil countries have a
vested interest in keeping the dollar strong. T don’t think I would go
over to Paris or Geneva and make a deal where the dollar gets pushed
down any further.

If there was ever a time that we should let others assume more of
the world’s economic burdens, now is the time to do it. Otherwise you
will have economic chaos. Certainly with the dollar still being the
medium of international exchange, I don’t think that these large
creditors, for their own self-interest, can afford to attack the dollar.

The value of the dollar is being driven down. You can argue back
home that it doesn’t mean much to the average American citizen, but
it does. If you start shaking the confidence in the dollar around the
world; the repercussions are going to be catastrophic to every nation.
I don’t see how any nation can maintain a sense of economic well-
being with a shattered U.S. economy. -
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I have just been thinking out loud here with you, Mr. Volcker, and
I would be interested in your general comments.

Mr. Vorcker. Well, I think I would just respond with two com-
ments really, Senator, I a%ree very much with the theme you were
expounding at the start about exchange rates not being the whole
thing, and this goes through the gamut of all our foreign economic
policies, as well as our domestic policies. I just have to agree with
that, you have to look at all these things and review all these things
and adopt new policies, and I think we are doing that to a very
considerable extent,

. In that process, of course, in particular areas you run into conflict-
1n%hob]mt1v%, but in the basic thrust of what you are saying I agree
with.

I think I disagree with the rather more pessimistic cast that. you
put over in the end. I think the United States is still quite clearly
the strongest force in the world’s economy.

Senator Rieicorr. But how do you turn around these figures? Here
we have a $7 billion trade deficit. You have the dollar being attacked.
You have predictions of a great energy crisis and the U.S. needs for
oil supplies leading to a $15 billion deficit by 1980,

Yesterday we heard testimony from the AFL~CIO that our manu-
facturers of high technology goods were having units of higll)x tech-
nology, which in the past had been earners of large sums in our balance
of tra(ie, being manufactured abroad. Where do you see us turning
grcf)iunc% both our growing trade deficit and the balance-of-payments

eficit

Mr. Vorcker, Well, in terms of the trade deficit, assuming now we
do a reasonably good job at home in containing inflation, I just have
to come back in part to the extent of the change in the exchanﬁe rateg
which I think does transform the competitive situation that has laid
behind this steady deterioration we have had, and we have made a
very big change in competitive pricing, and that is going to help
right across the board, and particularly in the area of manufactured
goods where we are going to have to make some gains. .

Senator RiB1corr. Yes, but that didn’t help in the Smithsonian——

Mr. Vorocker, No; I disagree with that.

Senator Risicorr. Did it? . .

Mr. VoLOKER. I think these changes, and this is one of the realities
we have to struggle with, only take place over a period of time.

Now, you take the present situation: This has gone on so long
that in some areas where imports have made very large inroads,
American productive capacity really isn’t available. Even if the price
relationships are transformed overnight, it takes time for the Amer-
ican manufacturer to say, “Well, this line is again profitable for me,
T can open up a new assembly line, I can build a new factory, I can
get back into this line that I dropped 5 years ago.” .

Tt takes time to make those kinds of decisions, make that kind of
investment and, therefore, to have it fully effective, |

This has come at a time when our industrial capacity is pretty well
utilized anvway, so it takes even more time under those circumstances.
T think this process can begin fairly quickly in some areas. But for
that to fully work out takes literally years, and T think that is in-
ovitable because in the end you have got to get right back to the in-
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vestment process and less incentive to invest abroad and more incen-
tive to invest in the United States, and that is part of this.

Senator Risrcorr. Right. And 14 months ago when there was a de-
valuation, we heard—I forgot whether it was from Mr. Connally or
from you—that the initial effect of devaluation would be for the trade
deficit to grow worse. '

Mvr. Vorcker. Right,

Senator Risrcorr. This is because we get less for our exports and
ay more for our imports until there is a time for exports to grow and
or imports to contract, which you are now saying. Does this suggest

that our balance of trade after this recent devaluation also will grow
worse for a period of time?

Mr, Vorcxer. Well, I am not sure because, if you look at the figures,
the impact of the exchange rate change, I think, initially is adverse
for some months, a half year or whatever. I think this time we took
the action at a time when we expected our trade balance to be getting
somewhat better. not good enough, not healthy, but better than the
very unhealthy figures of last year, so we are working against what
we judge to be a stream moving in our direction but a trend that was
not nearly vigorous enough, and I would expect still that the trade
deficit this year could be less than last year, and by the end of the year
I would think it would be moving rather strongly.

Ll Now. one of the interesting things here is that our trade balance,

_bad as it is, did not get worse over the past 6 or 8 months, despite the
fact that we were having a domestic boom. Now, that is typically the
period when a trade balance gets decidedly worse. This time it didn't.
God knows it was bad eno%g h to start with, but at least it didn’t get
worse during this period. Now, I think that is perhaps one evidence
that the Smithsonian was beginning to work.

Senator Riprcorr. This is what our distinguished chairman meant
about the “good news” rerorts. We always get those good news re-
ports on a month-to-month basis until finally the roof falls in with
the final figures, Mr. Chairman.

Mr. Vorcrer. Well, precisely, our judgment was the situation was
not good enough, it was poor: that is why we went ahead and devalued.
So I don’t cite these figures in saying everything was glorious. It ob-
:'musly wasn’t. All I say is that, I tﬁink, the trend was beginning to

urn. .

Senator Riricorr. Just one final question. How do you expect to
control inflation with a rapid and galloping increase in the price of
food? Do you think the labor unions are going to stand still for a
wage increase formula which will not allow them to pay the higher
food prices they have to pay ? ~

Mr. Vorcrer. Food is a_very real problem here, and this is much
more important, in my judgment, than the phase III announcement
and interpretations.

- We have a very serious problem in the food area and it is not
unique to the United States, This is a worldwide problem. There is a
relative shortage of food or an increase in demand. There were crop
failures and this permeates the world,

In response to that very real and serious problem, I think some
very vigorous actions have been taken that are going to have an effect
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in the course of this year; 40 million acres that have been taken out
of production for years and years have been released for production,
We are selling from stockpiles accumulated over a period of years,
the setaside acreage can be used for grazing. These are all major
problems of politics and economics that have bedeviled us for years,
and very vigorous measures have been taken and I think this has to be
an answer to food shortage worldwide and what can be done to maxi-
mizing our productive capacity and that is exactly what we are doing.

Senator Ripicorr. Was it 40 million acres being put back into pro-
duction or 97 " -

Mr. Vorcker. Well,-40-—in more than one announcement 40 mil-
lion acres were released.

Senator Risicorr. There are agricultural experts here but I was
under the impression it was 9 million acres, :

Senator Hansex. I was under the impression it was 40 million,

Mr, Vorcker, 40 million acres. T think there was an announcement,
-one of the bites of this, as I recall it ofthand, was for 9 million acres,
but the cumulative total here has been 40 million.

Senator Risicorr. Why not put the whole 60 million back?

Senator Ctrris. Mr. Chairman, I believe the figure is 40. We dis-
cussed it in the Committee on Agriculture. I do not want to inject
their problems here, but there is concern about that much production
as to what that will do to prices domestically, and on a 1-year gain
in foreign exports. We hope they stay up and will support the efforts
to keep them up, but the agriculturists have some very serious gues-
tions about this without some safeguards. i

Senator Risicorr. Thank you.

Senator Curris. That is not a matter before this committee,

The CirairmaN, Senator Gravel has been waiting for some time. I
believe we will eall on the Scnator from Alaska,

Senator Graver. Thank you, Mr. Chairman, and Mr, Secretary.
Senator Bentsen spoke of the relationship of the energy crisis to the
financial erisis. I would like to take the question of energy imports
one step further, as the administration has been quiet concerning the
long-run impact of this problem.

What we are talking about here is a mandate we would anticipate
as a result of the dollar hemorrhaging that will take place in the
next decade. I, of course, as my colleagues are, am waiting to see
what the President’s energy message will be, as this problem is an
adjunct to that one. But there will be two separate problems. One is
the domestic energy crisis itself. The other is balance-of-payments
problems caused by the dollar hemorrhaging that will take place as
more and more aid must be imported to meet our energy needs.

In the short run, we can deal with the balance-of-payments prob-
lem by hiding behind a cacoon of devaluation and protectionism and
allowing commercial enterprise system to depend on our large domes-
tic market, We are not really an exporting enterprise Nation like
Japan and West Gérmany and other countries in Iurope,

However, in the long run, as our encrgy demands increase and
we ave forced to import large quantities of resources such as oil, we
must become an exporting Pi'ntion or suffer further deficits in our
balance of payments which would further weaken our economic secu-
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rity. I just came back from the Middle East and was astounded by the
criticism of so many people in the area that our businessmen are
not out hustling products like the busiriessmen of other nations. What
incentives are going to be proposed to try to make us move into out-
reach, into the world commercial community ¢ )

Mr. Vorcker. I think that is correct. I think it is a disturbing phe-
nomenon. I think you are right. I think we have not been export-ori-
ented, and part of that, I think, derives from the very basic fact that
over the years our businessmen have felt two things: That in many
cases the prices were not terribly competitive and, therefore, it was
not worth the effort and, of course, they had a big domestic market, and
in many cases they felt they were shut out of foreign markets by non-
tariff barriers, administrative regulations, national attitudes, and-all
the rest, and we have got to attack both of those fronts, and I think we
are attacking both of those fronts and we are attacking them with some
success. . -

We have—the exchange rate changes the competitive position. We
have got, through trade legislation, through pressures, through discus-
siong with our trading partners, we have got to get relaxation of trade
barriers, and we have had some success in that area, not enough.

We need a lot more, but we are pressing just as hard as we can in
those areas. . ’ ’

We have attempted to spur our businesmen here through, I think,
the finest export credit program in the world.

“We and this committee took action with legislation the chairman
mentioned earlier to DISC, in an effort to call their attention to the ad-
vantage of, to the opportunities that exist in export markets and to
remove any tax disadvantages they had in that area, so we have moved
into the—in both the tax and credit directions.

In the end, we have to get a state of mind among the American
business men and, sure, that looks toward foreign markets not just as a
place to invest but as a place to export, and that is terribly important,
and we have to get that into the minds of American businessmen by
whatever device we have. ‘

If we take a devaluation, or all these other actions, as just another
opportunity to be fairly soft in a domestic market, then it is not goin
to work. We have got to get them out aggressively, moving abroad,
and aggressively just as important competing with exports, other peo-
ple’s exports here. That they just don’t sit behind a better exchange
rate relationship and refuse to compete with all those imports-coming
in, :

They have got the opportunity to compete and they must do it.

Senator GrAVEL. And you feel then that there is a sufficient incentive,
sy, & year from now, that American industry will not have turned
inward but will have turned outward. ~

Mr. Vorcker. That is the whole thrust of our effort and I think
with fair competitive conditions, which I think we have achieved in
our exchange rate area and with progress on the balance-of-payments _
front, we can. -

- Senator Graver. With progress on the trade fronts as a result of
devaluation ?

Mr. VoLoker. Yes, I think there has been, particularly with respect
to Japan. If you ask me whether there has been moving progress it is
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another question. But the question of whether there has been progress,
I think, can be answered straightforwardly, yes, there has been some.

Senator GraveL. Would you-make us privy to anything that is going
on for a possible proposal to handle the problem that has just been
discussed, that is, the hemorrhaging of the dollar that exists between
now and 1985 as a result of our energy requirements? )

Mr. Vorcker. When you look out to 1985, I think these estimates
become very uncertain. There is obviously a problem here. This is
what all these estimates tell us, there is going to be a problem, but I
hate to attempt to assess the magnitude of that veqr precisely. When
you look at that in a shorter run f)erspective but still fairly long run,
b or 8 years, that kind of thing, I don’t think there is any question at
all the projections show increasing oil imports. .

In terms of the total impact on our balance of payments, assuming
that other areas of the balance of payments are coming along as they
should, I don’t think this is overwhelming. It is an adverse factor,
but so many of- these projections simply look at the additlonaf
petroleum imports which are very sizable and, to some extent, the
additional exports of the oil countries in the form of oil will be offset
by increasing imports of those countries.

It is important that we get our share of those imports. If we do get
our share, you come toward a balance.

Senator Graver., Excuse me, Mr, Secretary, these countries will be
importing a sizable amount as an offset{

- Mr. Voroxer. They fall into several categories. The countries with
sizable populations.

Senator GraveL. They won’t be the ones who are %etting control
of our dollar. The country that will be getting control of our dollar
will be Saudi Arabia.

Mr. VoLoker. And now I am not talking about Saudi Arabia and
Kuwait. Saudi Arabia and Kuwait cannot simply S{)end this money
and they are going to be accumulating it, but not all of our troubles
come from Arab sheikdoms that can’t spend the money, Iran spends
the money, Vénezuela spends the money. A

.ISfenator GraveL, But that is not where we are getting most of our
oil from.

Mr. VorLerer. Well, Nigeria.

Senator Gravr. No.

Mr. Vorcker, Well, some of it, they fall into two categories I am
stating. You talk about Saudi Arabia, that is another story, They are
going to be accumulating very large amounts of dollars,

Senator GraveL, I don’t see a serious problem in Iran. I don’t see
a serious problem in Kuwait. I see a serious problem in Saudi Arabia
and Bahrein. ‘

Mr, Vorcker. Those countries are accumulating huge amounts of
dollars and they are going to have to invest some,of that abroad. We
are going to get some of that investment. We discussed earlier an-im-
portant aspect of this problem i8 not simply whether we get some of
this investment back or whether we get our fair share back, but the
fact it can be volatile, and so the fact we can get it back at some point,
the shifting of that money around the world on short notice just ag-
gra%atles this whole speculative problem, the whole problem of liquid
capital. .
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That is an important element of the problem in the international
monetary system to which we are devoting attention or will be devotin
attention. It is not just a problem for the United States, and I think
it has to be taken care of, as I said earlier, in any realistic monetary
reform, and we have set our minds to that problem.

Senator Graver. But there is no immediate plan that addresses itself
to the magnitude of the problem ¢

Mr. Vorcker. I cannot give you an immediate answer. We have
made some proposals, as a matter of fact, in connection with our
monetary reform proposals. We specifically addressed ourselves to
this problem but I can’t say that we fully answered the problem. We
made one kind of suggestion that would be helpful which, I think,
iltustrates the fact that we have given this some thinking.

Senator Graver, Well, I think we ave all thinking of it but I think
we need to be thinking more of the magnitude of the problem.

Thank you, very much. .

The Cramman, Generally speaking, doesn’t it make sense, that a

-nation which has these recurring deficits in its international payments

really has no business exporting capital ¢

My, Vorcker, Well, we would like to arrive at a situation where, in
effect, the market can decide the extent to which we export capital.
the extent to which we import capital, within the framework. What
is important, is that we don’t have this overall deficit, We wouldn't
like to get into the business of Permanently exerting control.”"That
shows that something is out of whack, and we want to achieve an
equilbrium so that it 18 not necessary.

Now consistent—1I think you have a vision of the world. at least I
do, where if you have a general equilibrium I doubt that the United
States will be a large net capital exporter to Europe or Japan, which
is a big area for where we have been exporting capital, But in recent
years on a net basis we have not been exporting capital to Europe.
That is often forgotten. We have as much capital come back from
Europe to the United States as we have been exporting to Europe.

The CuamyaN. I am not talking about Europe right now, but
renerally speaking isn’t it desirable that the countries that have the

ig surpluses ought to be exporting capital and the countries that
have the big deficits ought to be importing capital?

Mr. VorLcker. Yes, that is true but you take a big country like ours,
we are the richest country in the world, and I think the natural flow
of money would be from rich countries to poor countries, and so I
would answer your question by saying the natural outcome would be
that we would be investing in some amount in developing countries,
in particular, they run a trade deficit, and they are willing to run a
trade deficit if they have investments, and you have a balance between
a trade and a current accounts surplus which permits you some margin
to export capital. ‘

T think that is the natural structure of our balance of payments for
the period immediately ahead any way if we were in balance.

Now, what we are doing is exporting the capital and we haven’t got
the trade surplus, ]

The Cramrman, One of the things we are talking about here ig that
America: has traditionally, and I think it is a matter of social and
economic justice, tried to hold interest rates low. We do not want to
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subject people who have to rent housing or people who have to buy
housing or people who have to borrow money to buy an automobile or
do business to the kind of high interest rates that exist in certain other
countries, where they have traditionally been willing to tolerate a
much higher level of interest rates.

Mr. \%LCKER. Right. )

The CuarrMAN. So that while we are asking labor to agree to a
limitation on what they can get for wage increases, they have a right
to ask that we have some control over the interest rates they have to
pay or the rent they have to pay or. what they have to pay to finance
the purchase of an automobile, and so the interest equalization tax,
is important in this picture. _ ‘

But now, here we have this exemption for Canada on the theory.
that that promotes stability, and yet Canada from the figures I put
in the record and the charts I gave you, it looks as if we are gomg
to have a deficit of $214 billion, which is part of a 5-year deficit of $
billion, in trading with Canada. Yet here we are shipping capital
up thére with an exemption from the interest equalization tax, .

We have a big deficit trading with them., We have passed laws
that helped bring that about, tTlough they are not doing what we
had a right to expect of them under that auto parts agreement, for
example, and at the same time we are still shipping them capital
“}'lhetée they have higher interest rates than we do. How do you justify
that - ’

It would seem to me that the Canadian exemption, far from creat-
ing stability, is contributing instability. Our balance-of-payments
deficit with Canada is one of our big problems. :

Mr. Vorcker, Well, I think you raise a reasonable question. They
have been borrowing less here than they did earlier despite the exemp-
tion, they have been making some efforts to borrow more in Canada.
I think that really two questions arise here, as I indicated earlier:
Do we want to at this point apply this to Canada when really in the
not so much longer run context we would like to get rid of the whole
thing and, secondly, in terms of our trade position and our trade prob-
lems are we assisting the game or not.

I would not like to sec the Canadian exchange rate depreciate as
a result of this kind of action because it would aggravate our trade
problems. .

We have some legitimate complaints with Canada, as you sug-
gested. T would like to sce some progress made in that area which
perhaps would be a more positive approach toward this kind of
problem than using restrictions that we would like to phase out. But
one can’t, in saying that, not recognizing the legitimacy of your ques-
tion. It is a matter of judgment which way yon come out.

The Cramraan. The Canadians are not doing what they are sup-
osed to do under the automobile agreement. They have been in de-
ault for a long time, and we have een trying to get them to come

to terms with us and do what they were supposed to do and what
we had a right to expect of them. .

Wouldn’t it stand to reason if we took away this exemption from
Canada_it might help to bring them to some arrangement with us
where they might consider doing what they were supposed to be do-
ing under that agreement ¢ .
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Mr. Vorcker. 1 just don’t know.

The Cramrman. I am told by negotiators that as it stands now,
there is no way that we are going to make any headway with Canada
on that matter. Here isTan agreement we made with them where it
would be a good deal for both countries if both sides did what was
expected. It turned out to be a lousy deal for the United States be- .
cause Canada has not fulfilled its end of the bargain.

Here is something we don’t have to do for them. We could treat
them just like we treat anybody else. They are in default on doin,
what they in good faith were supposed to do in doing business wit
us and it is costing us jobs and it is hurting us in our balance of trade
and balance of payments. : -

Now here is something that you are giving Canada that you don’t
have to give them. You could just treat them like you treat every-
body elsez including those who are not in default in trading with us.
Why don’t we just end that Canadian exemption up until we get some
of these matters worked out?

Mr. VoLcker. I recognize, I think, the legitimacy of that question.
There are other considerations that enter into here and it is simply
a matter of judgment as to whether that is an appropriate course
of action at this time.

The Crramman. Does your announcement that you intend to termi-
nate capital control by the end of 1974 suggest that you believe that
we will have a large surplus in our balance of trade at that time and
:ﬂerefore; can resume investing abroad at the-same rate as we did in

e past ;

Mr. Vorcker. It assumes certainly that our position will be swinging
strongly in a favorable direction at that time, and in those circum-
stances it could even be that removal of this kind of control only
encourages confidence in the dollar and investment in the United
States, and it is not clear that it would be a net loss to us under
those circumstances to reraove this kind of control.

‘We want an environment in the United States in which the foreigner
who wants to invest in the United States:feels he can freely invest
without any threat of controls, and one way you make that pont is by
removing the controls that you have.

I think it does imply a background of strongly improving balance-
of-payments position.

The CuamrMAN. I am sure you know Mr. Arthur B. Lafler, who
wrote an article in the Wall Street Journal discussing some of these
problems. .

Mr. Lafler, as you know, was with Mr. Shultz as one of his advisers,
and he is now at the University of Chicago. He wrote an article that
appeared just recently in the Wall Street Journal pointing out that
a cﬁwaluation doesn’t really help as much as one might think; in fact,
it doesn’t help much at all. He says that:

While no one can say for sure that exchange rates do not matter, it appears
falr to say that their effects on trade balances and thereby domestic employ-
ment have been greatly exaggerated in policy discussions.

1 would suggest that this article appear at this point in the record.

(The article referred to follows:)
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[From the Wall Street Journal]

Do DevarLuaTioNs ReEALLY HELP TRADE?
(By Arthur B. Laffer)

In policy as well as academic circles, it is widely believed that changes in
exchange rates cause changes in trade balance. Devaluations are believed to
lead to improved trade balances, while revaluations are supposed to lead to
worsened trade balances. Yet, more than a year after the Smithsonian accord,
the U.S, trade balance has shown no sign of improving. According to many people,
we nepd Just a little more time for the devaluation to have its effects,

While obviously not definitive, the evidence presented here places doubt on
the notion that devaluations bring about improvements in trade balances; the~
trade balance being one of the major components of the balance of-payments,
that component thought to be most responsive to exchange rate changes. In
addition, the evidence points very strongly to a clore and lasting relationship
between changes in trade balances and changes in relative rates of growth, The
theory of this latter relationship being firmly placed on the well-accepted notion
that a country's net demand for foreign goods depends upon its level of income.

The popular theory behind the relationship between exchange rates and trade
balances is straightforward. A representative statement of that theory as it
pertains to the U.S. might proceed as follows: By raising the dollar price of
foreign exchange (devaluation of the dollar), the dollar cost of foreign goods
will naturally rise. In a like manner—because the foreign exchange price of the
dollar has fallen as a consequence of U.S. devaluation—the foreign currency
price of American export goods will now be lower. Americans will buy less of
the now higher-priced foreign goods, while at the same time, American export
goods should sell better abroad because of the decline in the price foreigners
bave to pay for them. The end result of a dollar devaluation should be an
improvement in the overall U.S, trade balance (U.S. exports minus U.S. imports),
though perhaps only after a lag of as much as two years.

Nothing appears to be more at odds with this theory than the current trade
balance picture of the U.S. In May-June of 1970, the foreign currency value of the
U.S. dollar depreciated by about 6%, vis-a-vis the currency of our major trading
partner, Canada. A year later, the dollar depreciated again relative to the Swiss
franc, the German mark, the Austrian schilling and the Dutch gilder. Between
August of 1971 and the beginning of 1972, the dollar was further devalued versus
virtually every major currency. .

In sum, during 1970, the dollar depreciated (on a trade weight basis) by nearly
39 relative to our principal industrial trading partners. In 1971, there was a
further depreciation of about 6% and during the first three quarters of 1972, the
foreign currency value of the dollar depreciated an additional 29.

DEMOLISHING A THEORY

Although some argue that the failure of the U.S, to improve its trade balance
is due to offsetting special circumstances, it should not come as a total surprise
to those who have observed other countries’ experiences with devaluations or
revaluations. Of the major devaluations since 1950, few have been followed by
significant improvements in the particular country’s trade balance.

For the devaluation experience of Britain, Spain, Denmark and Austria, the
trade balance was as bad, if not worse, three years after devaluation as it was
the year prior to devaluation. Of some 14 convertible currency devaluation experi-
ences that I have examined, a full 10 had larger deficits in trade three years after
devaluation than they had in the year immediately preceding the year of devalua-
tion,

The revaluation picture is not very different, but there are very few examples,
and German mark revaluations account for nearly all of them. The effective num-
ber of revaluations that Germany has carried out depends upon how one treats
changes in border tax adjustments. But, irrespective of precisely how many times
the German mark has been revalued, it would be no mean task to discern a sub-
stantial deterioration in the German trade balance. Thus, given at least a casual
look at the historical experience of foreign countries, it should not come as a
complete surprise that the U.8. trade balance has not turned around since the
foreign currency value of the dollar started to decline,
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While trade balances may not respond predictably to exchange rate changes,
they do appear to be quite closely related to differential growth rates. When a
country increases its economic growth rate relative to its trading partners, we
often find a deterioration in that country’s trade balance. Perhaps the closest of
these relationships is to be fonnd between the U.S. and other industrial countries.

For illustration, the graph below shows how annual changes in the U.S. trade
balance as a share of GNP’ are correlated with changes in the foreign economic
growth advantage over the U.S. This graph covers the period 1960 through 1971
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While not exact, the relationship is immeasurably better than anything we
could devise for exchange rate changes even if long lags were assumed. During
the 1960-71 period, a number of exchange rate changes and other trade measures
were initiated in addition to the large body of trade barriers that were already
in place. From the graph, it is plain that we would have difficulty attributing
much of a trade balance effect to any of these measures—except, of course, to
the extent that they affected relative rates of growth.

The corresponding relationships for Japan, the European Economic Commu-
nitles and United Kingdom are also very close. Other factors, including some
associated with the speclal characteristics of individual countries, explain per-
sistent deficits or surpluses in individual nations. But in each case, an Increase
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in the differential between domestie and foreign growth is usually associated
with a deterioration in the trade balance.

In the most recent of timnes perhaps more policy measures than ever have
been pushed through in the hope of improving the U.8. trade position. The dollar
has been devalued, capital controls and trade restrictions have continued to
sprout everywhere, Export-Import bank outlays have grown, voluntary quo-
tas have been placed on a number of commodities, anti-dumping and counter-
vailing duty measures have been threatened, and so on.

In face of it all, the trade balance has proceeded much as usual.

When we consider how rapidly the U.S. has grown recently, it seems reason-
able that the growth rate will taper off in the future. The rest of the world, on
the other hand, has recently been growing slowly relative to historical norms and
should show some resurgence, If foreign growth does rise and U.8. growth
slackens, we should expect a noticeable improvement in the U.S. trade balance,
This improvement should, in my opinion, be attributed to U.S. growth relative
to foreign growth, and not (as it probably will) to the delayed effects of de-

valuation,
INCOME AND IMPORTS

From a thenreticel standpotrit, the relationship between a country’s trade bal-
ance and its relatiVe rate of growth is based entirely upon the unarcane, well-
accepted notion that the higher a country’s income is, the more that country
will import. Thus, as it well documented in virtually all elementary textbooks,

. net imports depend upon income. Changes in net imports depend, therefore, on
changes in income. And, as displayed in the graph, changes in net imports, as
a share of GND, depend upon a country’s growth rate,

Any one country’s imports are necessarily the exports of the rest of the world,
and its exports are the rest of the world’s imports, Therefore, a country’s trade
balance surplus is the rest of the world’s deficit. Because one country’s trade
balance surplus is all other countries’ deficit, that country’s trade balance must
likewise depend upon the growth of the rest of the world, as well as its own
growth rate. Therefore, based solely on the notion that the level of a country’s
imports depends on its income, we find that changes in its trade balance (or
current account) should depend upon changes in its growth rate relative to the
rest of the world. .

¥rom a policy standi),olnt, there are several observations that can be made con-
cerning the balance of trade. (The reader must again be careful to distinguish
between the balance of trade and the overall balance of payments.)

First, while no one can say for sure that exchange rate changes do not matter,
it appears fair to say that their effects on the trade balance and thereby
domestic employment have been greatly exaggerated in policy discussions, .

Second, 1 think the use of the trade balance as a poliey indicator distinct
from domestic growth has probably been overdone and should be played down.
Thus, much of the blame placed on the current administration for poor trade
performance should properly be praise for bringing about rapid economie
growth,

Third, both official and private pessimism as to the future American trade
position also appear to me to have been substantially overstated. While we may
not soon agnin see the surpluses of the late forties, the very recent trade deficits
also appear to be somewhat abnormal.

Finally, although no one can ever deny with certainty that trade measures
other than exchange rate changes help the trade balance, there is a widely held
presumption in policy discussions that these trade measures do matter and
matter a lot. This point of view has clearly been given too much weight in
trade policy. The trﬁlﬁm&me.' like many other economic indicators, responds
both predictably and in a logical way to the overall “‘economic environment.
Using gimmicks to alter the trade balance is to a large extent futile, and perhaps
even mischievous. - -

The Crrarryax, IHave you read that article and are you familiar
with that logic?

Mr. Vorcker., Yes, and T might say in the process of making one
point that is very valid, T think he drew another conclusion which is
not true. He makes the point—that article makes the point—that trade
balance is not responsive to business conditions, which I agree with.
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I made that point earlier. That is, the significance of the leveling out
of our deficit last year was not that it leveled out just by itself. It was
not, by itself, to be all that significant, but it took place at a time when,
if you just look at the factors that Mr. Lafler was looking at, would
suggest a business deterioration because we were growing very fast.
That is what he was pointing out—that the grade balance is very
sensitive, and when you look at it in the short run—in the course of a
year or two—the thing it is most sensitive to is certainly the pace of
tusngﬁss activity, both here and abroad. You have to look at those
ogether.,

ut I don’t think that answers the question over a period of time
as to what the effect of an exchange rate change is. We know it bounces
up and _down in response to business conditions, but what happens
when all those bounces up and down leave you in a quite different
position after several years?

Then you have to look at different factors, and that is where the
exchange rate change comes into effect on basic competitive condi-
tions, so that those ups and downs take.place in a different trend.

. éI‘he Cramman, Well, thank you very much for your testimony here
oday.

Avre there any further questions, gentlemen ¢

Senator Byrn. Just two brief questions, Mr. Chairman.

Mr. Secretary, the liquid liability at the end of 1970 was $40 billion;
at the end of 1972, it was an increase of $36 million, or almost double.
Could you cite the reasons—one, two, three—as to why thera should
be that tremendous increase ¢

Mr. Vorcker. There is just one reason, Senator. That reflects pre-
cisely these deficit figures which we were talking about earlier, that $30
billion deficit in 1971, and $10 billion deficit in 1972. Those deficits are
computed essentially from those changes in liabilities, It is because
we have the balance-of-payments deficit that those liabilities go up.

Senator Byrp. Those figures, then, are tied in closely, or almost en-
tirely, with the balance of payments$

Mr. VoLckEer. Yes, sir; they are the net reflection of the whole bal-
ance of payments.

" Senator Byrp. And to get back to the devaluation a moment, you
regard that, as I recall you stated, as a radical action that was taken
twice in 14 months,

Mr. Vorcker. Yes, sir.

Senator Byrp. Now just one last question: For some time I have
been watching the Treasury market financing from mid-October to
mid-February. I started this some years ago, and I noticed it has been
heavy financing during that period.

Mr. Vorcker. Typically, yes.

Senator Byrp. And most of it—the larger amount of it—has been
in exchange, and the smaller amount has been in cash.

Mr. Vororer. Well, we have, typically, four large exchange oper-
ations a year. One of those periods is February, and another of those
periods is November, so the period that you refer to covers two large
exchange operations. But we, because of seasonal reasons, tend to
have t]o do a fair amount of new cash financing during those months
as well.
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Senator Byrp. Now what I was trying to understand is that, in
the past, going back to 1968, it has been mostly exchange with very
little cash or with much less cash involved. But that same period for
this past year, namely October of last year through February 15
of this year, the reverse occurred.

Most of it was for cash, $13, $14 billion—no, $17 billion for cash
and $4 billion for exchange. I am just wondering why that would
be, and is that good or is that bad, vis-a-vis the other years.

Mr. Vorcker. I would have to refresh my memory more precisely
about the o;l)erations in these years. But in recent years, we have, in
effect, handled more of our refunding. Instead of by making an ex-
change over to the holdings of the existing securities, we offer the
market generally a new cash issue, and we take the cash and pay off
the maturing issue, and part of the shift that you have noted may
be because, instead of refunding maturing issues in November as
fully by an exchange offering, as we have sometimes done in the past,
we refunded it by offering a new cash issue, which would affect the
figures that you have. But I would have to refresh my memory pre-
cisely by looking at these years.

It is also true that we had quite a large cash deficit due to the budget
d{aﬁci(ti during this period, so we did more cash financing than we usu-
ally do.

enator Bxrp. That is what I was trying tq get at.

Mr. VoLckER. Given the figures you cited, I think it is a combination
of both of those figures. )

Senator BYRD.%Vel], the figures I put in the Congressional Record
yesterday—they are on page S4100—were $17 billion in financing for
cash, and $4 billion for exchange. ) .

Mr. VoLcker. I think part of that $17 billion are cash issues that we
sold to refund maturing issues, and part of it is net new cash.

Senator Byrp. Wouldn’t that come in the other column, though?
Wouldn’t that be exchange? ) o

Mr. VorckEr. If your exchange figure is only $4 billion, it does not,
because we had maturing issues during that period more in the order
of $8 billion, if I remember. C

Senator Byro. These are figures from the office of Treasury.

Mr. VorLcker. I assume the figures are accurate, but in the last—
in the February financing, for instance—which refunded about half
the issue by an exchange offering, it was only about $2.5 billion, by
an exchange offering. Although the maturing issue was $4.8 billion—
as T recall it—the rest we raised the cash separately, so the remaining
$2.3 billion, whatever it was precisely, we paid off by selling another
cash issue, and that probably fell in your cash total rather than in
the exchange total. ’ ) o

Senator Byrp. Well, would you have someone in your office examine
the figures that I put in the record yesterday, and let me know whether
they are comparable one year to the other?

Mr. Voroker. Yes, I would be glad to do that, and T would guess
that, of the $17 billion of cash financing, probably $3 or $4 billion
of it was to refund outstanding issues, but I will confirm that with you.

Senator Byro. Thank you, sir, because the more financing the Fed-
eral Government has to do, the greater effect I would assume it would
have on interest rates.
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Mr. Vorcxer. Depending on whether it is refunding issues, so this
question is relevant,

Senator Byrp. Yes, it scems to me——

Mr. Vorcxer. The more net financing we do. .

Senator Byrp. It scemed to me quite significant because it is a rve-
versal of what has occurred in the 4 previous years.

Mr. Vorexer. Well, part of that, I suspect. I don’t recall the earlier
vears—I recall part of this year-—and we will go back and give you
those figures adjusted for which portion of the cash sales were really
designed to refund an outstanding issue.

Senator Byrp. Until you change your bookkeeping, the figure should
say exactly what they said here.

Mr, Vorexer. We don’t change the method of bookkeeping. but it
is just a different technique of refunding issues, and sometimes we use
one technique and sometimes another. :

Senator Byrp. Thank you.

Senator HaxseN. Mr. Chairman, I would like to direct a couple more
questions to the Secretary, if I may. T think, in response to a question
or an observation by Senator Ribicoff, you indicated that our indus-
trial capacity in this country was presently being pretty well utilized.
Am I correct about that?

Mr. Vorcexer. Yes, of course. This varies from line to line,

Senator HaNseN. Yes, -

What, then, is the justification for the present budget imbalance?
T was under the impression that this full employment budget was a
projection of our financial and economic well-being budgetwise in this
country, assuming we were utilizing our industrial plant and capacity.

Mr. Vor.cxer. Well, the full employment calculation, of course, rests
technically on the labor force utilization.

Senator Haxsew. Yes.

Into what other sources, aside from industrial. do vou look for an
oxpz\;lsion of employment? Do you think primarily of service indus-
tries '

Mr, Vorcxer. T think the industrial plant is being fairly well uti-
lized. obviously it is not; there is obviously some room for expansion,
but from contrast with a year or two, it is being more fully utilized
and there is not as efficient excess capacity around as there was, These
concepts of industrial capacity are pretty hazy anvway. but it is more
fully utilized today, and it could be still more fully utilized. It would
have to be before we would get back to the full employment notion
which this budgetary calculation rests upon, this arbitrary 4 percent
unemployment figure.

Senator Byrn. During the last couple of years, we have had a num-
ber of witnesses before this committee, many representing larger cor-
porations, multinational corporations. that have set up plants abroad
to produce those products which historically have been the hallmark
of American industrial might and technology. T think of several. T.et
me ask you—the Burlington Industries, Zenith—I don’t recall all of
them, but it is a long list—I gain the impression, in listening to these
witnesses in the past few years that they felt that, given the ready ex-
change of technology around the world, as seems to characterize our
actions—and I think that was underscored by Mr. Biemilfer's testi-
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L
mony vesterday—do you believe that American industry can compete
with foreign based industry under the same general management as 1
think is imlplivit in multinational corporation activity, and pay sev-
eral times the wages per hour that are being paid by foreign workers?

Mr. Vorcker, 1 think we can, yes.

Now, of course, this is part of the process of currency adjustment,
and not just the currency adjustment, but basic wage rates and basic
wage trends. In many cases, our wage rates are now much closer to
the wage rates in other developed countries than was the case 5 years
ago, both because we have had changes in the currency values, and
their wages have been increasing at a very rapid rate of speed.

Overall, the American worker and the American industry is still
more efficient and more productive than our foreign competitors, and
that is why we can compete.

But I am afraid the hard fact is we found we couldn’t compete ef-
fectively enough without a change in the relative currency values and
that is why it had to be done. This is, as I say, 35 to 40 percent vis-a-
vig Japan in the space of 2 years, and 20 to 25 percent against our
other leading industrial competitors in the sapce of 2 years, That is a
pretty big adjustment, and T think now that enables us to compete on
a fair basis where we couldn’t do it without those adjustments.

Senator Byrp. Well, you are saying, that as these wage scales ap-
proach equality—outs with foreign countries— that our ability to com-
pete would thereby become enhanced.

Mr. VoLcker. Yes; I don’t say——

Senator Byro. I agree with that.

Mr. Vorcker. But they don’t have to reach equality, because wages
are one part of the dimension, and the other is how productive the

‘worker is, Fortunately, our workers are still, by and large, more pro-

ductive. We found that that is not as strikingly true now as it was 20
years ago. and some foreign industries have become very productive,
very efficient. They are as efficient as our industries. That is the prob-
lem. But that is not true across the board. It is true in some industries.

Senator Byrn. Well, I certainly would be interested to have sub-
mitted for the record any documentation on that precise point that
vou think would be relevant, Mr. Secretary. I must say that I believe
1t was Mr. Woodcock who testified here within the last couple of
weeks, and maybe less time than that, and among other things men-
tioned some experiences he had had in Japan, and the attitude that
was exhibited by Japanese workers, which he felt was rather in sharp
contrast—-

Mr. Voicker. I agree with that. Some of these Japanese indus-
tries, they are obviously producing a first-class product and producing
it very efficiently; and it reflects the attitude of labor, management,
and the country as a whole; and they have become extremely effec-
tive competitors. )

Senator Byrp. Well, he went on to point out that when he was
queried about—or rather, when he queried the Japanese about—ab-
senteeism, their response was well, yes, they had people who were ill
and were not able to be on hand to work on a particular day, and he
said, “No, I don’t mean that.”

He sai , “What about those workers who for personal reasons chose
not to come to work on a given day,” and I gathered from his observa-
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tion that this situation is almost totally nonexistent in Japan. He
spoke about the esprit de corps, if that ferm would be applicable.

Mr. Vorckrr. Right.

-Senator Byrp. How they sang a company song and how there
seemed to be a strong sense of competitiveness among the workers on
the various shifts to see who could be the most productive.

Now, having in mind those observations made by him, I repeat
again, do you think that we are more efficient, more productive, on a
worker bagis than are the Japanese? '

Mr. Vorcrer, Yes, sir, But——

Senator Byro. I sure hope you are right.

Mr, Vororer. I think that is true overall. T think you will find in-
dustries in Japan where they are extremely well organized and have
the best productive equipment and a great spirit, and we are going
to have to learn to compete in this kind of a world. I think there
are—I am not saying in every industry—there are modern industries
in Japan in some cases as efficient as ours and maybe more efficient,
and that is why we have to make these adjustments.

.. Senator Byro. Well now, I gather that, in three broad general areas,
it has been the belief of a number of people in this country that we
are competitive,

One is agriculture, the second is aircraft airframes, and the third
is computers. According to Mr. Biemiller, we are exporting a rather
significant proportion of our aircraft technology and know-how. . .

Would you say that if that trend were to continue, that we might
expect to become more a land of farmers and let these other countries
be the manufacturers and the skilled producers of manufactured
products?

Mr. Voroker. We have been in the process of letting these other
countries become the producers of a large range of manufactured
goods, not, by and large, the most technologically advanced, but the
whole middle range of manufactures, and that is what has happened,
and we have let that process go too far.

Senator Byrp. Then referring to some of the observations made by
the chairman and the feelings that were expressed by Senator Ribicoff
with respect to food prices, if this might be the direction that we are
taking, would you agree it would make good sense to let the ({)nce“
of food rise more rapidly than it is in order that agriculture could pay
wages that would satisfy the average American worker? I don’t see
much indication that people want to leave a job with GM or with
ar}y of the other automobile manufacturers, to take a job working on
a farm.

Mr. Vorcker. Well, I won’t pretend to any agricultural expertise,
which I do not have, but it is.not my impression that the limitation
on our agricultural production, our basic agricultural production,
is a shortage of labor, and this is, of course, one of the areas where 1
spoke of the American economy and American workman being more
efficient overall. )

The place where we really stand out is in agriculture, with produc-
tion per man-hour or however you want to measure, being immensely
higher in the United States than it is in all other countries.
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Senator Byro. Of course, that is very true. But as one who has had
o little exposure to agriculture, let me observe if you will look at the
investment per employer in agriculture, you will find that the ma-
chines that are bou]ght to rep%ace workers have been fantastic.

Mr. Vorcker. Right, I agree with that.

Senator Bynrp. And I can’t view this sort of expansion as one that
bodes more jobs, more high-paying jobs, for American workers. 1
mean, if we are going to go that way, we may have a high-average
man/average-high employee production ratio for agriculture, but
there won’t be very many agricultural jobs.

Mr. Vorcker. 1 think we can create the jobs in this country, as we
are now. The important thing is to have the domestic economy pros-
perous consistent with a balanced position externally, and I think we
(ciaflili d(i that, but it will take some adjustment, and this adjustment is

ifficult.

Senator Byrp, Well, doesn’t it get down primarily when we speak
about the kind of domestic economy that we want, aren’t we saying,
what we are really talking-about, is having most of our people gain-
fully employed at very satisfactory wages, are we not? _

Z\Fr VOLCKER. Sure, sure.

Senator Byro. And I must say that I don’t take much encourage-

ment from the trends in the last few years, that we are moving that
way.
))"It‘. Vorcien, Well, in the end, to all these problems you come down
to the productivity and efficiency of the .\mnerican economy ; and if the
basic trend there is not satisfactory, our wage scales, real wages in
absolute terms, as relative to those abroad are not going to be satisfac-
tory; in every area, whether it is agriculture or manufacturing, you
come back to productivity and efficiency.

Senator Byrp, Thank you, Mr. Sceretary.

The Crrammnan. Mr, Secretary, I was just looking at the chart on-
page 24 of the staff bluebook. I will ask that it appear in the record
at this point. On this chart we see that if you look at U.S. exports in
nunufactures even on an f.o.b. basis, they moved from $12 billion in
1960 to $33 billion in 1972; and then you look at imports on a c.i.f.
basis. and they moved from $7 billion up to $40.5 billion, so that
ca}lsed our trade balance to move from a $5 billion plus to a $7 billion
minus. .

Now then, you look at what happened to the other countries; for
example, look at the EEC, they moved from $23 billion exports in
1960 up to $87.5 billion, a fourfold increase by 1972, and the imports
moved from $13 billion up to $63 billion; that gave them an increase
in trade surplus from $9 up to $24 billion.

Japan moved their exports from $3.6 billion up to $25.7 billion, and
their imports from $1 billion up to $6.7 billion, so they moved from
$2.6 billion surplus to a $19 billion surplus.

('The table referred to follows:)

91-578—78-—1b
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The Ciiamaran. It scems that the trend is for this Nation to be in-
creasingly an importer of manufactures, while the European Common
Market, United Kingdom, Japan, and Germany seem to be the big
expanders in the export of manufactured commodities. That seems to
be the trend, and I would ask you if it is likely that this trend will
countinue.

Mr, Vorcker. That is what the trends that we have to change is, and
that is what we are trying to change. This trend has gone too far, it
has been too deeply ingrained in our behavior and their behavior, and
it has gof to be changed and that is what we are attempting to change.

The Cuamarax, Thank you very much, Mr. Secretary. You have
been very responsive to our questions heve today, and we appreciate
the information you have given us.

Mr. Voreker. Thank you.

The Cuamrman, Next we will call Mr. John E, Leslie, chairman of
the board of Bache & Co., and chairman of the New York Stock Ex-
change Advisoty Committee on International Capital Markets; accom-
panied by Dr. William Freund. We are pleased to have you here.

JOHN E. LESLIE, CHAIRMAN OF THE NEW YORK STOCK EXCHANGE
ADVISORY COMMITTEE ON INTERNATIONAL CAPITAL MARKETS,
ACCOMPANIED BY DR. WILLIAM C. FREUND, VICE PRESIDENT,
NEW YORK STOCK EXCHANGE :

My, Lisuie, Good morning, Mr. Chairman. My name is John Leslie
and I am chairman of the board of Bache & Co., and chairman of
the New York Stock Exchange Advisory Committee on International
Capital Markets. With me is the comimittee’s executive secretary, Dr.
William C. Freund, who is an exchange vice president and its chief
economist. :

In recognition of the growing importance of international trade
and finance and the critical stake of the United States in this devel-
opment, the New York Stock Exchange last December established the
Advisory Committee on International Capital Markets. The commit- -
tee members include some of the most distinguished and knowledge-
able individuals in the area of capital markets and international

-finance, as well as prominent men who have served the public at the

highest level of Government. In its area of concern, the committee rep-
resents probably the best collection of talent available. A list of tllle
members appears in exhibit 1. The work of the committee and the
objectives in the field of international finance set forth by the New
York Stock Exchange for the committee will require organizing a
new International Finance Division at the New York Stock Exchange,
which step our committee has recommended.

So far, the committee has devotetl its meetings to discussions of the
top priority items to be studied. Among them is the interest equaliza-
tion tax. I am not here to express the views of the committee either
collectively or individually. But, all the committee members have inde-
pendently expressed themselves in favor of phasing out the IET as
soon as the international balance of payments and other conditions
permit.
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Thercfore, we were all very heartened by the administration’s recent
commitment to phase out the IET and other capital controls at the

latest by December 1974, This reflects the administration’s awareness:

of the benefits to be realized by loosening governmental controls on
international capital flows, But, I do urge this committee to include
.n the legislation the utmost flexibility to enable the executive branch
of the Federal Government to adjust to changing circumstances dur-
ing this phascout period. To my mind, the important question regard-
ing the IET is the extent to which it will be responsive to the changing
. world economic picture, the extent to which the act is flexible enougﬁ
to allow for various contingencies and to keep pace with fast moyving
international developments, For this purpose, Iplmve prepared a pro-
posed amendment to H.R. 8577 (exhibit 2), that would give the admin-
1stration this much needed flexibility in applying the TET. .
This proposal does not change the rate of tax, nor does it alter in
any way the freedom of the President to determine the tax rate within
the bounds delegated to him by Congress. All it does is give the Presi-
dent, greater freedom to determine that the tax rate could be different
for various countries and for different types of securities subject to
the provisions of the tax. Right now, significant and sensitive interna-
tional negotiations are going on in the Group of Twenty to restructure
the world monetary system. If for no other reason, utmost flexibility
should be provided in the extension of the IET to permit desirable
changes during its remaining life, and also to give U.S. representa-

tives in these negotiations the opportunity to use the IET in their

bargaining with other nations to achieve a freer flow of capital world- -

wide.

The kind of legislative flexibility we propose would allow the IET
to be varied by countries, by types of investment and by types of se-
curities. Such flexibility would convert the IET from a relatively blunt
{ool into & more sensitive instrument, better able to vespond to chang-
ing international economic conditions.

The need for the most flexible kind of approach has been vividly
demonstrated by the currency turmoil of recent weeks, We have seen
revaluations of varying degrees among various currencies of the world
relative to the U.S. dollar. The ultimate effects of these differential
currency realinements cannot be predicted with precision. We do not
even know at this point, whether the U.S. dollar is intrinsically over-
valued today and, if so, by how much, in relation to specific currencies
of other countries. Consequently, it makes sense to preserve a high
degree of flexibility, especially in this phasing-out period of the IET,
and in this period of uncertainty as the worlg monetary order gropes
toward a new period of equilibrium. It is not coincidental that we are
recommending a new phase of flexibility in administering the IET at
the very time when currency relationships are also displaying a new
flexibility in adjusting to balances in international payments.

In considering the phaseout of the tax, consideration will have to
be given to the announcement effect of the termination of the tax at
the end of 1974. It is reported that Europeans are concerned that there
will be an immediate halt of American purchases of foreign securities.
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The IET would have to be paid now in full on any purchases of foreign
securities. without any prospect of recovery, since American investors
will, after the tax expires, be allowed free access to foreign markets.
Thus, utmost flexibilily in the final administration of the IET appears
highly desirable.

As T mentioned carlier, our Advisory Committee on International
Capital Markets will be in a position to recommend to the U.S, Gov-
ernment specific steps which might be taken to modify the interest
equalization tax within the flexible limits proposed. I can assure you
that any such recommendations will be based solely on the best inter-
ests of the United States, and will be the result of careful and ex-
haustive study by some of the best minds in international finance.
But the committee can be effective only if sufticient flexibility exists
to implement these recommendations.

The need for flexibility is also pointed up by the fact that since the
TET is to be phased out, it will probably be necessary to do it in
steps, and to monitor their results. As your committee well knows,
when the tax was first imposed 10 years ago, it was envisioned as a
temporary measure designed to cope with a hopefully temporary prob-
lem. The original expectation was that the tax would be permitted to
lapse at the original expiration date at the end of 1965, The TET has
since been extended four times and its coverage broadened.

Over the long run, U.S. investments in foreign securities are deemed
to be beneficinl and, indeed, essential to the balance of international
payments. Income receipts from past investments not only add to
dollar inflows, but they are relatively stable from year to year, in con-
trast to the sharp fluctuations in trade accounts; U.S. receipts from
past indirect investments, I might note, have far outweighed the an-
nual U.S. capital outflows on foreign securities, In 1971, income re-
ceipts were $2.5 billion, approximately three times as much as the
$900 million net outflow of U.S. capital for foreign securities
investment.!

There are indications that a decade of the IET may already have
contributed to slowing American income from past indirect (port-
folio) investments. The rate of growth of income received from in-
direct investments dropped from 15.3 percent in the 1961-66 period to
9.6 percent during the years 1966-71.

Moreover, I should like to note that the IET has been a major factor,
a real major factor, in weakening the U.S. capital markets as the
center of international finance, and in the creation of the Eurobond
market. Since the introduction of the IET, the growth of the Euro-
bond market has been spectacular. In 1963, Eurobond flotations to-
taled $164 million. Eight years later, they had grown to over $3.6
billion. U.S. companies themselves accounted for $1.1 billion of Euro-
hond issues. compared with zero such flotations in 1963, I think we
can agree that the U.S. capital markets are a prime national and also
international asset which must be nurtured and encouraged to retain

1 Some observers have even questioned the short-run benefits of the tax, noting that the
IET may have changed only the geographical distribution of foreign bond borrowings in the
United States, rather than the total amount. There {8 some evidence pointing to greater
borrowing by Canadian, Japanese, Israell, and other IET-exempt borrowers since 1968.
(See exhibits 8 and 4.) .
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their worldwide preeminence. Once our position as the premier world
capital market has been eroded, it will be difficult to restore its vitality
and stature. The result of erosion would be to damage a vital link in

" the efficient worldwide allocation of resources and in stimulating eco-

nomic growth. Moreover, it would vedound to the detriment of the
U.S. long-term balance-of-payments position itself, since capital out-
flows ultimately come back in the form of repayments, investment,
and income.

My purpose here today is to urge that, as this country faces the
possibility of significant changes on the international economic
scene, and as the administration enters into very delicate and far-
reaching international negotiations on a new monetary system, Con-
gress permit utmost flexibility in dealing with changes as promptly as
they occur. There should be ample discretion under the act, during
the IET phaseout period, to vary the tax by countries to reffect in-
ternal interest rate situations and other specific conditions. Its impend-
ing repeal notwithstanding, the tax should be flexible enough to ac-
commodate differential treatment by types of investment and by types
of securities issued and outstanding. I look forward with satisfaction
to the prosl)ect of the TET being phased out, thereby contributing to
the strengthening of the U.S. capital markets as the center of world
finance.

Thank you.

(The exhibits referred to follow :)

BExnisiT I. Apvisory COMMITTEE ON INTERNATIONAL CAPITAL MARKETS

John E. Leslie (Committee Chairmdan), Chairman of the Board, Bache & Com-
pany, 100 Gold Street, New York, N.Y. 10038.

Harry B. Anderson, Senior Vice President-Director, Merrill Lynch, Pierce, Fen-
n&go & Smith Ine. Ltd., One Liberty Plaza, 165 Broadway, New York, N.Y.
10000.

George W. Ball, Senior Managing Director, Lehman Brothers, Inc,, One William

. Street, New York, N.Y. 10004.

I. W. Burnham, II, Chairman of the Board, Burnham & Co., Inc., 60 Broad
Streel, New York, New York 10004.

Hem{y W. Fowler, Partner, Goldman, Sachs & Co., 55 Broad Street, New York,
N.Y. 10004.

Andre Meyer, Partner, Lazard Freres & Co., One Rockefeller Plaza, New York,
N.Y. 10019.

Leo Model, Chairman of the Board, Model, Roland & Co., Inc., 120 Broadway,
New York, N.Y, 10005.

Frank A. Petito, Chairman, Morgan Stanley & Co., Inc.,, 140 Broadway, New
York, N.Y. 10005.

Robert V. Roosa, Partner, Brothers Harriman & Co., 59 Wall Street, New York.
N.Y. 10005.

Nathaniel Samuels, Partner, Kuhn, Loeb & Co., 40 Wall Street, New York,
N.Y. 10005.

James J. Needham, NYSE, e officic.

William C. Freund, NYSE, Executive Secretary.

Exuisir 2. PRoPOSED AMENDMENT To H.R, 3577, A BiLL To EXTEND AND AMEND
THE INTEREST EQUALIzZATION TAX

P rd

Section 3 of HL.R. 3577 is amended by redesignating it as Section 4, and by
substituting the following section as Section 3:

“Sec. 3 Modification of Tax. (a) Section 4911(h) (2) is amended to read as
follows:
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“+(2) MODIFICATION OF TAX BY EXECUTIVE ORDER.—

“'(A) IN GENERAL~If the President of the United States determines
that the rates of tax imposing under this section are lower or higher than is
necessary to achieve the balance of payments objectives or international eco-
nomic policies and objectives of the United States, he may by Executive
order (effective as provided in subparagraph (D) (1i) increase or decrease the
rates of tux on the acquisition of stock or debt obligations specified in such
order or exempt such acquisitions from tax. In his discretion the President
may increase or decrease rates with respect to any classification of stock
or debt ogligations set forth in subparagraph (B). By subsequent Executive
order the President may terminate or modify any Executive order previously
issned under this paragraph.

“*{B) CLASSIFICATIONS.—F'or purposes of subparagraph (A)—

*“¢(i) Stock may be classed according to type of stock, eategory of
issuer, category of stockholder, country of issuer, whether or not an
original or new issue, purpose of the offering, aggregate amounts ex-
empt from tax, or any other criteria similar to any of the foregoing.

“+(ii) Debt obligations may be classed according to type of debt ob-
ligation, category of obligor, category of obligee, country of obligor,
period running to maturity, purpose of the offering, aggregate amounts
subject to tax or not subject to tax, or any other-criteria similar to any
of the foregoing.’ )

“(b) Section 4911 (b) (2) (B) and (b) (2) (C) are redesignated as (b) (2)C)
and (b) (2) (D), respectively.

*(¢) Section 4911(b) (2) (D) (i) is amended to read :

“(1) Except as to those particular classes of stock or debt obligations ex-
empted from tax or made subject to tax at a lower rate by an Executive order
issued pursuant to subparagraph (A), each increase and each decrease in the
rates of tax of general application which is prescribed in an Executive order
issued under subparagraph (A) shall provide for the same proportionate in-
crease or decreaxe in each rate of tax, except that any such rate may be rounded
to the nearest 0.01 percent.’ ”

EXHIBIT 3

BALANCE OF PAYMENTS IN STOCK AND BOND TRANSACTIONS
{Millions of dollars)

Net dollar flows attributable to transactions in—

Forelﬁn Forelin
U.S. stock stockinthe U.S.corpo-  bondsin Net Overall
Year by for- United  rate bonds United stock  Net bond het
eigners States by foreigners States balance balance balance
—$56 —$336 $17  —$1,02 ~$392  —$1,009 ~$1,401
363 —238 73 —512 125 ~439 —-314
202 ~83 50 —562 19 ~512 393
323 -379 ~99 ~460 —47 ~559 606
111 ~104 -51 ~944 7 —995 -9
198 51 9 -1,095 249 -1, 086 —-837
349 200 176 ~! ~149 ~1752 ~901
—413 290 -1, 242 -123 ~1,204 -1,327
-3 229 1,011 —914 -1 97 -
—157 313 -1, 163 6 -850 _ 250
2,210 -314 , 964 —1,380 1,956 2,
1,487 —517 1,202 -1,029 970 173 1,143
26 35 956 —951 661
731 —49 684 —~888 682 ~204 478
1,927 362 1,510 ~79 2,289 714 3,003

1 Negative sign indicates net purchases by Americans.
Sourcs: U.S. Treasury Bulletin, January 1973,
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GROSS SALES OF FOREIGN BONDS IN THE UNITED STATES
Iin millions of dollars]

1963 1965 1968 1969 1970 1971
Switzerland. . ...................... $74 391 $269 $229 $186 $115
United Kingdom 87 130 224 194 155 245
Other Europe............ .- 329 331 313 269 255 242
Total Europe 490 552 806 692 596 602
Canada. ... .ooeneoiiieniaaann 968 1,103 1,284 1,283 1,130 1,040
Latin America. . ...........cc.o...n 101 138 433 145 ©138 162
ISrael oo evaas -~ 70 93 179 176 192 239
APAN . - e e eecaeaaeas 143 65 6 17 6 25
Other Asig. .o oeeeeececceeeaanns 13 66 84 65 18 43
Total Asia......ooeioamaaanan 226 224 269 258 216 307
Total AfFa. . -o.eeeeeencecenee . 7 ” 9 4 9
Totalother. oo aeianns } 88 14 10 0 4
Tota! foreign countries......... 1,82t 2,111 2,883 2,398 2,081 2,123
Canadian share..............c...... 53 52 45 54 54 49 )

Source: U.S. Treasury bulletin, December 1972,

Senator Graver (presiding). Thank you very much, Mr. Leslie. Do
you have any questions, Senator Hansen ? ,

Senator HanseN, Mr. Leslie, do you think some of the countries
which have previously been exempt from this tax should now be in-
cluded ? For example, your table No. 3, shows that 49 percent of the
foreign bonds sold in the United States are Canadian bonds and you
comment that perhaps this tax rather than preventing the outflow of
U.S. money through the purchase of foreign obligations has simply
prompted the redistribution of those purchases toward countries not
covered by the IET, L

Are you perhaps also suggesting that foreign governments might
be using the Canadian market in an effort to circumvent this tax?

Mr. Lesie. Senator, I have noticed this statement, and' it is quite
obvious that the share and the ({)ortion of Canadian figures in the
total is very large. I do feel—and I do not know whether I am right
or wrong—that this probably entails some broad political issues which
are probably beyond my area of expertise.

Senator ﬁANSEN. How competitive are European bond and dollar
markets? It is my understanding that the interest equalization tax
was first adopted so that European markets could develop and become
competitive with U.S. markets. Yet, is it not true that the average
long-term yields on U.S. debt issues are still significantly lower than

the yields on foreign issues? Have the foreign markets become compe- .

titive 2 Why or why not %

T realize I have asked you a series of questions and comment in a
general way if you would like. )

Mr. Lestie. This is a very pertinent question—no doubt about it. We
have here, in the background material which we accumulated and
prepared for this presentation, of domestic corporate bond yield
differentials between the United States and selected IET countries

Now, Dr. Freund, who is the economist, will want to take over and
give you his figures. We have them right here. ;
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Dr. Freusp. Senator Hansen, the reason why we recommend that
there be increased flexibility is that there is not a worldwide pattern.
It varies. ’i‘)]e rate differential between yields in the Unite& States
and bond yields vary by countries and, as you quite correctly pointed
out, the IRT was first Imposed to eliminate these yield differentials.
But we find, for example, in November of 1972, that in the United
Kingdom, rates were lower than in the United States by a very sub-
stantial margin. T would be glad to submit this table for the record.

Senator Haxsex. That would be fine.

(‘The table referred to follows:)

DOMESTIC.CORPORATE BOND YIELD DIFFERENTIALS BETWEEN THE UNITED STATES AND SELECTED IET

COUNTRIES!
{in percent]
United
United Nether-  Switzer- States
Year Japan Kingdom  France Germany ftaly lands land actual
1.83 41,23 4078 0.21 40.41 ~0.03 ~-1.63 6.75
11.62 +2.12 +.12 +—.61 +.08 -.06 -1.91 1.04
+.12 L1715 -2 -13 —. 44 -4 =337 8.95
4130 +2.94 .93 - 13 +L84 -.02 ~1.81 7.90
1971.. o 408 418 +1.39 +.29  +1.16 +.61  ~1.88 7.30
!972 (Nevember)....._...... —.70 4297 +.77 4.4 4129 4+.20 ~1.84 .33

1 Yields at or near the end of December.
Source: Morgan Guaranty Trust, “‘World Financial Markets,” December 1972,

Dr. Frevxp. We find that is true in France, Germany, Italy, and
the Netherlands, We find quite a different pattern with respect to
Japan and Switzerland. So that one reason for recommending flexi-
bility in the legislation is that the President can indeed focus on™
specific countries and achieve the purpose of the act, which is to clim-
inate interest differentials.

Senator Haxsen: The short-term purpose of the IET is to keep
U.S. money from going abroad but, in the long run, the amount the
investor was paid out was interest returns to the United States. Are
we not then stifling investments for the present balance-of-payments
problem without giving due consideration to the longrun ramifica-
tions of this tax?

Mr. Lestie, Senator Hansen, T listened to the prior presentation
here this morning. And I recall a discussion I had in New York with
some people in the world of finance. There is no uestion that obviously
one day we are going to have a large deficit, resulting from the oil, and
so forth. Tt is on everyone’s mind, and the opinion has been voiced that
one way—not entirely, but one way—to cope with the situation is if
we export capital. And if we do, it is a fact that the amounts will be
much larger than the original investment abroad. So, therefore, this
would be one way—of course, many ways will have to be found—but
this is one way how the gap may be narrowed down. That:is one

_consideration. .

I pointed out, as Dr. Freund says, there are already indications
that the decade of the tax has contributed to slowing American in-
come from past indirect investments. I reFeat what I said in my state-
ment & few minutes ago, that the rate of growth of income received
from such investments has declined from 15.3 to 9.6 perceiit. This is an
important consideration, no question about it.
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Senator HaxseN. When T reeall the experience some of our com-
panies have had in investments, and I realize we are not speaking of
quite the same thing, but some of our comgmies that have invested
in operations around the world, Chile and Peru, to mention two, are
there not some risks involved attendant in our investment, and I am
thinking of—— :

Mr. Lestie. Unquestionably.

Senator Haxsex (continuing). Expropriation of American prop-
erty, and so forth? -

Mr, Lrsnie. Yes, there is no question. On the one hand, we all have
witnessed that international investments bear certain risks, which are
quite obvious. On the other hand, foreign countries increasingly invest
in the United States. And that is a two-way proposition,

Senator Hansen. Thank you, Mr. Chairman.

Senator Graver. Thank you, Senator Hansen.

Mr. Leslie, your points are very well taken, and they will be consid-
ered in executive session of the committee with respect to the item of
flexibility. Thank you very much for your presentation.

Mr. Liesuir. Thank you very much.

Dr, Freuxp. Thank you.

Senator Graver. Our next witness is the vice president of Syntex
Corp., Mr. Kenneth Davis.

Mvr. Davis, the floor is yours. Would you please introduce your col-
league and then proceed?

STATEMENT OF KENNETH N. DAVIS, JR, VICE PRESIDENT,
FINANCE, SYNTEX CORP., ACCOMPANIED BY WILLIAM H.
BRAYER, JR., ATTORNEY

Mr. Davis, Thank vou.

I have with me Mr. William Brayer, our general counsel, of the
firm of Holtzmann, Wise & Shepard, and I will be very brief as I
know you are, of course, at the end of your session this morning. I
have here a request for technical amendment to interest equalization
tax extension bill to continue exemption for employee stock option
plans of foreign corporations such as Syntex, which are not tieated
ag foreign issuers under existing legislation.

Syntex had its origin in Mexico as one of the early discoverers of
steroid hormone pharmaceuticals, Syntex Corp., the parent corpora-
tion of the Syntex group, was incorporated in Panama in 1957. As
such, we are an international company incorporated outside the
United States but whose capital stock is held in the large majority by
U.S. residents and has its principal market on a U.S, national stock
exchange registered with the SEC. Syntex’s capital stock is traded
on the American Stock Exchange and well over 90 percent of the
shares outstanding are owned by U.S. persons. Under the existing
Interest Equalization Tax Act, dating back to 1965, provisions have
been included to give the same tax treatment to stock options granted
to employees of such corporations as is given to U.S. corporations.
The report of the Committee on Ways and Means accompanying
the Interest Equalization Tax Extension Act of 1965 speci!&d that
shares isued by such corporations pursuant to exercise of qualified
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stock options which were granted under a qualified stock option plan
in existence before November 10, 1964, were exempt from the tax.

However, under basic U.S. stock option tax law—completelg apart
from any interest equalization tax considerations—qualified stock
option plans can onl;y run for a 10-year period before being resubmit-
ted for stockholders’ approval. Thus, the combination.of the interest
equalization tax, November 1964 base date, and the 10-year maximum
life for qualified stock option plans means that companies such ag Syn-
tex would be unable to grant stock options free o? interest equaliza-
tion tax consequences after 1974—in Syntex’s case, April 16, 1974, 10
vears from the date its current plan was adopted, unless a specific
amendment is included in this year’s extension. _

From Syntex’s standpoint, 1t has been extremely valuable in build-
ing a successful business to be able to offer the same employee incen-
tives as are offered by its competitors. In order to attract and retain
highly skilled technical and management personnel required in re-
search, production, and sales programs, Syntex has found it necessary
and desirable to offer its empll:)vees the benefits of a stock option ]l)lan.

Tfrom the standlioint of the U.S. public and the country as a whole,
we believe the results have been beneficial as well. Syntex is best known
for its work in the field of steroid hormones. The steroid hormone field
has become one of the most rapidly growing areas for new drug de-
velopment, and such products have been, deveﬁ)ped by Syntex for treat-
ment of arthritis, rheumatism, skin disease, bronchial asthma and for
birth control. In addition to the medical advances made possible by
the successful growth of our business, we have also contributed in a
modest way to the American economy. Syntex’s operations in the
United States began in the late 1950%s. These operations have grown
from virtually nothing in 1956 to a very sizable U.S. business today.
Syntex now employs 2,300 people in the United States and has an
investment in plant and equipment exceeding $60 million in this
country. .

It istlear that Syntex’s business has benefitted by being able to com-

ete on even terms with other high technology companies in offering
Incentive programs to key personnel. We respectively urge the Senate
Finance Committee to provide for continuation of the existing interest
equalization tax treatment for employee stock option plans as one of
the most important of these incentive programs.

A more detailed technical discussion of the proposed legislation is
attached for the record.

We thank you for this opportunity in presenting our statement to
the committee and we will be glad to respond to any questions you may
like to ask.

(The attachments referred to follow:)

MEMORANDUM SUBMITTED ON BEHALF OF SYNTEX CoRP,, BY HOLTZMANN, WISE &
SHEPARD

I. INTRODUCTION

This memorandum is submitted on behalf of Syntex Corporation, a Pana-
manian corporation, engaged in the manufacture and sale throughout the world
of pharmaceutical products, animal health products and medical instruments.
The purpose of the memorandum is to request an amendment to the Interest
Equalization Tax Act to provide relief from certain serious problems which
would arise upon exercise of qualified stock options granted by Syntex after

April 15, 1974,
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1I. BACKGROUND

Section 4920(b) (2) Interest Equalization Tax Act provideg, in part, that a
foreign corporation shall not be considered a foreign issuer subject to the
Interest Equalization Tax with respect to a class of its stock (‘‘exempt class”)
if the exempt class had its principal market during 1962 on a national securities
exchange registered with the SEC, and, as of its latest record date before July 19,
1963, more than 509, of such exempt class was held of record by U.S. persons.
The exempt class is defined as all shares issued and outstanding as of the cox-
poration’s latest record date before July 19, 1963, which were identical with
respect to rights and interest in control, profits and assets of the corporation,
and further included : ) .

(1) all shares of exempt class issued on or before November 10, 1964 ; -

(2) all shares of the exempt class issued after November 10, 1964, pursu-
ant to a written commitment made by the issuing corporation prior to such
date;

(3) all shares of the exempt class issued in certain reorganizations and
recapitalizations.

The report of the Committee or Ways and Means to accompany H.R. 4750,
Interest Equalization Tax Extension Act of 1965 (Report No, 602) clearly indi-
cates that shares issued pursuant to exercise of qualified stock options which
were granted under a qualified stock option plan in existence before Novem-
ber 10, 1964 were part of the exempt class under the preexisting written com-
mitment rule: :

“Shares issued after November 10, 1964 to employees of a foreign corporation
pursuant to stock option plans in existence on or before that date would be
treated as part of an exempt class of stock under this provision if such shares
are identical with shares of an exempt class of stock, whether or not such
employees were employed by the issuing corporation until after November 10,
1964, and whether or not the corporation was required to authorize the issuance
o]f ac!ditional shares after that date in order to meet its obligations under the
plan.”

Thus, Syntex employees have been able to exercise all qualified stock options
granted under its qualified stock option plan adopted April 16, 1964, without
paynient of the Interest Equalization Tax.

III, PROBLEM

Section 422 (b) (2) provides that a qualified stock option must be granted
within 10 years from the date when the plan is adopted, or approved by share-
holders, whichever is earlier. Since the Syntex Corporation Qualified Stock

.Option Plan was adopted on April 16, 1964, no options can be granted under

such plan after April 15, 1974. In order to continue to utilize the qualified stock
option as a vehicle for employee compensation, after April 15, 1974, Syntex
Corporation must adopt a new Qualified Stock Option Plan. Shares issued
pursuant to the exercise of options granted under such new plan apparently
would not be part of the exempt class, since they would not be issued pursuant
to a pre-existing written commitment of the issuing corporation, i.e., a quali-
fied stock option plan in effect prior to November 10, 1964.

In the case of stock received upon exercise of qualified options granted after
April 15, 1974, or issued and delivered pursuant to non-qualified plans, not only
would Interest Equalization Tax be payable, but the resulting stock would
notb})e part of the exempt class, a fact which gives rise to even more serious
problems.

The Internal Revenue Service has taken the position that stock of a corpora-
tion claiming exemption under Section 4920(b), and not exempt pursuant to
any exceptions to the November 10, 1964 cut-off date, must be readily distin-
guishable from stock which has the benefit of the exemption. The American
Stock Exchange has advised that such non-exempt stock cannot be traded on
the Exchange in the same market as the exempt stock. Since the nuniber of
shares of such non-exempt stock would be relatively small, a separate market
could not be created on the Exchange and such share would have to be traded
over the counter. » ‘

1V. RELIEF REQUESTED

We recommend that Section 4920(b), IETA, be amended to include within
the exempt ‘class all shares issued pursuant to exercigse of qualified stock op-
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tions, or pursuant to other arrangements te issue such stock as compensation
to employees. Such amendment might be achieved by inserting after “4917” in
Section 4920(b) (2) (D) (iv), the following: -

“% % % ogp are shares issued upon exercise of an option described in Section
4914(a) (8) (determined without regard to whether or not the optionee is a
United States person) granted to an employee who immediately after such op-
tion is granted is an individual described in Section 422(b) (7), provided that
the aggregate number of shares of such class subject to all options described in
Section 4914 (a) (8) (determined without regard to whether or not the optionee-
is a United States person) granted during any one calendar year does not exceed
one percent of the total number of outstanding shares of such class on the
first day of such calendar year, such numbers to be adjusted to reflect recapi-
talization and stock dividends during such year.”

We have been advised that the text of this amendment has been discussed
with the staff of the Joint Committee on Internal Revenue Taxation. A repre-
sentative of Syntex Corporation will be available at the hearing of the Senate
IPinance Committee to answer questions on this matter.

Senator Graver. Thank you very much, sir. Your problem seems to
have great merit, and I am sure the committee in executive session
will take it up and will likely see if an exception does really exist. I
understand you were in Zurich at the time of the panic, if we might
call it that,

Mr. Davis. Yes; I was a treasurer of an international company and
international vice president, and it does require being out in the money
markets at times, and I was there 2 days after the Swiss floated the
Swiss frane.

Senator Graver. Would you give us your perceptions as briefly as
as possible

Mr. Davis. Well, it was interesting in that it supports a lot of what
we heard earlier this morning about how much surprise there has
been about this recent crisis because at that time, the top Swiss bank-
ers told me that this would be a temporary flurry and within 3 to 4
days we would see vestoration of the former Swiss arrangements as
far as exchange, free exchange, rather than floating. They thought this
was a temporary thing, and here they were at the very seat of knowl-
edge at the international monetary market, and they could not see com-
ing what happened in the next 2 weeks, this whole massive flood of
dollars that went from Switzerland then into the mark, and every-
thing since then. So what it said to me was that the seriousness of the
situation of this massive overseas fund of dollars that can attack a
currency, has now reached a point where even the most expert inter-
national bangers do not know when it is going to come.

Senator GraveL. Thank you, Senator Hansen, do you have anything
vou would like to address to Mr. Davis?

Senator Haxsen. How would the adoption of your amendment
henefit U.S. stockholders and help the U.é). economy in general ?

Mr. Davis. I think we can only say indirectly to the extent that being
able to offer incentive programs of this kind has become a key part of
building a business. It is very hard for me to say we could not have
built our company if we could not have been able to do this, but what
we do know is we compete with some other very capable high tech-

" nology companies who are attempting to attract the same people we

are able to. We have been able to get them, get our share, by having
this kind of a plan; and as we look at this extension of the legislation
that was coming up and realized that now in combination with the 10-
year maximum plan limit allowed under the stock option law, that we
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were no longer going to be able to have the incentives we have had
in the past. and we became very much concerned, and in our manage-
ment discussions about how serious it was, and whether we should
bring the problem to Washington, and so on, we felt it was serious
enough to ask for your help.

Senator HANSEN. Woul% you explain what effect your amendment
would have on U.S. revenues? For example, would there be any loss to
the Treasury in tax revenues as a result of the adoption of your pro-
posed amendment ¢

Mr. Davis Well, first of all, as a continuation of what has been
going on already, there would be no change in that sense. If you
looked at this as a possible source of additional tax revenue by
eliminating what has been available in the past, it would only bear
on foreign employees who were given these stock options, who
ultimately sold the stock and had. therefore, a small drain resulting
from it. In our case, it is maybe a third of the people who have op-
tions are foreign residents. it may be 60 or 70 people, something like
that. so it would be very minimal and very long term if there were
anything at all.

Senator Hansex, No further questions. :

Senator Graver. How many companies would have the same
situation?

Mr. Davis. There are not very many, Mv. Chairman, companies that
are in this peculiar situation of being foreign based but largely owned
in the United States. I really do not know what the number is. I do
know that only three or four companies have expressed an interest
to the committee on this problem, so there cannot be too many.

Senator Graver. Do you have the names of those companies. or
could you secure them for the record ?

Mr. Davis. I know of two that we know of.

Senator GraveL. We have them,

Mr. Davis. OK.

Senator Graver. Thank you very much.

Mr. Davis. Thank you very much for your time.

Senator Graver. I understand there is a Mr. Paul Butler, Jr., from
the law firm of Shearman & Sterling, and that he is representing
Schlumberger Titd., and would like to give us some testimony. We
would be happy to hear him. -

STATEMENT OF PAUL M. BUTLER, JR.,, ATTORNEY FOR
SCHLUMBERGER LTD.*

Mr. ButLer. Mr. Gravel and Mr. Hansen. I am here today repre-
senting Schlumberger Ltd. On behalf of Schlumberger, we have sub- .
mitted a statement requesting amendments that would permit Schlum-
berger to issue new shares upon exercise of employee stock options and
in connection with foreign acquisitions. In our statement we have ex-
plained the problem and the solutions which we have proposed. I
would like to point out why this is important not only to Schlum-
berger and its shareholders, but also to the United States,

“We have heard much testimony this morning relating to jobs in the
United States and the exporting of jobs. We have also heard a great

*The witness is reglstered with the Department of Justice under the Foreign A éﬁ
Regiatration Act of f938.- Coples of the registration statement are avallable %lr p%bl;g
inspection in the Department of Justice files. S
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With respect to jobs, Schlumberger certainly has bucked the trend.
It is a foreign corporation which over the past 20 years has moved
its principal office to the United States. It is en aged in trade or
business in the United States, and it pays taxes here. It has gone
from no employees in the United States to a point _where today it
employs over 8,500 Americans. The restrictions in the Interest Eqnali-
zation Tax Act which have not permitted Schlumberger to issue new
shares for stock options or for foreign acquisitions have required the
company to go out in the open market with funds generated in its
business and buy shares to cover its option program and for foreign
acquisitions. This has kept the company from using these funds for
research and development and expansion which would have provided
additional jobs in the United States and thereby benefited the U.S.
fabor market.

We have heard about the encrgy crisis this morning, Schlumberger
provides services to the drillers of oil and gas wells. As we all know,
today you cannot walk out in Texas, or in Alaska, or in Wyoming, or
anywhere else in the United States and drive a sharp stick in the
ground and strike oil. The casy oil has been found. It is now very
difficult to find and produce the oil that remains here.

Schlumberger has developed high-technology devices which enable
producers of oil and gas to determine where to drill their wells, and
once they have drilled where the commercially productive zones are
and where they should drill their next wells, To the extent that
Schlumberger is successful in producing better equipment and devel-
og)ing better technology, the cost of producing this oil and gas will be
cheaper. We are all intervested in this saving and in it being passed on
to the consumer. We are also interested in the United States being able
to produce its oil and gas in the United States.

That is the extent of my remarks as to why this is so important to
Schlumberger, to its shareholders, and to the United States, -

(The full statement of Mr. Butler follows:)

STATEMENT ON BEHALF OF SCHLUMBERGER LIMITED

On behalf of Schlumberger Limited (“Schlumberger”), we respectfully request
consideration by your committee of certain proposed amendments to the Interest
Equalization Tax Act. In that connection, we are filing this statement for. in.
clusion in the record of your committee’s hearings on H.R. 8577, the Interest
Equalization Tax Extension Act of 1973,

EAR MR, CHAIRMAN: On behalf of Schlumberger Limited (“Schlumberger’’),
we respectfully request consideration by your committee of certain proposed
amendments to the Interest Equalization Tax Act. In that connection, we are
filing this statement for inclusion in the record of your committee’s hearings on
H.R. 3577, the Interest Equalization Tax Extension Act of 1973.

Under present provisions of the Interest Equalization Tax Act, a foreign corpor-
ation is treated as a domestic corporation with respect to a class of its stock which

was predominantly owned by United States persons just prior to the 1963 effective

date for such Act. However, this treatment only applies to shares issued and
outstanding on November 16, 1964, and to shares issued after such date under
extremely limited conditions. Additional shares issued upon exercise of .employee
stock options are not included as ‘“domestic’” shares. Similarly, additional shares
issued in connection with the acquisition of a foreign business are not included.
as domestic shares, although additional shares issued in connection with the"
acquisition of a domesti¢ business would he included.

s is also true of most corporations, Schlumberger is required to provide stock
options in order to attract and retain top-flight executive personnel and to be
able to use its stock in making acquisitions, both domestic and foreign, However

‘as.a foreign corporation which is treated as a domestic corporation with respec€ .
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to its class of common stock, Schlumberger is not permitted to issuc new shares
upon exercise of employee stock options or in connection with foreign acquisitions.
Schlumberger believes that the ability to issue additional shares for these pur-
{;oses is important for the continued growth of its business and therefore would

e of dircet benefit to its shareholders who are predominantly United States
persons,

It is proposed that a foreign corporation which is treated as a domestic corpo-
ration with respect to a class of its stock be permitted to issue additional shares
of such class upon exercise of stock options subject to the following limitations:
(2) the options must be non-transferable options granted to an employce in
connection with his employment, the options may not be transferable otherwise
than by will or the laws of descent and distribution, and the options may be
exercisable during the lifetime of the employee only by i\im; (b) the employee may
not own 3% or more of the total combined voting power of all classes of stock of
the issuer; and (¢) the number of shares subjeet to all such options granted during
any one calendar year may not exceed 19, of the total number of outstanding
shares on the first day of such year.

With respeet to shares issued in connection with foreign acquisitions, it is
proposed that the foreign corporation be permitted to issue additional shares
subjeet to the following limitations: (a) the additional shares must be issued in
connection with the acquisition of stock or assets of a foreign corporation; (b) the
issuer must meet the present requirements for the issuance of additional shares;
(c) the issuer must be a large, publicly-traded corporation and must have certain
contacts with the United %tates; and (d) the aggregate number of additional
shares issued may not exceed a cumulative 19, per year.

Attached hereto are proposed amendments which will permit the issuance of
additional shares in these instances. We have discussed these amendments with
the staff of your committee and with the staff of the Joint Committee on Internal
Revenue Taxation. The undersigned will be available at the hearings to answer
any questions which the committee may have with respect to these amendments.

Very truly yours, :
Pavrn M. BurLer, Jr.

Prorosip AMENDMENTS TO THE INTEREST EQUALIZATION TAx Act To PERMIT A
ConrroRATION Descrisep 1IN SkcrioN 4920(b) To Issui ADDITIONAL SHARES
U'pox Fxkrcist ofF IiMprover Stock OrrioNs AND 1IN CoNNkcrion WITH
ForiieN AcquisiTions

With respect to the issnance of additional shares upon exercise of employee

stock options, it is proposed that section 4920(b)(2) (D) (iv) be amended by insert-
ing after “4917,” the following: — .
“x k * or are shares issued upon exereise of an option described in section
4914(a)(8) (determined without regard to whether or not the optionee is a United
States person) granted to an employee who immediately after such option is
granted is an individual described in section 422(bh) (7), provided that the aggregate
number of shares of such class subjeet to all options described in section 4914 (a)(8)
(determined without regard to whether or not the optionce-is a United States
person) that are granted during any one calendar year does not exceed one percent
of the total number of outstanding shares of such class on the_first day of such
calendar year, such number to be adjusted to refiect recapitalizations and stock
dividends during such year,” )

Options described in seetion 4914(a)(8) are non-transferable options granted to
employees in connection with their employment. For purpoeses of the proposed
amendment, the reference to options described in section 4914(a)(8) may be
construed to mean only options granted to United States persons. Since a foreign
corporation will normally have some employees who are not United States persons
as well as employees who are United States persons, a parenthetical has been
added to provide that the options referred to include options granted to non-United
States personis as well as to United States persons. The requirement that the -
employees must be individuals described in section 422(b)(7) (i.e., individuals
who own less than 59 of the stock of the corporation) is to prevent the benefits
of the amendment from applying to options granted to an owner-employee whose
options may not have been ﬁranted in connection with bona fide employment but
rather in connection with his position as an owner. Lastly, the 1% per ycar
limitation on the options which may be granted will prevent a foreign corporation
from abusing theé bhenefits of this amendment. ) i

With respect to the¢ issuance of additional shares in connection with foreign
acquisitions, it is proposed that the following new scetion 4920(b) (2) (E) be added:
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“(E) issued after [the date of enactment] as consideration for, or upon
sonversion (or in conhection with the prior conversion) of debt obligations
which were the consideration for, the acquisition of stock of a foreign corpora-
tion, if immediately after such acquisition such corporation owns (directly or
indirectly) more than 50 percent of the total combined voting power o all
classes of stock of such foreign corporation, or the acquisition of more than 50
percent (in value) of the assets of a foreign corporation, provided that the
foreign corporation was engaged in the active conduet of & trade or business
(other than as a dealer in securities) immediately before the date of such
acquisition, if— .

¢ (i) such corporation satisfied the requirements of sections 4920(b) (2)-
(D) (i), (ii) and (iii);

“(ii) shares of such class were held of record by more than 5,000 persons
on such corporation’s latest record date before January 1 ;

“(iii) on January 1, 1973, shares of such class were listeci for trading on
one or more national securities exchanges registered with the Securities
and Exchange Commission;

“(iv) such corporation had its principal office in the “United States on
January 1, 1973, and maintains its princigal office in the United States
at the time of issuance of the additional shares;

“(v) such corporation was engaged in trade or business in the United
States on January 1, 1973, and is engaged in trade or business in the
United States at the time of issuance of the additional shares; and

“(vi) the aggregate number of additional shares (other than additional
shares issued under (B), (C) or (D) of this subsection) issued during any
five-year Period (beginning on January 1, 1973) does not excee five
percent of the total number of outstanding shares of such class on the
first day of such five-year period, such number to be adjusted to reflect
recapitalizations and stock dividends during such period.”

This amendment will permit the issuance of shares as consideration for the ac-
quisition of stock of a foreign corporation if immediately after such acquisition the
issuer owns more than 50 of the total combined voting power of all classes of
stock of the acquired corporation. Shares may also be issued as consideration for
the acquisition of more than 50% of the assets of a foreign corporation. Since it has
become quite common for aequisitions to be effected by using convertible debt
obligations as consideration, it is further provided that shares may be issued upen
conversion of debt obligations, or in connection with the prior conversion of debt
obligations (such as to repay a loan of exempt shares used to convert such debt
obligations), which were the consideration for the acquisition of stock or assets.
In any case, the acquired corporation must have been engaged in the active con- -
duct of a trade or business (other than as a dealer in securities) immediately before
the date of the acquisition. This latter restriction will prevent the acquisition of a
forcign corporation which has made portfolio investments. It will also be necessary
for the. issuer to meet the existing requirements for the issuance of additional
shares, e.g., such corporation must have been actively engaged in a trade or busi-
ness on July 19, 1963, shares of the class of stock must have been held of record
by more than 250 sharcholders prior to July 19, 1963, and prior to the issuance of
additional shares the percentage of shares of such class held of record by United
States persons must not be less than the minimum requirements for qualification
under section 4920(b). The additional requirements are included to prevent an
issuor without sufficient contacts with the United States from qualifying for the
benefits of the amendment. Lastly, restricting the number of additional shares to a
cumulative 1% per year will prevent an issuer from abusing the privilege of issuing
additional shares in connection with foreign acquisitions.

Senator Graver. I think your comments are a very good addition to
Mr. Davis’.

Senator Hansen. did you have any questions?
.. Senator HanseN. I might ask him similar questions as were asked
of Mr. Davis. What effect would this amendment have on U.S.
revenues?

‘Mr. Burrer. As is the case with Syntex, Schlumberger is not issuing
new shares to employees who exercised stock options. Thereéfore, no
tax is being paid. Schlumberger is buying outstanding shares in the
open market and using those shares when options are exercised.

" The proposed amendment would have the same effect; no tax would

‘be paid- on the issuance of additional shares. However, I would note . -

P
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that the Interest Equalization Tax Act is not a revenue act. It is a
control measure regulating the exporting of capital. I think that it
should be pointed out, in this connection, that over the past 5 ycars,
Schlumberger has madé a net contribution of more than $250 million
to the balance of payments of the United States. This is not a deficit.
This is a plus. Schlumberger's U.S. subsidiaries export high-tech-
nology devices used in providing well services to oil and gas pro-
ducers. Schlumberger’s foreign subsidiaries buy equipment in the
United States for use around the world. Schlumberger pays dividends -
to its U.S. shareholders. The net effect is a positive contribution of
more than $250 million over just the last 5 years, and it will grow in
the next several years, certainly during 1973 and 1974 while the in-
terest equalization tax remains in effect. However, as in the case with
Syntex, there could be some slight outflow. If a U.S. employee pur-
chases shares under the o}[))tion program, the money goes to Schlum-
berger. It would be available for use outside the United States, but as
is evident from the figures for Schlumberger’s postiive contribution to
the U.S. balance of payments, it can be attributed to U.S. investment,
We are talking about a small stock option program as total program
for Schlumberger of less than $10 million a year, compared to an
average of over $50 million a year positive effect on the U.S. balance
of payments, )

Senator Haxsex. Thinking about our energy production in North
America. and in the free world, would it be your contension that
schlumberger’s activities help in this total search for energy and. as a
consequence. its success redounds to the benefit. not only of Japan and
the Western European countries, but to the United States as well in
that. as those of sources of supply are augmented in other parts of the
world, the competition is not as severe as would otherwise be the case
between other countries and the United States?

Mr. BurLer. Mr. Hansen. T think that there is no question that the
success of Schlumberger will benefit all of the oil-consuming and
energy-consuming countries of the world. Schlumberger is the largest
supplier of these well services. Schlumberger provides these well serv-
ices everywhere that oil and gas wells are drilled throughout the free
world. They hope some day to be able to provide these well services in
Russia and China.

Senator Haxsex, Thank you, Mr. Chairman.

Senator GraveL. Let me just ask one question here. Does Schlumber-
ger meet today’s test for the percent of stock held domestically needed
in order for its stock to be exempted from TET ¢

Mr. Butper. Yes; more than 70 percent of the stock of Schlumber-
ger is owned by U.S. persons, so they do continue to meet the test.

Mr. Hansen asked the Secretary this morning as to Treasury’s feel
ings with respect to these amendments, and Treasury indicated that
they would not be opposed, provided restrictions are placed upon the
issuance of additional shares. We have developed restrictions which in-
clude this test—that before the issuance of any more shares, the com-
pany would have to continue to meet the 65 or 50 percent ownership
requirement so that it would still be a predominantly U.S.-owned
company. . ‘

Senator GraverL. Thank you very much.

Mr. Burrer. Thank you.

Senator Graver. The hearings will be adjourned.

(Whereupon, at 1:00 o’elock p.m., the hearings were adjourned.)
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STATEMENT oF HoN, JoIN V. TUNNEY, A U.S. SENATOR FROM THE STATE OF
CALIFORNIA

I am submitting this statement to the Senate Finance Committee in view of
my interest in the film industry of the United States. In 1971, Congress made
clear that for the future at least motion picture films are to be considered as
tangible personal property which, therefore, may qualify for the investment tax
credit. However, the investment credit is generally not available for property
which is used predominately outside of the United States and motion picture
films are often circulated both in the United States and in foreign countries at
the same time. In these cases, in some years more revenues are obtained from
the foreign showing than in the United States. This and other problems with the
appliention of the investment credit in the case of motion picture films have cre-
ated difficulties in determining in what cases the investment credit should be
availahle for motion pictire productions, .

One basic purpose of the investment credit is to create jobs in thie United
States, In the ease of motion pictures, if the majority of the production expenses
are paid for direct labor costs incurred in the United States, it would he desir-
ible, in my judgment, to allow the credit even if the film is later exhibited pri-
marily outside of the United States. On the other hand, if the major portion of
the divect labor costs are incurred for services which are not performed in the
United States, the credit should not be allowed because the fil {8 not creating
United States jobs to any substantial extent. Thus, under these circumstances,
tgl;m{é should be no credit, even if the film is exhibited primarily in the United
States.

I believe a motion picture film or tape should be eligible for the investment
credit only in those cases where 60 percent or more of the total amount paid
for direct labor costs incurred in the production of the particular picture are
paid to American nationals who perform services within the United States, T'he
investment credit claimed for a motion picture tilm or tape to which this pro-
posal would apply would not be altered in any manner in a subsequent taxable
vear by reason of the showing of the filln outside of the United Statex. Similar
exceptions have heen ereated by Congress in the past for property such as air-
planes or railroad rolling stock which is used both within and outside the United
States.

There has also been difficulty in determining the useful life of motion picture
filmg since this involves a forecast of the success of a motion picture, Because
of the difficulty and uncertainty in determining the years of useful life of a
motion picture, T suggest that an election be made available under which motion
picture productions which qualify for the credit would receive two-thirds of
the investment eredit (which assumes a useful life of § years) without regard
to the useful life of the film, However, depreciation as described in the Com-
mittee Report accompanying the 1971 -Revenue Act, on the film would also have
to be taken over the same period for the credit to be available.

For purposes of this amendment, amounts paid for services performed in the
production of a motion picture film or tape should include amonnts paid=for
services to writers for their services in connection with the development of the
story property, screen play or television play and also amounts paid for travel,
lodging and other comparable expenses regardless of to whom paid (even though
paid to a foreign carrier) so long as the travel, lodging or other comparable

expense is for services performed within the United States.

e ———

SraTEMENT OF JaMmEs W, RippELL oN BEHALF oF BuNEFiciaL Corp.
Mr. Chairman, the Beneficial Corporation is a publicly-owned corporation

. which invests in and makes loans to its subsidiary corporations. Beneficial In-

ternational Corporation (“International”) is a_ wholly-owned subsidiary of
Beneficial Corporation. International, which is 8 United States corporation, hor-
rows funds abroad (Eurodollars or foreign currency) with the gﬁuaranty of its
parent, Beneficial Corporation, and in turn lends them to certain affiliates engaged

_in the finance business in Great Britain and Australia.

Because of certain requirements of the Federal Reserve Bank, all of the capital
and earnings and profits of International must he retained in and invested in the
United States, and because of certain Internal Revenue Service requirements, In-
ternational must maintain a five-to-nne debt-to-equity ratio. Both International
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and Beneficial are prohibited by the Guidelines of the Federal Reserve Bank from
investing additional United States source funds in Beneficial’s Australian subsidi-
ary and would like to borrow funds abroad to make such an investment, However,
sinco International must maintain approximately 1649 in capital and/or in tax- -
able earnings and profits invested in the United States in order to maintain the
five-to-one debt-to-equity ratio required by the Internal Revenue Service, the
word “primarily’’ as used in Section 4020(a) {3A) (C) would result in the imposition
of the Interest Equalization Tax should any additional investment be made in the
stock of the Australian subsidiary even though only foreign funds are used.

This problem has been discussed with the staff of the Treasury Department
and the staff of the Joint Committee on Internal Revenue Taxation,

An additional problem arises because of language in Section 4920(n) (3A) (A)
which defines ‘‘lending or finance business” as encompassing obligations with a
term of not more than 48 months. .

At the time that this limitation was adopted, trade practice was such that the
maturity of lending and finance oblH;ations was not more than 48 months. How-
ever, trade practices have changed and tcday such obligations are regularly
issued for a period of 60 months. Therefore, in order to bring the provisions of
Section 4920%9,) (3A)(A) in line with lending practices, we urge that the limitation
of maturities to 48 months be removed and extended to 60 months. This problem
has also been discussed with the staffs of the Treasury Department and the
Committee on Internal Revenue Taxation.

Neither of these proposals for amendment affect the United States balance
of {)ayments or the export of any United States jobs. The funds which will be
utilized are forcign funds.

STATEMENT OF JaMEs W. Riopenn oN Bemavr or C.IT. Fixancran Coup.

Mr. Chairman, C.I.T. Financial Corporation is a publicly-owned United States
corporation which is engaged in the lending and finance business. It is currently
negotiating for an opportunity to enter the lending and finance business in Japan.
Because of restrictions arising under Japanese law, it is possible for C.LT. to
accomplish its url:ose only by entering into a venture with Japanese citizens or
corporations. To this end C.I.T. Finance Corporation is being offered an oppor-
tunity to acquire no more than 15% of the stock of a Japanese corporation w ich
will conduct the lending and finance business in Japan.

Section 4920 of the Internal Revenue Code permits the formation of qualified
lending and finance corporations (QLFC’s). Investments in QLFC’s may be made
without the imposition of the Interest Equalization Tax, however, investments in
such corporations are exempt only if the United States finance company making
the investment in the QLFC owns 509, or more of the voting power of the QLFC.
Because of restrictions imposed by the Japanese, it is impossible for C.L.T. to
own more than 50% of the undertaking and, indecd, as I have stated, C.L.T. will
not be permitted to own more than 15%. Since C.L.T. intends to make its invest-
ment in the QLFC only with foreign funds, it is urged that the provisions of
Section 4920(d) (2) be amended to permit ownership of 10% or more of the voting
power of a QLFC without the imposition of the Interest Equalization Tax.

An additional problem arises because QLFC’s are prohibited from acquiring the
stock of foreign issuers. Under the law of Japan, finance companics are permitted
to acquire stock in connection with the making of a loan or even as an investment,
and, indeed, it is the practice within the United States for banks and finance
companies to acquire stock or warrants in connection with a lending transaction.

e urge that section 4920(d)(3) be amended to permit a QLFC to acquire
stock of foreign issuers incidental to and in connection with a bona fide lending or
finance transaction. ~

The staffs of the Treasury Department and the Joint Committee on Internal
Revenue Taxation have been informed of this problem.
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DuNNINGTON, BarTROLOW & MILLER,
New York, N.Y., March 5, 1973.
Yon. RusseLy B. Lowg,
Chairman, Commillce on Finance,
New Senate Oflice Building,
Washington, D.C.

Dear Senator Lona: I am writing on behalf of J. R. Timmins and Co., a
stoek brokerage firm in New York City, to bring before the Committee a problem
iri_ the administration of the exemption for prior American ownership and com-
pliance. N

Generally, if a U.S. person ac?luires foreign securities and pays the interest
equalization tax, subsequent purchasers of the same securities are exempt. The
exemption is normally established through stock brokerage firms which have
agreed to participate in administering the exemption and are known as “‘participat-
ing firms.” If specified statutory conditions are met, a participating firm that sells
securities may issue a confirmation of the sale indicating that the tax does not
apply. This establishes the purchaser’s exemption.

fie various conditions under which a participating firm may issue & confirma-
tion establishing the purchaser's cxemption are listed in section 4918(e) of the
Internal Revenue Code. Thus, a participating firm may issue a confirmation if it
receives from its customer a validation certificate issued by the Treasury Depart-
ment evidencing that its customer i= a U.S. person and has paid, or is not liable
for, the tax.

Tf the customer does not furnish a validation certificate, the firm may still issue
a valid confirmation if it withholds from the proceeds of the sale the amount of
tax that would otherwise be payable. Under Treasury regulations, the amount
withheld must be segregated in a separate bank aceount within 30 to 45 days. If
the customer furnishes a validation certificate after the sale, the participating firm
may pay him the amount withheld. Otherwise it must be paid over to the Treasury
not later than the normal quarterly filing date.

Section 4918(¢) lists a number of other circumstances under which a participat-
ing firm may issue a valid confirmation. However, section 4918(e) does not specific-
ally provide for the issuance of a confirmation where a participating firm, instead
of selling securities for a customer who pays the tax, sells securities it purchased
for its own account and pays the tax itself. The Internal Revenue Service has
announced that the Treasury regulations to be issued under section 4918 will
contain a provision authorizing tke issuance of valid confirmations in this situa-
tion. However, these regulations have not yet been issued.

Because there has been no provision in the statute or in regulations describing
the conditions under which a firm selling for its own account may issue a valid
confirmation, there has been uncertainty within the industry as to precisely what
conditions must be met when a participating firm sells securities for its own ac-
count. The Internal Revenue Service has published an announcement describing
what the regulations are expected to contain on various aspects of this problem,
The announcement said that the regulations will provide that a confirmation will
be considered to be valid where a participating firm is selling for its own account
only if the firm pays the tax on or before the date it disposes of the securities.
However, announcements of this kind, known as Technical Information Releases,
are merely preliminary expressions of the Treasury’s intention. They do not have
the force of law, and are not considered by the Revenue Service to have the force
even of an interpretive ruling. Moreover, they are not given the wide distribution
that a statute, regulation, or ruling would receive.

The validity of the confirmation is important mainly because section 6681
of the Code provides for a penalty, where a J:articipating firm issues a false con-
firmation, of 125 percent of the tax that would otherwise be payable. This penalty,
the heaviest civil penalty in the Internal Revenue Code, was designed for cases
of outright fraud by a participating firm, such as participating in the use of forged
certificates of prior American ownership, as described to the Finance Committee
in its 1967 hearings. There is nothing in the legislative history of these provisions
to indicate that the 123 percent false confirmation penalty was intended to be
imposed for mere late payment, in addition to the normal late filing and late
payment penalties (unless, of course, payment is late enough to raise the suspicion
of tax avoidance).

It should be kept in mind that the heavy false confirmation penalty would be
applied under these circumstances only where a firm is selling for its own account.
If it is selling for a customer, it has 30 to 45 days to put the funds it withholds in
a separate account, and 1 to 4 months to pay them over to the Treasury. More-
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over, even if the firm does not segregate or pay over the amounts withheld on
time, the validity of the confirmation is not affected, and the 125 percent penalty
does not apply.

If it is considered necessary to apply the heavy false confirmation penalty
merely for late payment by a firm selling for its own account, we believe the
requirements for issuing confirmation in such circunistances should be deseribed
in the statute. Because of the uncertainty arising from the absence of any provision
in the statute or regulations deseribing the conditions under which a firm selling
for its own account may issue a valid confirmation, we ask that some leeway be
allowed for past trans#etions. This could be done by providing that a confirmation
would be treated as valid if the firm paid the tax not later than the date it would
have had to deposit the funds in a separate account if it had been acting for a
customer instead of for itself.

Such a provision would not condone late filing. The normal late filing and late
payment penalties that apply to all Federal tax returns clearly apply to these
transactions under present law and would continue to apply. Furthermore, the
125 percent penalty would apply in all tax avoidance cases, including cases where
a firtn’s delay in paying the tax raises an inference of tax avoidance.

I have discussed this problein with the staff of the Joint Committee on Internal
Revenue Taxation, and I will be available at the Committee’s hearing on March 7,
1973 to answer any questions the Committee members may desire to ask. .

Sincerely yours, .
JOHN BROADBENT.

MeLROD, REDMAN & GARTLAN,
Washington, D.C., March 6, 1973.
Tom Var, Esq., ” —— - .
Chicf Counsel, Sengle Commillee on Finance,
New Senate Office Building, Washington, D.C. .-

Dear Mr. Vain: Reference is made to H.R. 3577, the proposed extension of
the Interest Equalization Tax, and in particular to the proposed elimination of
the Less-Developed Country Exemption insofar as applicable to shipping corpo-
rations (see proposed Section 4916(e) of the Internal Revenue Code, as contained
in the Bill as passed by the House).

In behalf of Greyhound Leasing & Financial Corporation, we hope that clari-
fication can be provided in the printed record on this legislation, to eliminate
possible ambiguities in the protection proposed to be given to ‘preexisting com-
mitments.” In particular, we desire clarification of the phrase ‘' customary closing
conditions,” in proposed Section 4916(e) (2) (B) of the Code and the requirement
that the commitment letter set forth the ‘“principal terms’ of the commitment
contained in proposed Section 4916(c)(2)(B)(i). Because of a preexisting com-
mitment of Greyhound, we believe that this clarification can be helpful in avoiding
possible problems with Internal Revenue Service examiners.

First, as to the phrase “customary closing conditions,” Greyhound has com-
mitted to enter a financial lease of a motor vessel with a less-developed country
corporation. That lease is treated as an indebtedness for Interest Equalization
Tax purposes, but the shipping corporation exemption avoided any liability for
interest equalization tax when the commitment was issued.

The lease is subject to Maritime Administration approval, required pursuant
to Section 37 of the Shipping Act of 1916, as amended (46 U.S.C. 835). The
regulations of the Department of Coramerce make it clear that such approval is
granted subject to fairly routine requirements, ¢.g., that the vessel not be made
available to certain proseribed countries and that it not engage in trade pro-
hibited to United States flag vessels. On January 29, 1973, consummation of that
lease was subject only to formal documentation and Maritime Administration
approval. Since this approval is customarily granted, from a business standpoint
the parties clearly believe there is a preexisting commitment.

However, thiﬁ proposed addition to the Code (R/}'oposed Section 4916(e)(2))
makes that exemption available only if obtaining Maritime Administrtaion ap-
proval is a ‘‘customary closing condition”. We are concerned that a revenue
agent on audit may take a restrictive view of this provision, To avoid difficulty,
we hope that the printed record accompanying H.R. 3577 will clarify the phrase
‘“‘customary closing conditions’. -to state that routine agency approvals, for
example, of the Maritifie Administration under Section 37 of the Shipping Act,
are gencrally considered ‘‘customary closing conditions”.
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Our second problem also involves the requirements of the proposed legislation
before protection is afforded to a ‘“preexisting commitment.” Proposed Section
4916(e)(2)(B) requires that a commitment letter have been issued which set§
forth the ** Principal‘terms” of the obligation in the commitment letter. While
Greyhound’s commitment letter summarizes the contemplated transaction in
great detail, including lease term; rental; options for early termination; provi-
sion for payment of closing costs, legal fees, etc.; arrangements for insurance,
maintenance and taxes; registration of the vessel: requirements for Maritime
Administration approval; guarantees, etc., another question arose during the
course of formal documentation, .

The commitment letter provided a purchase option to repurchase the vessel
at the termination of the primary lease term, for a specific dollar amount. During
the course of documentation, the parties for the first time recognized that under
the Shipping Act, Maritime Administration approval will be required, should
the lessee's option to (S)urchasc be exercised at the end of the lease term, many
vears in the future. Obviously, therefore the possibility arises that the Mari-
time Administration may for unforeseen reasons refuse, many years from now,
to approve a sale of the vessel, pursuant to exercise of the purchase option.
Accordingly, after January 29, 1973, the parties negotiated what we believe is a
routine arrangement, an option in the lessee to extend the primary lease term at
a new rental, exercisable only in the event that the lessee exercises its purchase
option but the Maritime Administration refuses to accede to the sale of the
vessel pursuant to that option exercise.

Proposed Section 4916(e}(2) (B (i), as contained in H.R. 3577, requires that
the commitment letter set forth the “principal terms’’ of this financial lease in
order for the purchaser of the indebtedness, i.e. the lessor under the financial
lease, to be entitled to this exemption from Interest Equalization Tax as a ““pre-
existing commitment’’. We believe you will agree that the fact that parties have

" now recognized the possibility that the Maritime Administration may refuse to

approve a sale, should the lessee ultimately exercise this purchase option many
years in the future, is not a change in the “principal terms” of the commitment.
That the parties have defined what will occur in such an event does not change the
fact of this preexisting commitment, which general business practices require be
honored. However, because of the difficulty in predicting how a Revenue Agent
may define “principal terms”, the parties are naturally concerned as to the pro-
tection from tax given this commitment.

Here alsn, we hope that the printed record on H.R. 3577 will clarify the per-
tinent language. Clarification or explanation of the phrase, ‘“principal terms”, as
contained in proposed Section 4916(e) (2) (B), should reduce the area of doubt in a
determination of the exemption available for preexisting commitments. Taxpayers
are obviously handicapped if they are exposed to tax by good faith efforts to resolve
omissions, such as the instant one, that come to light during the course of docu-
mentation.

We have discussed hoth of these matters with the staff of the Treasury I)e\)art—
ment and the Joint Committee on Internal Revenue Taxation, and we believe
they are familiar with these matters,

If we can provide any further information, or if you would like to hear from us
further on these items, pleasé let us hear from you.

Sincerely,
JERRY M. Hamovim,

S ra—

Denevoise, PriMpToNn, LYons & GaTes,
New York, N.Y., March &, 1973.

Hon. RusseLL B. Loxg,
Chairman, Senate Commillec on Finance,
Washington, D.C.

Dear SENaTor LoNa: Pursuant to the invitation in your recent press rclease,
I respectfully request consideration by the Committee on Finance of a clarification
of the grandfather clause in section 4916(e)(2) of the Internal Revenue Code as

roposed in. H.R. 3577 (the ‘“Interest Equalization Tax Extension Act of 1973”).

he clarification is necessary so that the parties to a transaction which was
negotiated and signed up last December will not be exposed to the danger of
loging the benefits of their contract as the result of later changes in the interest
equalization tax which were not proposed until more than a month after they made

their firm commitments.
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Background, The transaction in question was arranged by ITEL Leasing
Corporation. It involves a 264,000 deadweight ton tanker which is being con-
structed by a Japanese shipyar«f and is scheduled for delivery on or about July 31,
1973. An affiliate of a domestic oil company contracted for the tanker on Seé)tem-
ber 11, 1970, and the keel was laid by the shipyard on December 11, 1972,

The prinofpal documents for the transaction are a Participation Agreement, a
Trust Agreement, an Indenture of Trust, a Charter, a Subcharter, and a Guarantee,
All of these documents were fully negotiated, printed in final form and executed
last December, resulting in firm commitments by all of the parties to go through
with the transaction subject to normal closing conditions. co

The transaction involves the establishment of a trust as a vehiole for acﬂuiring
and holding title to the tanker. On the tanker delivery date the owners will make
equity contributions to the trust and the trust will borrow the balance of the
purchase price from a group of lenders. At the time of delivery by the shipyard

 a Liberian affiliate of the domestic oil company will acquire the tanker and se

it to the trust, which in turn will charter it to a Delaware affiliate of the oil
company which will subcharter it back to the Liberian affiliate. The lenders will
be secured by an assignment of the charter and a first preferred sh? mortgage.
The performance of the oil company’s affiliates will be guaranteed by the oil
company,

The 5elaware affiliate was interposed between the trust and the ultimate

‘ Liberian subcharterer so that there will be a full charge against the oil company’s

OFDI allowables., This aspect of the structure of the transaction was discussed

orally in a joint meeting with representatives of the Office of Foreign Direct

Investments of the Department of Commerce and the Board of Governors of

the Federal Reserve System. Based on the results of that diseussion it is

anticipated that the transaction will be the subject of written clearances from

ks)otl'}e the Office of Foreign Direct Investments and the Federal Reserve
ystem, .

For interest equalization tax purposes the charter obligation of the Liberian
affiliate will constitute & ‘“‘debt obligation” of a foreign obligor. The transaction
was negotiated ‘and committed for on the assumption there would be no tax
liability because the Liberian corporation would c%ua.lit‘y ag 8 “less developed
country corporation’” under section 4916 (c) (1) (B)sIt is a condition to closing that
there be satisfactory opinions of counsel as to the absgnce of tax liability.

The transaction presents a question of interpretation under the grandfather
clause of section 4916(e) (2) as proposed in H.R. 3577 because the owner position

* “was taken at the last moment, after other é)rospects had dropped out, by ITEL

Corporation, the parent of ITEL Leasing Corporation. ITEL Cor{soration made
its commitment in the expectation that it would be able to assign the owner
position to one or more third parties prior to the vessel delivery date. It is not
clear that an assignee of ITEL would be entitled to the benefits of proposed section
4916(e)(2) because (a) sut:iparagraph (B) of that section does not expressly refer
to assignees of the United States person covered thereunder, and (b) although
subparagraph (A) seems to permit assignnient, clause (i) of subparagraph (A)
does not allow normal closing conditions and clause (ii) requires partial
performance. .

Since the transaction was firmly negotiated and signed up more than a month
prior to January 29, 1973, it obviously presents a more sympathetic case for
grandfather clause relief than the type of transaction already covered by
subparagraph (B) of proposed section 4916(e)(2). If relief is not extended, there
is a danger that the parties will lose the benefits of their contract because ITEL
Corporation’s planned assignment of the owner position will give rise to a threat of
interest equalization tax which may seriously disrupt the transaction if not cause
its abandonment.

Suggestions for Clarification. There are several ways in which the language of
section 4916(e)(2) might be modified to provide relief. The broadest is based on
our understanding, derived from conversations with officials in the Treasury
Department, that repeal of the exemption for shippinﬁ companies has been
;B'oposed to plug a loophole in the rules of the Federal Reserve Board and the

epartment of Commerce which have made it possible to transfer funds to shi
ping companies without acceptance of full chargeability for OFDI or VFC
purposes. If this is the reason for proposing repeal, it is suggested that the following
additional clause be added to section 4916(e)(2):

¢ (C) made to finance in whole or in part a vessel or aircraft the construction
of which was performed pursuant to a binding contract entered into on or
before January 20, 1973, provided that, so long as both the Foreign Direct

91-578~78-—u7
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Investment Regulations of the Department of Commerce and the Voluntary
Foreign Credit Restraint Guidelines of the Board of Governors of the Federal
Reserve S{)stem shall be in effect, such financing involves positive transfers
of capital by direct investors under such Regulations and/or charges to the

ideline ceilings of banks or non-bank financial institutions under such

uidelines which transfers and/or charges in the agglrle%\te equal the amount
of the funds used to finance the vessel or aireraft which are obtained:within
the United States.”

This clause would permit financing of vessels or aireraft which were ordered on
or s))rior to January 29 so long as there is acceptance of full charﬁsabilitg for
OFDI or VFCR purposes. It would thus achieve the goal of full chargeability
without any increase in financing costs. Companies which ordered ships in-the
expectation of being able to finance them under then prevailing conditoins would
not have this expectation defeated. (Ships ordered after January 29 will not, we
understand, present a problem if the interest e(}lualization tax is phased out on or
before December 31, 1974 in accordance with the President’s announcement.
Under normal conditions, ships ordered now would not be delivered until some
time in 1975.)

Another alternative is to modifv the language of subparagraph (B) of proposed
section 4916(e)(2) to make it clear that assignees of persons who made commit-
ments on or prior to January 29 are entitled to the benefits of that subparagraph.
A possible revision is as follows: _ X

“(B) as to which on or before January 29, 1973, the acquiring United
States person or a predecessor tn interest to such person (or, in a case where 2 or
more United States persons are making acquisitions as part of a single trans-
action, a majority in interest of such persons and/or their predecessors in inter-
est) had taken every action to signify approval of the acquisition- under the
procedures ordinarily employed by such person or predecessor (or persons
andfor predecessors) in similar transactions, subject only to the execution of
formal documents evidencing the acquisition and to customary closing
conditions, and the acquiring United States person or predecessor (or persons
andjor ,nredecessors)-- .

‘(i) had sent or deposited for delivery to the foreign issuer or obligor
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 document setting forth, or referring to a
document sent by the foreign issuer or obligor from whom the acquisition
was made which set forth, the principal terms of such acquisition, or

“(ii) had received from the foreign issuer or obligor from whom the
acquisition was made a memorandum of terms, draft purchase contract,
or other document setting forth, or referring to a document sent by the
acquiring United States person or predecessor (or persons and/or prede-
cessors) which set forth, the principal terms of such acquisition.” (Italic
indicates additions.)

A third alternative would be to expand clause (i) of subparagraph (A) of
groposed section 49016(e)(2) to allow normal closing conditions. This would only

e effective if there were assurance (perhaps by way of a statement of intent in
the Committee report) that subparagraph (A) will be read to permit assignment.

1 appreciate the Committee’s consideration of this matter.

ery truly vours, R

) -Puinip S. WINTERER.

Davis PoLk & WARDWELL, .
New York, N.Y., March 6, 1978.

Re HR 3577: Proposed amendment to section 4920(e) of Internal Revenue Code
submitted on behalf of the Japan Fund, Inc.

Hon. RusskLL B. Lonag, Chairman, Committee on Finance, U.S. Senate,
Dirksen Office Building, Washington, D.C.
DEar SenaTor Long: Werespectfully submit a proposed amendment to HR 3577,
a Bill to provide an extension of the Interest Equalization Tax, and for other
purposes, which proposed amendment would in turn amend Section 4920(e) of
the Internal Revenue Code of 1954, Section 4920(e) relates to certain mutual
funds which have elected to be treated as a “foreign issuer or obligoi”’ for pur-
ggses of the Interest Equalization Tax. The proposed amendment would clarify
ction 4920(e) in & manner that we understand is consistent with the underlying
intent of that provision. As amended, Section 4920(e) would read as follows, with.
the new matter in italic:
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PROPOBED AMENDMENT

“(e) Certain Mutual Funds.—Notwithstanding subsection (a)(3)(B), a do-
mestic corporation described in such subsection shall not be treated as a ‘foreign
issuer’, ‘foreign obligor,” or “foreign issuer of obligor’ with respect to any acqui-
sition of stock or a_debt obligation which is attributable to funds obtained b
borrowing or through issuance of its stock after March 24, 1971 other than throug
the is.uance of ils stock as part of a capilal gain dividend (as defined in section
862(b) (3)(C)).” (New matter in italic),

REASONS FOR AMENDMENT

This submission is made on behalf of the Japan Fund, Ine. (the “Fund’’).

The Fund is a Maryland corporation which is a closed-end diversified manage-
ment company registered under the Investment Company Act of 1940. Since
November 1963, the Fund has elected to be treated as a foreign issuer or obliﬁor
for Interest Equalization Tax purposes pursuant to Code Section 4920(a) 33)( ).
The purpose of the Fund is to invest in Japanese securities, and almost all of its
assets fall in that category.

As a regulated investment company, the Fundsince its incorporation has distrib-
uted its long-term capital gains in the form of capital gains dividends as defined in
Code Section 852(b) (3)(0%. Commencing in 1967, the Fund’s stockholders have
been given an option to receive such capital gains dividend either in cash or in
shares of the Fund. At that time the Fund received a ruling from the Internal
Revenue Service that the receipt of shares of the Fund would be exempt from
Interest Equalization Tax under Section 4914(a)(4) as a distribution by a corpo-
ration of its stock with respect to its stock regardless of the fact thatsuch distribu-
tion would be taxable to the stockholders for income tax purposes.

In the past, approximately 80-85%, of the shareholders of the Fund have elected
to receive shares of the Fund in lieu of cash as a capital gains dividend. In each
such year, the capital gains underlying the capital gains dividend had been real-
ized by the Fund during the immediately preceding calendar year. Under Japanese
Exchange Control rules, the Fund might not be able to reinvest the proceeds. of
the sale of Japanese securities in other Japanese securities unless it did so reinvest
within 24 hours of the sale. Accordingly, virtually all of the proceeds of all sales of
Japanese securities, including the eapitai gain portion of the proceeds derived from
the sale of Japanese securities, are reinvested in other Japanese securities within 24
hours and prior to the subsequent declaration of the capital gain dividend. Ac-
cordingly, the sole effect of the shareholders elesting to receive shares rather than
cash on the declaration of the capital gain dividend is to reduce the dollar amount
of securities which must be liquidated by the Fund to pay the cash portion of the
capital gain dividend.

n 1971, Section 4920(e) was enacted, under which a domestic corporation
which is treated as a foreign issuer or obligor under Section 4920(a)(3) (B) will not
be treated as such ““ with respect to any acquisition of stock or a debt obligation
which is attributable to funds obtained by borrowing or through issuance of its
stock after March 24, 1971”. The report of the Senate Finance Committee makes
it clear that this provision was intended to apply to investments made by such
corporations with “new capital”. Nevertheless, the Internal Revenue Service
now construes Section 4920(e) as applying to investments or acquisitions made by
an investment company such as the Fund on the theory that by retaining the
gains represented by a distribution of stock in lieu of cash, acquisitions have or
will have been made that are attributable to funds obtained through issuance of
stock. Of course, if the Fund were to issue new shares for new cash, such cash
could be segregated and the investments and reinvestments attributable to such
nev;' fur'i‘ds would be readily identifiable and made subject to the Interest Equali-
zation Tax. -

The position of the Internal Revenue Service creates major uncertainties with
respect to the identification of the foreign securities deemed attributable to funds
supposedly obtained through the issuance of the stock dividend, since the sole
effect of sharcholders’ elections to take stock rather than cash is to cause the Fund
to liquidate a smaller number of foreign investments that have previously been
made from funds generated internally. If sustained by the courts, the Internal

- Revenue Service position would either result in a substantial and recurring
Interest Equalization Tax liability that must be calculated on some arbitrary
and yet unspecified manner, or it will be necessary for the Fund to substantially
deplete its assets by paying capital gains dividends in the form of cash only.
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Presumably no Interest Equalization Tax would be inourred oven though the
same sales proceeds are reinvested were the Fund to retain capital gains and pay
the capital gains tax at the Fund level, but this would require accruing & capital
gains tax liability, for accounting purposes, for the entire unrealized appreciation
of the Fund's investments, to the detriment of the Fund’s shareholders. ,

It is submitted that an election of the shareholders to take stock in lieu of a
cash dividend does not result in new capital going into the Fund and does not
represent an outflow of funds from the nited States for balance of payments
purposes. Accordi lgv, the proposed amendment would be consistent w th the
tnderlying intent of Section 4920(e). .

The proposed amendment has been submitted to and discussed with repre-
sentatives of the Treasury and Joint Committee staffs. The undersigned will be
available for questioning at the convenience of the Committee.

Respectfully yours, Davip A. LiNpsay.

STATEMENT ON BEHALF OF TAXPAYERS WHO ARE SHAREHOLDERS OF AMERICAN
INTERNATIONAL REINSURANCE CoOMPANY, INC., A FoREIGN COMPANY

Section 4920(b)(2) IRC has resulted in certain inequities from the impact of-
its present wording on employee stock options granted by the very limited num-
ber of foreign corporations which, because of their predominantly U.8. stock
ownership when the Interest Eqixilization Tax Act was enacted in 1963, were
considered to be domestic issuers. In particular, the present language discriminates
between optionees of the same issuer by exempting some option stock from the
tax while imposing it on others, solely on the basis of whether or not such stock
was outstanding on Jugv 19, 1963. This in turn has resulted in marketing confusion
as between exempt and nonexempt shares.

Attached are the texts of three amendments to Section 4920(b) (2) which
complement each other and which together would go a long way toward curing
the present inequities. They would have no appreciable adverse effect upon the
U.S. balance of payments position.

These amendments have been discussed with the Treasury and with the Joint
Committee Staff. A representative of the interested taxpayers will be present at
the hearing conducted by the Senate Finance Committee on March 7, 1973.

r
PROPOSED AMENDMENTS TO SECTION 4020(B)(2) IRC

1. Amend subparagraph (ii) of Paragraph (D) to read as follows:

“Shares of such class are held of record by more than 250 shareholders on the
corporation’s latest record date before ifs issuance of such additional shares;”

2. Amend subparagraph (iv) of Paragraph (D) by adding after the figures
4917 the following:

ik * % or are shares 1ssued upon ezercise of an option described in section 4914(a) (8;
(determined without regard to whether or not the optionee is a United States person
granted to an employee who immedialely after such option is granted is an individual
described in sectron 422(b)(7), provided that the aggregate number of shares of such
class subject to all options described in section 4914&) 8) (determined without regard
to whether or not the optionee is a United States person) that are granted during any
one calendar year does not exceed one }{Jercem of the total number of oulstanding shares
of such class on the first day of suc calendar year, such number to be adjusted to
reflect recapitalizations and stock dividends during such year (in accordance with
Regulations prescribed by the Secretary or his delegate);”’

Amend Section 4920(b)(2) by renumbering the present Paragraph “(D)” a8

‘ “(E:) " and by adding a new Paragraph ‘/(D)"’ to read as follows:

tissued after November 10, 1964, and if the tax tmposed by Section 4911 has been
paid by & United States person on the acquisition of such addilional shares; or”

WiLriaMs & JENSEN,
Washington, D.C., March 6, 1978.
Hon. RusseLL B, Long,
Chairman, Commiltee on Finance,
U.S. Senate, Washington, D.C.

Dear MR. CHAIRMAN: As you know, the Interest Eﬁualization Tax Extension
Act of 1073 (H.R. 3577), as recently passed by the House of Representatives
would repeal the long standing exemption from IET for acquisitions of stock an
debt ‘obligations issued by less developed country shipping companies. In this
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connection, we have noted that the provision repealing this exemption (§ 3(b) of
the bill) contains an exception for preexisting commitments, and that this excep-
tion is designed to cover all acquisitions constituting Sart of a single transaction
which was substantially completed by January 29, 1973, the day before Under
Secretary of the Treasury Volcker first proposed repeal of the shi:%)ing company
_exemption in his testimony before Ways and Means on January 30, 1973,

We agree, of course, that it is appropriate for the repealer to include such
transition rules for preexisting commitments, since there ma%; be several ship
financing transactions which were substantially com: leted at the time of the re-
pealer announcement, and which would become subject to IET if the transition
rules were not available. However, we are concerned that the transition rules in
H.R. 3577 in some situations (1) may be too rigid, (2) may fail to give adequate

. recognition to custom in investment banking ac ivities relating to the financing of
ships, and (3) may be overly concerned with the form as opposed to the substance
of a transaction ongoing as of January 30, 1973.

It is our opinion that the transition rules in their present form may be construed
to mean that each acquiring U.S. gerson, in order to qualify thereunder, must
have on or before January 29, 1973 either submitted ‘written evidence' of his
commitment to acquire securities of the foreign issuer ‘or obligor, or received a
written document setting forth the principal terms of the acquisition, We are of
the view that such a requirement for written documentation, at least insofar as

it contemplates an exchange of written documents, fails to take into account the

usual form of oral commitments customary in the investment banking business
and ordinarily employed in transactions of this type. Such a commitment often
involves only an oral commitment by an institution to one of an investment
banker's salesmen that the institution will purchase a security subject to approval
of the institution’s investment committee and to approval by the institution of
the dooumentation for the transaction. We understand that this procedure of
making investment commitments is known in the investment banking business
as “circling” (a term derived from the salesman’s circlin of an amount beside
the customer’s name when receiving the oral commitment). It is common in the
investment banking business for commitments to be reduced to writing only
shortly before the closing of the transaction. -

We, therefore, respect ul}iy suggest, Mr. Chairman, that the transition rules in
§ 3(b) of the bill be amplified to eliminate any possible doubt that they would
apply to a ship financing transaction involving oral approvals or commitments
(where such a _}orocedure is customary) by the acquiring persons on or before
January 29, 1973.

We suggest that the Committee may also wish to consider including in the
transition rules an exceinion for ship financing transactions where a request for a
ruling under § 4916(c) (1) (B) of the Internal Revenue Code was filed on or before
the January 29, 1973 cutoff date with the Internal Revenue Service in connection
with the transaction. A precedent for such a ruling request transition rule may be
found in the addition of § 311(d) to the Internal Revenue Code in the Tax Reform
Act of 1969 (P.L. 91-172, § 905(c)). See H.R. Rep, No. 91-782, 91st-Cong., 1st
Sess. 333 (1969) (Conference Report to accompany H.R. 13270). ,

Finally, we would suggest that the Committee may wish to inelude in the ship-
ping com{mny transition rules an exception for ship financing transactions in which
the vessel is delivered on or before an early date in 1973, such as May 1, 1973. As
you can appreciate, the design, construction, and sea trials of a vessel involve a
substantial long-term undertaking. If a vessel is delivered on or before May 1, 1973,
this condition would appear to serve as a justifiable basis for the addition of another
transition rule to § 3(b) of H.R. 3577. We believe that precedent for such a transi-
tion rule may be found in the pre-termination property rules in § 49(b) of the Code
developed with respect to the temporary repeal of the investment tax credit in the
Tax Reform Act of 1969. See, e.g., LR.C. §§ 49(b)(2) and (3), 49(d). See also
8. Rep. No. 91-552, 91st Cong., 1st Sess. 228, 232-236 (1969).

Since the three changes we have proposed in H.R. 3577 are of a technical nature,
and since you announced that written comments would be given the same close
consideration as though the writer had testified orall{, we have not filed a request
to be heard in person, but we will have a representative present at the hearings on
March 7, 1973, and would be glad to provide further amplification of our views if
the Committes so desires. We should add that we have already had the privilege
of discussing the above points with the staffs of the Committee on Finance and
the Joint Committee on Internal Revenue Taxation,

One further request, Mr. Chairman, is that this correspondence be made a part
of the record of the Committee’s consideration of H.R. 3577,

Respecttully submitted. .
: J. D. WiLLIAMS,



* " MILLER & CHEVALIER,
Washington, D.C., March 6, 1973.
Hon, RusseLt B, Lone
Chairman, Commiltee on Finance,
U.8. Senate, Washington, D.C.

Dear MR. CuairmaN: The following comments are submitted on behalf of
Pacific Lighting Corliomtion for consideration by the Committee in connection
with H.R. 3577, the Interest Iiqualization Tax Extension Act. :

It is respectfully suggosted that the interest equalization tax be made inap-
plicable to loans by U.S. persons which are necessary to enable the U.S. lender to

- secure a long-term supply of foreign produced natural gas.

At the present time, domestic demand for natural gas exceeds domestic produc-
tion by 3 trillion cubic feet a year. It is projected that domestic production will
become increasingly inadequate to satisfy domestic demand in future years. For
example, it is projected that domestic demand will exceed domestic production
by 5.1 trillion cubic feet by 1975 and by 14.1 trillion cubic feet by 1980. (See
attached table from Federal Power Commission Staff Report No. 2.)

It is extremely important to develop additional supplies of natural gas, which
now provides about one-third of the energy consumed in the United States, to
deal with the present and projected energy shortage and also because natural gas
is an environmentally superior fuel due to its cleanness.

U.S. gas users and distributors must turn to foreign produced natural gas for
these additional supplies if they are to even begin to fill the gap between domestic
demand and domestic production. For a U.S. user or distributor to secure the
necessary long-term commitment with respect to foreign produced gas which is
necessary for continued service, however, it often must agree to provide financing
to the foreign lease or concession holder to assist in the exploration for and devel-
opment of natural gas deposits on the lease or concession. Obviously, a loan of
this type is not a portfolio investment or motivated by a desire to obtain an
intest rate differential. Rather, it is absolutely necessary from a business stand-

oint if the U.S. user or distributor is to obtain a long-term right to purchase the
oreign produced gas. Nevertheless, the interest equalization tax st nresent would
be imposed on such a loan and thus would operate to inhibit or discourage the
securing of needed additional supplies of natural gas for United States consumers.

The intcrest equalization tax. in this sutuation, thus, works against the al-
leviation of the shortage of domestically produced natural gas. The need to
alleviate this shortage and the important role which this clean fuel plays in our
total energy picture far outweigh the balance-of-payments impact of allowing
U.S. persons to Il)rovide’ﬁfe exploration and development financing required for
the obtaining of long-term commitments of foreign natural gas. Accordingly, the
interest equalization tax should be made inapplicable to loans by U.S. persons
which are necessary to enable the lender to secure a long-term supply of foreign
produced natural gas. Specifically, an exception to the tax should be provided for
a loan to a foreign person to be used in the exploration for, or development of,
natural gas deposits if the U.S. lender, or a related corporation, has the right to
purchase a substantial portion of the natural gas produced from the deposits
developed in this manner. A suggested draft of such an amendment is attached.

Sincerely yours, BArroN K. GRIER

AuenpMeNT T0 H.R. 3577

After section 3(c) of the bill, insert the following subsection:
“(d) ExcLusioN FOR LoANS To AsSURE SuprpLY OF NATURAL Gas.— )

“(1) ExcLusioN FROM TAX.—Section 4914 (relating to exclusion for
certain acquisitions) is amended by adding at the end thereof the following
new subsection: R

‘*¢(1) LOANS TO ASSURE SUPPLY OF NATURAL GA8.—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—

‘4(1) such debt obligation arises out of a loan (made by such United
States person to such obligor) the proceeds of which will be used by such
obligor pursuant to a contract with such United States person for the explora-
tion for or development of a deposit or deposits of natural gas, and

¢ 4(2) such United States person, or one or more includable corporations
in an affiliated group (as defined in section 48(c) (83) (C)) of which such United

- States person is a member, has the right under such contract to purchase a
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substantial portion of the natural gas produced from any deposit or deposits
de\relcspetll1 l()las .:Juch foreign obligor with the proceeds of loans described in
Aragrap .
“(g) CONFORMING AMENDMENT.—Section 4014(b) (relating to excluded acquisi-
tions) is amended by adding at the end thereof the following new paragraph:
4(17) ACQUISITIONS TO ASSURE SUPPLY OF NATURAL GA8.—Of debt obliga-
tions of & foreign obligor arising in connection with loans to assure a supply
of natural gas, to the extent provided in subsection 1.
“(3) EFFECTIVE DATE.—The amendments made by paragraphs (1) and (2)
shall a})ply with respect to acquisitions of debt obligations made on or after the
date of enactment of this Act.””

TABLE 1.—U.S. GAS SUPPLY-DEMAND BALANCE, ACTUAL 1966-70; PROJECTED 1971-90
{All volumes in trillions of cubic feet at 14.73 P.s.i.a, and 60° Fahrenheit]

Gas

Net from Do« Annual Un- Re-  Year-

Annual pi?e- Gas Gas liquid mestic  con-  satis-  serve end
e- line LNG from from hydro- pro- sump- fied  addi- re- R/P
Year mandt imports imports  coal Alaska carbons duction tion demand tions serves ratio
17. 0.4 7.5 1.9 0 19.2  286.4 16.4
18. .5 8.4 18.8 1] 21.1  289.3 15.8
19. .6 9.3 19.9 0 12.0 282,11 14.6
21 .1 0.6 21.3 0 - 8.3 2699 13.1
22.6 .8 1.8 22.6 0 11.1  259.6 11.9
24, .9 2.8 23.7 .9 12.0 248.8 10.9
26. 1.0 3.8 248 1.3 13. 238.0 10.0
21. 1.1 4.7 25.8 1.9 140 227.3 9.2
28. 1.1 4.8 25.9 29 150 217.4 8.8
29. 1.2 4.7 26.2 3.6 16. 208.7 8.4
34. 1.6 0.4  25.0 9.5 17.0 186.1 9.1
39. 1.9 8.5 261 137 1.0 175.4 9.5
46. 1.9 7.8 20,3 1.1 17.0 170.4 9.6

971-90 :
total..... 707.6 31.1 380 1.3 20.6 () 4142 521.2 186.4 3250 .....o...ooo....

“Contiguous 48 States.
2 Very small volumes. X R . -
'dlnsugiciem data for quantitative projection: unsatisfied dernand will be reduced by the amount of SNG actually
produced.
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Figure 1

UNITED STATES GAS SUPPLY-DEMAND BALANCE

(Contiguous 48 States)
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New York State BAR AssociaTiON Tax SECTION, ComMITTEE ON TAXATION
. OF INTERNATIONAL TRADE & INVESTMENT .

REPORT ON H,R. 8§77, THE BILL TO EXTEND AND AMEND THE INTEREST
EQUALIZATION TAX ACT

This bill would Ei) extend the expiration date of the interest equalization tax
to June 80, 1974; (ii) exclude from the gross estates of non-resident aliens debt
obligations the interest on which qualifies as income from sources without the
United States under Section 861(a)(1)(G) of the Code relating to debt obligations
of a domestic corporation or partnershig, acquisition of which is subject to interest
equalization tax pursuant to Section 4 l2§c of the Code and which meet certain
requirements specified in Section 861(a)(1)(Q); (ili) eliminate applicability of
the less developed country corporation exclusion to stock or debt obli§ations of
so-called “less developed country shipping corporations” and (iv) prov de a new
gﬁmion for original or new issues to finance direct investment in the United

‘Amendment of the estate tax provisions to exclude debt obligations interest
on which is deemed derived from sources without the United States under Section
861(a)(1)(G) is believed a desirable logical extension of the action already taken
in enacting Section 4912(c) and Section 861(a) (1) (Q). However it is believed that
consideration should be given to establishing an e ective date of April 1, 1971
for the new exclusion, since that was the effective date of the Interest Equaliza-
?mf}hT?x Extension Act of 1971 which added Sections 4912(c) and 861(:3 I

o the law.

Extension of the termination date of the tax and elimination of the exclusion

for less developed country shipping corporations are believed to involve purely

uestions of policy as to which no opinion is expressed. It is believed, however,
that the Eolicy issues involved in terminating an exclusion are of such importance
that further hearings should be held with respect thereto. :

Assuming that the less developed country exclusion is to be made inapplicable
to ‘‘less developed country shipping corporations” it is believed that the transi-
tional provisions should be broadened to %reserve the exclusion in cases where
appropriate action had been timely taken by a parent or affiliate of the foreign
jssuer or foreign obliger or by the United States person. The Committee under-

stands that in the shipping industry the foreign entity involved is often not
formed until immediately prior to the execution of contracts and that all prior
activities in respect of the contemplated transaction are carried on by the parent
or affiliates of the foreign entity.

The advance Treasury clearance requirement prescribed in connection with the
new exclusion for direct investment in the United States is believed to be undesir-
able in grinciple as imposing a new administrative burden on the Treasury,
comparable to the advance ruling requirement of Section 367. Experience with the
delays and problems under Seotion 367 leads the Committee to recommend

-removal of the requirement for advance approval.

It is also believed that the 50% participation requirement should be made more
specific as to whether or not the foreign participation must be pari passu in eac
class or tySe of security issuance of which produces funds for direct investment in
the United States.

Finally, it is suggested that the legislative history should make it clear that the
50/50 test propose for Section 4922 is not intended to affect the present Internal
Revenue Service ruling policy with respect to debt to equity ratios of International
Finance Subsidiaries.

SHEARMAN & STERLING,
New York, N.Y., March 6, 1973.

Hon, RusseLt B. Long,
Chairman, Commiltee on Finance,
U.S. Senate, Washington, D.C.

Dear MR. CuamrMAN: On behalf of Citicorp Leasing International, Inc.
(*“CLY”), a wholly-owned subsidiary of First National City Corporation and an
affiliate of First National City Bank, we respectfully request consideration by
_your committee of certain proposed amendments to the Interest Equalization Tax
Act. In that connection, we are submit.tin%this statement for inclusion in the recor
oif yoxr :o;ni?)i%ee’s hearings on H.R. 3577, the Interést Equalization Tax Exten-
sion Aot o .
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For purposes of the interest equalization tax, a lease which is entered into
principally as a financing transaction is treated as a debt obligation. If the lessor is
a domestic corporatien and the lessee is a foreign corporation, the lessor is subject
to interest equalization tax with respect to such lease. However, if the property
subject to the lease is manufactured in the United States (i.e., “export property”),
the transaction ig not subject to interest equalization tax because of an exemption
for the leasing of export property. If the lessor borrows funds from a United States
g:rson to purchase the export property, the United States person may be deemed

have acquired from the foreign lessee a debt oblifation of such foreign lessee
which would be subject to interest equalization tax, It is submitted that in order
to promote exports, & lessor of export proEerty should be permitted to obtain from:
United States sources funds to finance the purchase of export property. Accord-
ingly, an amendment is proposed which would exempt a loan to a United States

erson where the proceeds are used to finance the acquisition of export property
or leasing to non-United States persons. :

Under the present provisions of the Interest Equalization Tax Act, a domestic
or foreign corgoration may elect to be a “qualified lending or financing corpora-
tion” (“QLFC”) and to engage in lending and financing activities outside the
United States. In general, provided the funds used in such business are obtained
from sources outside the United States, the QLFC is not sub{ect to_interest
equalization tax on its acquisition of debt obligations of foreign obligors. However,
in the two years since the Interest Equalization Tax Extension Act of 1971 which
provided for the organization and operation of a QLFC, it has been discovered
that 4 problems have arisen in the normal operation of a QLFC.

First, an important part of the activities of & QLFC consists of leasing export
property. In order to facilitate the financing of exEort roperty and thereby
increase United States exports, it is proposed that a QLFC be permitted to obtain
funds from domestic sources to provide the financing for the acquisition of export
property for leasing outside the United States. This would be in accord with the
exemption for export property directly financed, -~

Second, under present law a QLFC'is not permitted to own stock of any other
corporation, except under limited conditions. Often it is advisable for a QLFC
to own the stock of another QLFC in order to avail itself of favorable foreign tax
provisions (e.g., consolidated tax returns for QLFCs incorporated in the same
country and favorable foreign tax treaties) and to integrate related activities
into one corporate structure for management and other business purposes. It is
also deemed essential that a QLFC be permitted to obtain ownership of stock
through foreclosure where such stock was held as a ]pledge or as security for a
loan or lease. Lastly, it is sometimes necessary for a QL.FC to be able to purchase
and resell stock held in connection with a loan or lease in order to receive a
“balloon” payment at the end of the loan term or to realize on the residual value
of property leased to the issuer of such stock. Amendments are proposed which
would allow a QLFC to own stock under these circumstances.

Third, when the provisions relating to QLFCs contained in the Interest Equali-
zation Tax Extension Act of 1971 were first drafted, the procedure whereby a
domestic corporation may designate a particular issue of its debt obligations as
being subject to interest equalization tax so that theg may be sold outside the
United States was not part of the law, In order to update the provisions relating
to permissible sources of funds for a QLFC to reflect the addition of this desifna-
tion procedure, an amendment is proposed which would provide that a QLFC
may obtain funds from the sale of debt obligations by a related domestic corpora-
:ion which has designated such debt obligations as subject to interest equalization

ax,

Fourth, under present law if a QLFC borrows from a foreign branch of a related
domestic commercial bank, such foreign branch is not required to give advance
notice to the Secretary or his delegate or to trace funds loaned to the QLFC to
any sale of its own debt obligations. However, if a QLFC borrows from a related
foreign corporation which is a commercial bank, such related foreign corporation
is required to give such notice and to trace such funds; in this instance; prior
notice and tracing has proved virtually impossible because funds are received
daily and for varying maturities. Furthermore, a QLFC is not permitted to bor-
row from another related QLFC, even thougfx such borrowing would permit a

roup of related QLFCs to take advantage of favorable interest rates, foreign tax

w provisions, tax treaties and exchange control laws. In order to facilitate the
gathering of funds under such circumstances, an amendment is proposed which
would permit a QLFC to borrow from a related foreign corporation which{is a
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commercial %mk without the requirement for prior notlee or tracing and to peb
mit one QLFC to borrow funds from another related QLFC, .

Attached hereto are the proposed amendments outlined above. We have dis-
cussed these nmendments with the staff of tho Joint Committce on Internal
Revenuo Taxution, The undersigned will bo avallablo at the hearings to answer
any questions which the commitieo may have with respect to these amendments.

Very truly youts,
Pauvr M, BUTLER, Jr.

ProPost:® AMENDMENTS TO THE INTEREST TquanizatioN Tax Aor RELATING
To BxpoRrT L1ABE FINANCING AND TO QUALIFIED LENDING AND Financing
CORPORATIONS I

Under sention 4020(a)(1)(A) of tho Internal Rovenue Code of 1954, n lease
will he treated as o debt chligation for purposes of the Intereat o?uallznuon tax
it 1 i entered inta prinoipally as o finaneing transaction, Undor soction 4012(b)(3),
& domextie corporation engaged in this tyyo of leasing to forolgn lessees may be
trented as having been formed or availed of for the prineipal purposo of obtaining
funds ‘dlrcclly or indireotly) for n forelgn obligor. As o vesult, if the lessor borrows
funds from o United States person to s)urchusc the proporty subject to the lense,
the lender i deamed to have acquired from the forelgn lessco o debt obligation
of such foreign lessee, Undor present lnw, tho lessor 13 not subjeot to intorest
equalization tax if the property subject to the lease Ir producac in tho Unlited
States, However, there is no exemption for the United States person lending
funds to the lessor to purchase the export property. In order to provido an exemp=
tion for sneh loans, it 18 ‘proposod that seotion 4014(c) be amended as follows:

(1) Bubscetion 4!‘14(0) s amonded—

{A) by redesignating paragraphs (7) and (8) ns (8) and (9); and
(B) and by insortlng ufter pm-ugrnph &Q) the following new paragraph:

Y (7) Loane to Lessors of lixport roperty—The tax imposed by sece
tion 4911 shall not apply to the acquisition of stock or a debt obligation
of n domestie corporation deseribed in seetion 4012(b)(3) (and such
aequisition shall not bo deemed un scquisition of stock or o debt obliga«
tion of a forclgin {ssuer or obllgor under such section) or to the nequisition
of n debt obligation of a domestic cor yoration deseribed in seotion
4920(n) (3B)(A) or a forelgn corporation escribed in 4015(e)(2)(C) it—

(A) not less than 85 percent of the actual value of such stock or
the face amount of such debt obligation is attributable to the ac-
quisition for leasing of pm\)ert,v manufactured, produced, grown,
extracted, ereated, or daveloped In the United States, or to the
performance of services by United States persons, or to both, and

“(B) the acquisition of the stock or the extension of credit and
the nequisition of thoe debt obligation rolated thercto are rensonably
neccssnr{ to financo or refinance the acquizition of such property or
the sorvices of United States porsons.”

It Ix requested that this proposed amendment be made effective for acquisitions
of stock or debt obligations on or after February 1, 1073,

11

The present provisfons of soction 4020(d) (2) (relntlngltg a qualified lending or
financing corporation (“QLFC”)) du not retfmiro a QLFC to use forelgn aource
fundy to acquire for leas n‘g property manufactured or praduced In the United
States, 1lowever, neither this seetion nor the patallel provisions of suction 4015
provide au exclusion for acqulxitions by the QLYC of debt obligations arising out
of exports or export property with domestle sourco funds, In order to permit o
QLI'C 1o ure domestir wouree f unds for those purposes, 1t is propused that sections
4915(c) (D) (A) 1) and 4920(d)(2) be amended as follows:

(2) Hnbzection 4015(e) (1) (A) (1) 1s amended to read as follows:

(AY(1) the nmounts received by the cor oration as a result of the aequisi-
Lion will not he nsed to acquire stock of forelgn issuers or debt obligations
of forelgn obligors, the direel acquisilion of which by the United Slates person
would be subjeet to the tnr imposed by scction 4911, or.utilized in any wa
outside of the United Stutes other than the acquisition for leasing of tangible
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. {monal property manufaclured or produced in the Uniled States, or (i) the

sxégg:‘ u'r,aed for such acqulsition wero obtalned from sources outside the United
FaN)

(3) Subseotion 4920(d?(2) Is ameonded to read as follows:
#(2) all dobt obligations of forelgn obligors (the acquisition of which by
such corporation wero 1t a United Slates person would be subject lo the las
tmposed by aeclion 4011) acquired by suoh corporation, and all tanglble
personal groperby not manufactured or produced in the United Statos
:%%\;l;:.d” y suoh oorporation for leasing, are acquired and carried solely

’

III

The presont provisions of section 4020(d) do not permit a QLFC to own shares
of any other corporation, excopt under limited conditions. Often it is necossar
in order to isolate Hnbllfty risks of ownorship of lonsod property to ostablls
moroe than ono QLFC in n foroign country. In order to obtaln tho bonofit of con«
solidated tax roporbl%ln such country, it would be nocessary for one QLFC to
own ouie or moro QLFCs organizoed in the samo country. In other cascs, In order
to seoure porformance of n loan or loase, it Is nocossary to obtain a pledge of or
soourity intorost in stook of a forelgn borrower or lesseo or stook of a forelgn cor«
poration of the forelgn horrower's or lessee’s group. In order for such pledge or
scourity interest to bo moaningful, it is necossary for the QLFC to have the rl%\t
to obtain ownership of the stook through foraclosure In the event of a dofault by
tho forelgn horrower or lessoe. In still othor cases, tho torms of o loan or lease
givo tho QLFC a oall on stock of the {nrol%n borrower or lossee or stook of a forelgn
corporation of the foreign borrower’s or lessee's group, Tho call is intendod ns a
means of &n‘ovldln the QLIFC with a method for receiving a ‘‘balloon’” payment
at the ond of tho loan term or to realize on the residual value of tho proporty
subjoot to tho lease, Thereforo, it is necessary for the QLFC to have the right to
obtain ownorship of the stock 8o that It may bo resold at a profit, theroby glving
the QLIFC the additional payment undor the loan or lease. In order to provide
for the ownership of atock by a %IJFO under these olrcumstances, it ls proposed
that soctions 4920(d) 81) and 4020(d)(3) bo amended as follows:

(4) Subscction 4020(d) (1) is amended—

A) by redosignating subparagraphs ﬁmg and (FZ a8 (F) and (Q),
B) by inserting after subparagraph (D) the following new subparagraph

“(E) owning atock of a qualified lending or financing corporation,” and
©) hy amending redesignated auhpnrafmph (I) to read as follows:
¢ (I"‘) cnrryln‘; on Incidental activitics in connoction with its business
deseribed in subparagraphs (A), (B), (C), (D), or (E), or,",
(5) Subsection 4920(d)(3) is amended to read os follows:
“(3) such corporation does not acquiro any stock of forelgn issuors or of
domestic corporations or domestle partnerships other than—

A) stook of ono or moro membaers of a controlled group (ns defined in
seetion 48(c)(13)(0) of which such corporation {s a momber (or of &
corporation which would be n momber if it were a domeatic corlpomtlon)
acquired ns paymeont for stock, or as u contribution to capital, of such -
cor?;omuon,

E ; slock of a qualified lending or financing corporalion,
slock acquired through foreclosure where such slock was held as securily
C k red through l h h stock held it
Jor a loan or a lcase, or .
(1D) stock acquired wnder the terms of a loan or a lease where such slock
was held in connection with the residual value of the properly to which the
loan or lease relates; and”, v

The present provisions of scetion 4020(d) (2)(A) pormit a QLFC to derive qualis
fled foreign source funds through o sale of ity own debt obligations or the dobt
obligations of a related domestic corporation described In section 401‘2(!))(3{; In
order to give effect to the mechanism provided by scetion 4912(c) wherchy o
domestic corporation may cleet to have a specifie ixsue of its deht obligations
treated as debt obligations of o foreign obligor (the acquisition of which by a
United States person would be subjeet to interest e?\mllzut on tax), a QLFC should
be permitted to derive qualified foreign source funds from o related domestic
corporation which has mado an eleetion with respect to an issue of its debt obliga-

~
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tions, In order to &)rovlde for this treatment, it is proposed that seotion 4920(d)
(2)(A) be amended us follows: :
(6) Subsection 4920(d)(2)(A) is amended to read as follows:

*(A) the procecds of the salo of its debt obligations (including a sale in a
transaction described in section 4919(a) (1)) by such cozporation (or of ils
debl obligations by a domestic corporation which has made an election under
section 4818(c) with respect Lo such debt obligations, or a domestic corporation
desoribed in section 4912(!3 (3), which is & momber of a controlled group, as
defined in section 48(c)(3)(C), of which such corporation is o membe% to pore
sons other than—'"", v

The present provisions of section 4920(d)(2) l'SA) (1) require a rolated forelgn
corporation which intonds to lond funds to a QLFC to give prior notlce of a sale of
itas debt obligations and to be able to trace funds loaned to a QLFC to a sale of
such debt obligations, Where a QLFC is an affiliate of & domestic commercinl bank,
no prior notlce or tracing Is required if the QLFC were to borrow from a foreign
branch of such domoestlc commercial bank. However, such prior notice and-
tracing are required if thea QLFC bnrrows from a related fomlgn corporation which
is & commereial bank, It has been discovered that the requirement for prior notico
and tracing s virtually impossible for a foreign commercial bank bocause it re«
colves doposits dally with varying maturities, It is deemed appropriate to olimi«
natoe the requirements for prior notice and tracing when the rolated foreign cor~
&)mtlon is a commorelal bank, thoreby according such entity trentment similar

that accorded a foreign branch of a domestic commerefal bank. In other cases
it would be advantageous to use one C%LFC a8 o borrowing vehicle for affiliate
QLFCs in order to obtain the bonefits of lower intorest rates and favorable foreign
tax laws, tax treatics and oxchango control laws. In order to permit a %LFO to
borrow from o related forelgn commorolal bank and form a related QLFC, it is
proposed that scotion 49208 (2) (A) (3i1) be amended ns follows:

(7) Subsootion 4920(d) (2) (A) (1il) 1s amended to read as follows:

'“(ifl) a forelgn corporation (nol including a qualificd lending or financing
corporation or a foreign corporalion anga%cd in the commercial banking business
which acguim such debt obligations in the ordinary course of such commercial
banking business), if such corporation (or one of moro includible corporations
in an affilinted group, as defined in section 1504, of which such corporation is
a member) owns directly or indirectly (within the meaning of scetion 4915
(@)(1)) 10 percent or more of the total combined voting power of all classes
of stook of such forelgn corporation, except to the extent such foreign eérporae
tion has, after having glven advance notice to the Secretnr{) or his delegate
sold {ts (iobt obligations to persons other than persons described in clauses (if
and (1) and this clause and Is using the proceeds of the sales of such debt
obligations to acquire the debt obligations of such corporation (or such other
domestic corporation),”.

SHEARMAN & STERLING,
Ncw York, N.Y., March 8, 1078,
Hon, RussrLL B, Long,

Chatrman, Commitlce on Finance, .
U.8. Senate, Washinglon, D.C.

Drar MR, Cuammman: On behalf of White, Weld & Co, Incorporated (! White
Weld"), we reapoctfu\lg request considerntion b?' your committee of an amend-
mont to the Interest Iiqualization Tax Act which would provide intercst on a
refund of an overpayment of interest equalization tax under the circumstances
doscribed below. In that connection, we are aubmltting this statement for inclusion
in the record of your committee’s hearings on H.R. 35677, the Interest Equalizution
Tax Xxtension Act of 1973, ‘

White, Weld, a Delaware corporation, Is a member of the New York Stock
Exohan%;) and other securities exchanges and is enguged In the securities business
both as broker and as principal for its own account. In the course of its business,
White Weld acquiries stock of foreign issuers and debt obligations of forel
obligors with respect to which it Is subjeet to interest equalization tax imposed by
soction 4011 of the Internal Revenue Code of 1054, HHowever, under the provisions
of section 4019, White Weld is allowed a credit or refund of the tax to the extent
such stock and debt obligations are resold to non-United States persons.
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. Under section 6011 (d)( l)(,\?, White Weld is required to file an Intereat equnli-
zation tax return for each calendar quarter during which it incurs Habllity for
tax, This return is due not Inter than the last day of the first month following
such quarter, Frequently, White Weld does not resoll the foreign stock or debt
ubligations with respoct to which linbility Is incurred until after the due date for
the quarterly retum, Accordingly, White Weld is required to pay the tax shown
on such return, Subsequently, White Weld resells” the forelgn stock or debt
obligations to non-United Ntates \mrmmu, therehby hecoming entitled to a refund
of the tax paid. White Weld has filed claims for refund with respect to such ovor-
payments of tax and has experienced delays of up to 2 years in the processing of
such refunds,

Under the present provisions of section 4010(n), White Weld s not entitled to
interest on a refund, regardless of the length of timo the Internal Revenuo Servico
takea to process the claim for such refund. In order to provide equitable treatment
for White Weld and other similarly situated taxpayers, it i proposed that the
Interest Equalizntion Tax Act be amended to provide for Interest on a refund
Rimlc“ v not pald within 45 days after the date on which the eluiin for refund ls

ed,

Attached hereto are proposed amendments which will provide for Interest on o
rofund under these elreumstances, Wo huve diseussed these amoendments with the
staff of the Joint Committee on Internal Revenue Taxation. The undersigned
will be avallable at the hearlngs to answoer any questions which the committen
may have, )

Very truly yours,
Pavn M, BurLer, Jr,

Prorosed AMeENDMENTS 10 THE INTEREST TQuanization Tax Act To Provipr
InriresT oN A RuErunp or Tax Unpenr SkoTioN 4910

- In order to provide for the payment of interest on an overpayment of interest
equalization tax not timely refunded undersection 4019(a) of tho Internal Revenue
Code of 1054, It Ix proposed tluv the second sentenee of kection 4019(n) he amended
to read ns follows:

“Under regulations \)rescrlhed by the Sccretary or his delegate, credit (without
intorest) or refund shall be allowed or made. with respect to such overpayment,”

In order to provide a reasonable time for the processing of a claim for refund
of an overpayment arising under scotion 4919(a), it is proposed that section 06011
be amended by redesignating subsection (h) as subsection (1) and adding the
following new subseetion (h):

“ sh) Interest Equalization Tax Refund Within 456 Days After Claim for Refund
{s Filed.—-If any, overpayment of tax arising under section 4019(a) Is refunded
wlthin 45 days after the date on which the claim for refund with respeet to such
overpayment is filed, no interest shall be allowed under subsection (a) on auch

overpayment,’
L

BrarrMENT oF C, M, HHArerkAMP, TREASURER, WEST INDIA SHIPPING CoO,, INC.

Mr, Chairman and members of the Committee, my name is C, M, Ilaferkamp,
I am Trensuror of West India Shipping Co., Inc., a U.8. corporation which aots as
o goneral shipping agent. The proposed extension and amendment of the Interest
equalization tax, in the form Ymsed by the House, would have an unforescen
impact on: (1) ourrent refinaneing of exlsting dehts fncurred to acquire and cone
?tr;(x?té shllp‘s buné, in U.S, shipyards, and (2) planned borrowings to build new ships
n U.S. shipyards.

The com‘p{ny is genoral agent for o company which now owns 13 small apecial«

‘ized ships, all built In U.8, shipyards in Toxas and Florida, at an original cost of
ovor 81 ,(500,000. Tho ships are open-deck lnndlnﬁ craft, designed to carry heavy
equipment fully assembled, unloading onto beaches if necessary, where no port
facillties exlst, The princlsm\ products carricd are United States exports of oil
drilling and refining cqlu pment, construction equipment, generating plants,
chemical and manufacturing plants and the like. We serve American oil compantes,
contraotors and heavy manufacturers. While these ships are under Liberian flag,
all our ship construction, reconstruction, maintenance and rernlrs are done in
U.8. shipyards. We know of no U.8.-flag ships in existence similar to ours,

At the rprcsent time, the company has an outstanding loan from » U.8, bank
of $11,875,000, sceured by a mortgage on all our ships, We must now refinance
this lonn, and also arrange for an additionel loan to cover building of aunother
planned ship in a U.8, shipyard.

~
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The Proposed amendments to the interest equalization tax, as they now stand,
would impose a heavy penalty on us, despite the fact that we huy our ships in
tho United States, and despite the fact that we ussist many U.8. companies in
their oxports, The Liberian cort)omtlon for which we are agent would loso its
“leas developed country' nxemg fon and bo subject to & major tax penalter.

Wa seek o minor amendment to the House bill which would (1) permit us to
reflnance our kreaont loan without interest cqualization tax penalty and (2) per«
mit us to make additional loans for construction or reconstruction of ships in
1.8, shipyards, without ponalty, The amendment would hurt no U.S.-flag ship-
ping company, would create business for U.8, shipyards, and would assist Ameri«
can clolmpunlen to earn foreign oxchange by shipping their cquipment abroad on
our shipy,

. The Ways and Means Committee stated the reason for repeal in the following
ANGUAZO:

‘s %"« Purthormore, it appears that this exclusion has also had the offect of
oncournging the use of U.8, funds for the construction of ships in othor developed
countriex (not the United States) * * *7

The amendment we propose would allow U.8, funds to cover the coat of con-
struction of ships In U.S, yards. Furtherimnore, the nmendment s consistent with
the encouragement of increased foreign investmont fn the United States,

P’ROPOSED AMENDMENT TO H.R, 8577

St\ictto(n ;5(!;) of LR, 3077 I1s amended by adding a new paragraph (5) to sub-
siection (e
“(0) Issues After January 29, 1973, In Cuse of Shipping Companies in Less
Developed Countries—
“(1) Repenl of Iixclusion.—Rxcept as provided by paragraphs (2), (8),
(4) and (b), subsection (a)(2) shall not apply to acquisitions of stock or
debt obligations of a corporation described in subsection (¢) (1) (B) (re-
lnting to less developed country shipping companies) which were issued
on nr atter January 80, 1078,

» L * L] L] L *

“(5) Dxception for Certain Refinancings and Constructlon.—-Paragraph
(1) of this subsection shall not apply to an acquisition if the purpose of that
acquisition {g—

“(A) the refinancing of a debt outstanding on January 20, 1078
secured by vessels constructed or reconstructed in the United States
and registered under the flag of a less developed country, or

“(B) the financing of future construction or reconstruction in the
United Htates of vessels to be reglstered under the flag of a less de-
veloped country.” .

STATEMENT ON Bresany of Braronne Can-FEr Resources, Lo,

SUMMARY OF STATEMENT

(1) Tho Interest equalization tax presently exempts from tax the stock of
forel¥n compnnics which on July 19, 1003, the effcotive date of the original intereat
equalization tex, was moro than 05% United States owned by classifying the
{ssuing companies a8 domestic corporations,

(2) Companies which have achieved more than 65% United States ownership
since July 19, 1003 are subject to the interest oq(\}nllzntlon tax as thei' continue
to bo tronted as forelgn despito their substantial United States ownership,

(3) Tho purpose of the tax ix to equalize the cost of capital botween foreign and
United States capital markets, and limit the access of foreign owned companies
to the United States capital market.

(4) To tront foreign corporations which are more than 63 % United 8tates owned
as if thoy were domestic corporations for interest equalization tax gurposcs Is
reasonable for auch companies are substantially American and should have free
access to our capital markets,

(5) However hmlling this classification to those foreign corporations qualifying
on .{uly 19, 1063 Is discriminatory, and there is no rational basis for the disorim{.
nation, ‘
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&6)) This Inequitable. diserimination should be ended by amending H.R. 3573
to broaden the law and to free from interest equalization tax companies which
currently have more than 65% United States ownorship.

BTATEMENT

I'ntroduction

The pendlng Interest Equalization Extonsion Act should be revised to amend
Section 4920(h) of the Internal Revenue Code to eliminate unwarranted dis.
crimination against certain forelgn corporations. That revision would provide
that o forelfgn corporation shall not he considered a foreign lssuer with respect to
any class of ita stock if, as of the corporation’s Intest record date before July 19
1063 or hefore Janunrg 1, 1973, moro than 089 of such class of stook was held
of record by United tatos persons, However, no shares qualifying under the
amondment would be treated as domestie prior to the date of enactment so that
no one would receive a refund of tax as a result of this change. A proposed draft
of :he sut'ggested change to Section 4920(b) is attached as Appendix A to this
statoment,

The purpose of such an amendment would be to enable corporations which are
now essentially United States owned to have access to tho United States capital
markets without regard to the barrier of the interest equalization tax.

In Gensral

The Internal Revenue Code %)mvldca for the imposition of an intorest equaliza-
tion tax on the stock and dobt obligations of foreign issuers when acquired by
United States porsons, Tho tax is designod to equalizo for foreign porsons the cost
of acquiring oapital in the United Slates as against acquiring oapital in other
markets and to prevent forelgn issuers from excessively depleting United States.
capital rosources, The equallzation tax is necessary as the cost of capital in the
United States has been less than ovorseas. This difforential would result in a
substantial outflow of dollars in the absence of the tax. The original interest
equalization tax was adopted in 1963 and has beon extended several times. The
ourrent tax expires on March 31, 1073 and H.R. 35877 proposes to extond the tax
until June 30, 1074, ‘

Soction 40é0(b) prosently provides that a forelgn corporation (other than an
investment company) shall not bo considered a forelgn issuer with respoot to an
class of Its stock If (a) as of the corporation’s latest record date before July 19,
1983, more than 65% of such class of stock was held of record by United States
persons, or (b) the rﬁnas of stock had its principal market during the calendar
vear 1062 on one or more of the national socuritics exchanges registered with the
B.E.C. and ns of tho corporation’s latest record date before July 10, 1963 more
than 50% of such class of etock was held of record by United States peraons.

As can bo appreciated, Section 4820(b) has the effeot of frecing from Interest
equalization tax the stocks of companies which meot the foregoing dofinition, It
would secem that thoe underlying rationale of this provision of the statute is that
where corporations are substantially United States owned they are in essence
United States corporations, even though they may hnpgon to be incorporated
abrond, and as such should have freo nccess to United States capital markets,
Thus, {t would seem that all corporations which could demonstrate thoy were
substantially United States owned, whether in 1963 or subsequent to that time,
should be entitled to similar troatment.

Thoe foregolng result would be achieved by the proposed leglslative change
which would expand Section 4020(b) by olnssl!yinq as domestic after the date of
the amendment the stock of any forelgn corporation which on its latest record
date before January 1, 1973 had more than 08% of such class of atock held of
record by United States persons,

The Bralorne Can<Fer Co.

This amendment is sought on bohalf of Bralorne Can-Fer Resources Limited, a
Canadian natural resources comlmny, although it is assumed that there are a
number of other corporations which are similarly situated. The original Bralorne
company (Bralorne Pioneer Mines Limitod) was incorporated under the laws of
the Province of British Columbia, Canada, in 1931 and was largely Canadlan
owned. In January 1068, Can-Fer Mines Limlted, a Canadian oorporation then
engaged in mineral exrloratlon in’ Canada, and owned primarily in the United
States, acquired a small interest in Bralorne, then mainly engaged in operating a

old mine. Late in 1960, the companies combined, Bralorne, the smaller company,
gsuing stock for the assets of Can-Fer, and changfng its name to Bralorne Can-Fer
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Resources Limited, Thus, the present company i8 a composition of both com-
paufes, although the former Can<Fer sharcholders have the major interest in the
combined companies, The company Presently is engagfd in a variety of mining
and related activifies in the natural resources arca, Its stock is listed on the
Montreal, the Toronto and the Vancouver stock exchanges, and both now and
in 1003 was traded ‘“over-the-counteN’ in the United States. It has one operating
subsldlar,‘éln the oil and gas business.

While Bralorne’s operations are contered in Canada, approximately 75% of
{ts shares aro now owned by United States persons. In fact, it maintains a co-
transfor agent in the United States for the convenience of United States share-
holders. As of Agrll 27, 1972, Bralorne had 4,851,645 shares outetandlnf 3,016,771
of which were held by Unlted States persons, Of its 7,200 shareho éers, 4,487
wero United States persons, Thus, approximately 75%, of its shares are owned by
gtmt?d States persons and approximately 829 of its shareholders are United

Ates persons,

Brul(l:rno is prosently troatod as a forelgn issuer under the interest equalization
. tax law and it cannot presently qualify under Scotion 4020(b). On its predecessor
. com ang Can-Fer's last rocord date before July 19, 10063, a {)roxlmatoly 569,

of Can-For's then outstanding shares were owned by United States persons an
it was not listed on a U.B, national sccurity exchange. Its predecessor company
Bralorne Ploneer had no significant U.S, ownership on July 19, 1063,

Reasone for the Proposed Change

The original Intordst Equalization Tax Act as it passed the House of
Ropresentatives had a provision, Bection 4020(b)(1)(B), treating as a domestic
corporation a foreign corporation (other than an {nvestment company) whose
stock was traded on a national sccurities oxchange, provided more than 509 of
tho stock was held by U.8. persons and had its principal market in the United
Statos, The Senato Finance' Committeo added a provision, Seotion 4920(b)(1)(A)
to qualify a foreign corporation for this treatment if 859 of its stock was owne
br Anerlcans on the latest record date before July 18, 1663. There {8 no specific
discussion in tho committee reporta concerning the precise purpose of the original
Rroposal or tho Senate Finance Committee modification, One can deduce,

owever, from these provisions that Congress was concerned that corporations
which had a substantial U.8. share interest would he handlcapged by the intereat
equalization tax and chose not to impose that burden upon them,

In other words, this provision recognizes that while the incorporation of a
.company a8 United States or foreign may often be an appropriate dividing line
botween imposing the intorest equalization tax or not, testing the imposition of
the tax on this basis does not always produce the corroct result, What Congress
has also sald in our interest equalization tax is that Americans are entitled to have
access to the capital markets of the United States as In the past; foreign
corporations are also welcomg to use our capital markets, provided that they pay
a modest additional price. However, in sctting out this conclusion Congress
xi«}cggnlzoddthnt no tax should apply where the foreign corporation is substantially

.8, ownod,

It follows, then, that any company which can demonstrate that it is essentially
American owned under the basic tests already cstablished by Congreas should be
entitled to free access to tho U.8. capital markets. Bralorna is presently in this
Posltion, and accordingly asks that Section 4020(b) be amended to recognize that

t {8 cssentially now an American company,

The following additional arguments support the wisdom of this suggested ohanbgoz

1, Under Saection 4020(b) as it stands at present a com an& which was 6569
owned in the United States in 1063 continues to be free of interest equalization
tax evon though {ts U.8, shareholders have largely sold their interest and it can no
longer be fairly considered a United States company. In view of this vory libera]
rulo for continued qualification for oxompt status, despite a decline in° United
States ownership, it seoms proper that companies which since 1063 have become
more than 65% United States owned should bo permitted to qualify for exompt
status, To suggest that a com}mny's domestic status in 1063, If favorable then,
should always continue, but if unfavorable then, can never change, ignores the
basio purxl)oso of the tax and the logic of 8ection 492?}!:8): American companies,
wherever incorporated, should llave free access to the U.8, capital market.

2, The presont rule discourages Canadian investors from acquiring the shares
of American investors, thus preventing American investors from bringing home
their Canadian investments, This result seems inconsistent with the purposes of the
interest equalization tax. The result follows from the fact that the stock is cheaper

91578788
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in Canada than in the United States because of the-tax, so that Canadian jn-
vestors will always buy Canadian shares, To tho extent their purchases push up
the prico of the stock in Canada, the United States markot follows, so the barrler
continues, Tho ending of thp tax on tho shares would permit the United States-
Canada market to dcvolor naturally,

3. New Issues of sceurities by corporations organized in Canada and Japan are
free of interest equllization tax in any ovent under speclnl rules authorizing
exemptions for new fssues where roquired for international monetary stabilivy,
This exemption not only dies not alleviate the basio problem here—diserimination
against those currontly holding shares of American owned foreign companics—
but, if used, introduces additional discrimination against current sharcholders.

4. Tho oxpressed intention of the President to phase-out Interest jequalization
tax {uutlfion prompt action to liberalize the presont law. Bralorne and companies
nhnl‘ ur’li' situated should not be foreed to walt until the tax expires o ho treated
equitably.

5, The proposed change presents no difficult problems of administration. Com-
panies qualifying as domestie undor the proposed change can present the per~
tinont fuets to the Internal Revenue Service which can publish o lst of quulit‘yiqg
companies as was done previously for companies -qun ifylnix on July 19, 1063,
A 'I‘r(‘e;mury Department assertion of administrative complexity would be unwar«
rantod.

Conclusion

It would be equitable and desirable to amend Section 4020(b) to permit com-
panies organized since 1063 and those which have become American owned since
1063 to qualily as domestio issuors so they aro froe of the intorest equalization
_ tax. Such an amendment would do justico to Amerloan companies which happen

to be incorporated abroad and would be consistent with the original intention of
Congress, No refunds of tax previously pald would be involved, and such an
amendmont would not set any undesirable precedont. Furthermore, no group of
sharehiolders would profit from such a change, since it could be expected that on
the adoption of such an amendment the presently higher United States price
hecause of the tax would drop to the foreign price which represents the true unders
lying value of the security.

PROPOSED AMENDMENT To SeoTION 4920(b)

(b) Foretan Stook Issues TREATED A8 DoMESTIO~
(1) In aeNERAL~For purposes of this chapter, a foreign corporation
(other than a company rogistered under the Investment Company Act of
?tf 1240 silfmll not be considered a foreign {ssuer with respect to any class of
8 stook {f—

(A) as of the oorgoratlon's latest record date before July 19, 1003
more than 65 percent of such class of stock was held of record by United
States persons, or -

(B) the class of stock had its principal market during the calendar
{oar 1062 on one or more national sccuritics exchanges reglstered with

he Securities and Exohsnfe Commission, and, ag of the corporation’s
lateat rocord date before July 19, 1063, more than 50 percent of such class
of stock was held of record by U'nlteq States persons, or
) with respect to any period beginning after the dale of enaciment o
this subparagraph, as of the corporation’s lalest record date before Jarmasy f
1978, more than 08 percent of such class of stock was held of record by
United Stales persons.

AMERICAN COMMITTEE FOR FLAGS OF NECESSITY,
New York, N.Y., Maroh 8, 1078,
Hon, RusseLy B, Loxg,
Ohatrman, Senate Committec on Finance,
Dirksen Ofice Buttding, Washington, D.C.

DEeAR 8enaTOR LoNG: In response to your Committee's press release of Febru-
ary 28, 1073 I would like to comment on H.R. 8577, but only with respect to the
provisions which would result in an across-the-board removal of the interest
equalization tax (“IET') exemption currently applicable to ships under certain
foreign registries controlled by American citizens or by citizens of less developed
countries. For the reasons stated herein, I would also like to propose for your
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‘Committee's consideration a modification of the provisions in H.R. 3577 relating
to such vessels,

[ am submitting these comments and proposed modification on behalf of the
American Committee for Ilags of Necessity, n maritime trade assoclation of
Anerican companies controlling 10.4 milllon deadwelight tons of ILiberian and
Pnnamanian flag vossels, These ships make up a very substantial part of the
U8, effective control fleet. Unlike other foreign flag vessels, they are unique in
thut they are availuble to the United States in the same munner as U.S. flag
vessols in the event of war or natfonunl emergeney,

I have been ndvised that the purpose underiying the Department of the Treas-
ury's proposal to eliminate the 111 forefgn shipping exemption was to curtail
efforts by some compunies to nvold chargenbility under the Forelgh Direct Invests
ment controls (“OFDI™) and/or the Yoluntary Forelgn Credit Restraint Guide.
Hnes of the Board of Governors of the Federal Reserve System (“VICR"), How.
ever lnudable this purposxe may be, 1 do not belleve that the speeific problom of
nonchargeability can justify the across-the-honrd appronch taken In H.R. 3577,

The blanket repeal of the T exemption would penalize those Amerlean coms
punfes which, to the extent that domestie source funds are being used for ship
construction nbrond, are charging such funds pursuant to OFDI or VFCR, This
approach iy o sweeping that it would make those companies, which have com-
pled with the spirlt und Intent of the various restraints on capital outflows, pay
an additional price, simply beeause others may have sueceeded in avolding OFDI
or VI'CR chargeabflity,

It would seem to me that any such non-chargeablo sitnations could best be
.. handigl through a slmple moditieation of OFDI and/or YFCR, However, If your
© Committee concludes that the non-chargeabllity problem can hest be met by re.
structuring IKT coverage, then I would recommend that the IET eaemption de
climiated only in those cascs where there (8 no ohargeabllity under OFDI and/or
VFOR, 'This modifleutlon would accomplish the objective of inhibiting otherwise
unrestricted capital outflows yet would not unnecessarlly and unjustly affect
those transactions alveady subject to OFDI or VFUR restraints,

Becuuse of prevailing financeing pautterns the shipping provisions now appearing
fn H.R, 8577 would have a minimal balance of payments tmpaet, In my judgment
the only predictable effect of the Ml as it now stands is that Amerlean shipown-
ers would be burdened with additional ship construction costs, This 18 so because
both near and long term opportunities to obtain foreign source funds with the
terms needed to bulld modern vesxels are, at best, unsure, In all likelihood ship-
owners would have to rely primarily on domestic source funds and thus fncur
IET Uabilitios—a result which would accomplish nothing in terms of our balance
of payments yet would needlessly Increase costs.

lpum also concerned by the fact that the forefgn shipping provisions currently
appenring in ILR. 3577 could directly inhibit the growth of U.8, effective control
shipping at a time when, particuiarly because of mounting cnergy needs, such
-shipping {8 assuming even greater importance. It i8 these U.8, effective control
ships which together with U.8, flag bottoms must be relled upon to handle both
military and efvilian sealift requirements in the event of nn emergency. It shoutd
be noted that any restraint on the expansion of the U.8, effective control fleet
would not help its counterpart, the U.S8, flag fleet, in any way nor could it help
the U.H, shipbullding industry in any way: it could only succeed In encournging
the growth of foreign owned shipping, to the detriment of important national
interests,

The recent announcement by Secretary of the Treasury of the impending demise
of IET underscores the need to avold any needlessly restrictive action with re-
apect to shipping, Due to a current ship construction lead time of ubout three
“yenrs, the impuet of any restrictions on financing of vessols brought about by
H.R. 8577 would not be substantially felt until 1076 or 1077—at a time when, we
are told, there may be no IET restrictions whatsoever, Taken in this perapective,
the predictable result of the current language in H.R. 8877 would be to complicate
and obatruct near term planning for financing of vessels to be delivered during
the latter half of the 1070's,

I hope yon will ngree that this postponed effect of H.R. 8577, coupled with the
announced phasing out of capital outflow restrictions, argues strongly that the
shipping provisions in the bill should be modified by your Committee, efther by
keeping intact the IRT foreign sh:ippmg exemption under current law (perhaps
- 'in favor of an appropriate amiendment to OFDI or VFOR regulations which

—
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sould extend coverage to otherwise non-chargeable transactions) or by repealing
the IFT exemption only in those transactions where OFDI or VFCR chargeability
has not been effected, ~

This latter approach could be achieved by adding a further subparagraph to
Section 3(b) of H.R. 35877 to the following effect:

"EXCEPTION FOR CERTAIN OBLIGATIONS—— * ¢ ¢
uppovided, however, That subsection (e) (1) shall not apply to an acquisition of
an obligation the issuance of which involved a corresponding transfer of capital
by a Direct Investor under the Foreign Direct Investment Program authorized
by the President of the United States under Pxecutive Order Numbered 11887,
dated January 1, 1068 and/or a corresponding charge within the guideline cell-
ngs of banks or non-bank financial institutions under Voluntary Foreign Credit
Restraint Guidelines of the Board of Governors of the Federal Reserve System.”

1 ag(l\reclte being afforded the opportunity to state our position and would be
pleased to meet with you or your staff to discuss in further detail any aspect
of this matter,

Sincerely,
Pramip J, LOREE,

HovsenorLd FINANCE CoRp.,
Washington, D.0., Maroh 8, 1078,
My, ToMm Varr,

Ohtef Counsel, Senate Committea on I'inanoe,
Dirkson Senate Oflce Building, Washington, D.0,

Dear Mn. Varn: Pursuant to the February 28, 1078 “Press Release” of the
Committee on Finance, United States Senate, we appreciate the opportunity to
submit the attached letter and suggested amondment o H.R, 8677,

The amendment pertains to Bection 4020(d) (2) (B) of the Internal Roevenue
Code and would relleve a situation created when amendments were adopted
to the Act in 1071,

In prﬂmrins to organize a subsidiary to ongage in consumer financing in the
United Kingdom, an apparent inequity in the present Interest Equalization Tax
Inws was brought to our attention. A change in the law as suggested in the at-
tached lotter from our accounting and tax advisors, Haskins and Sells, would
simply enablé two or more U.8, Corporations to join together in organizing a
forelgn lending company to do what one U.8, Corporatlon is now permitted,

Wae respectfully request that the Senate Committee on ¥inance give this matter
close consideration.

Sincerely,
J. TroMAs NELSON,

HABKING & SELLS,
. Washington, D.C., Maroh 7, 1978,
Housenorp FiNANCE Conp,,
Prudential Plaza,
Ohloago, 11,
(Attention Mr, D, O, Clark, treasurer.)

DeaR 8188 ¢ The purpose of this letter is to explain certain technical provisions
of the interest equalization tax statutes as they relate to your proposed opera-
tions in the United Kingdom. As the letter will point out, these provisions present
a serlous roadblock to the United Kingdom venture, We are, therefore, including:
in the letter suggestions for a remedial amendment to the Internal Revenue Code.
which you may wish to present to appropriate Congressional committees, The
discussion is based on our understanding of the pertinent facts as set forth below.

Household Finance Corporation (HFO) proposes to organize a subsidiary to
engage In consumer financing in the United Kingdom, The laws of that country
reql\)ure that a United Kingdom subsidiary be utllized in this business in order
to borrow funds in the sterling market. Because of the intricacles of the U, K,
laws dealing with lending, it is necessary to have the technical knowledge of
banking specialiats in this venture. Therefore, HFO proposes to have 24.8% of
the stock of the subsidlary owned by a major United States one bank holding
company (Bank). Because of strictures in the United States Federal Reserve
Act where there 1s a one bank holding company involved, its ownership intereat
must be less than 28% in order for the holding company’s bank to extend credit
to the proposed U. K, lending subsidlary.
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The specific interest equalization tax provisions with which we are here con.
cerned are Section 49015(e) and 4920;:1% of the Internal Revenue Code which
were amended by the Revenue Act of 1971, The purpose of the amendments was
to enable United States lending companies to operate abroad without suffering
ix\tlg’exmt elqunuzauon tax (IET) on obligations acquired abroad through foreign
subsidiaries.

In order to facilitate understanding of the exemption provision, it may be
helpful to review at the outset the basic principles of the interest equalization
tax. The principles are as follows : The interest equalization tax applies generally
to the acquisition by a United States person of stock of a foreign issuer or ob-
ligations of a forelgn obligor, Currently the rate is 11.269 on foreign stock and
is graduated from 0 to 11.25% on foreign indebtedness, depending upon matu.
rities. An exemption applies where the person acquiring the stock or obligations
owns at least 10% of the combined voting power of the corporate issuer or
obligor. This exemption does not apply, however, if the foreign corporation is
“formed or availed of for the principal purpose” of acquiring securities, the
illl;’f‘ct acquisition of which by the 10% or more shareholder would be subject to

‘Chus, in the absence of the 1071 amendments a United States finance company
could be subject to interest equalization tax on its stock investment in a foreign
lending subsidiary because the obligutions acquired by the subsidiary would be
subject to IKT had they been acquired directly by the parent. The 1971 Act made
an exception to the exception, that is, it provided that u foroign lending company
as defined in the amended provisions would not be considered a formed or avalled
of company, One of the requirements which must be met before this exemption
applies {8 that any capital contributed to the forelgn lending subsidiary be bor-
rowed abroad or that it be retained in the United States, Moreover, caplital con.
tributed by a shareholder owning 50% or less cannot be transferred abroad even
though it may have been derived from foreign-source borrowings, Capltal con-
tributed by such a shareholder would have to be retained as a United States bank
ncfomt or invested in other United States nssets owned by the foreign lending
subsidiary.

It can be seen that the above provisions preclude Unfted States compantes from
Joining together to form a foreign lending company without retaining at least
part of the capital contribution in the United States. If both United States
shareholders own 80% of the subsidiary, then nelther could transfer its capital
contribution abroad. Even where the percentages are not equal, one of the two
corporate shareholders would have to retain ity capital investment in the foreign
subsidiary in the United States, In your proposed U.K, operation this restriction
would apply to the Bank, thus limiting the amount that can be used in the foreign
lending business, If the Bank violates this vestriction, IBT would apply to the
gnthl-.(o stock in the U.K. subsidiary, both that held by HFC and that held by the

ank,

It would seem that the restriction on transfers of funds abroad by a shareholder
owning 506 or less of the subsidinry’s stock {8 unnecessary and was probably
unintended. Blimination of this restrictlon would have no affect on the balance
of payments becnuse of the requirement that the capital contribution be obtained
from forelgn borrowings, A change in the law would simply enable two or more
United States corporations to join together in organlzing a forelgn lending com.
pany to do what one United Ktates corporation can now do,

The foregoing inequity in the law could be eliminated by modifying the defini-
tlon of a qualified lending and finance corporation in Section 4020(d) (2 (B), The
modification could remove the restriction on transfers of capital abroad by shires
holders owning 50% or less of the shares of the foreign lending subsidiary, The
restrietion conld he limited to a shareholder owning lesa than 1004 of the shares,
n change which would be compatible with the 109 direct investmeont exclusion in -
Soctlon 4018(a) (1),

It 14, of course, true that some rellet would be provided by any reduction of
the 50%-ordess rule described nbove even a change to a less-than-50% rule.
Such a change would nt least permit two equal United States shareholders to
transfor their eapital contributions abroad to the qualified foreign lending sub-
sidiary. A change to less than 109 1s suggested, becnuse it is believed that ad-
ministering the law. with respect to 109 shareholders would not impose any
administrative burden on the Treasury, a hurden that might arire if the Treas-
ury had to determine that a number of shareholders with small interests did
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in fact borrow abroad to make thelr eapital contribution, As noted above this
would be compatible with the 10% direct investment exclusion in Bection 4915
(a) (1). In this respect it is important to point out that if the breaking point
were ag much as 2859, a shareholder bank (ns in your proposed venture) would
be unable to avail itself of the intended rellef without restricting its ability to
extend a forelgn line of credit to the forelgn finance company, This {8 because
of the Federal Reserve Act Mitation dealing with banks owning 26% or more
of the stock of another corporation as explained above,

An nmendment to the Internal Revenue Code to provide relief could be effected
by deleting from Section 4020(d) (2) (B) of the Internnl Revenue Code the phrase
rending “by one or more members of a controlled group (ns defined in Section
48(e) (8) (1)) of which such corporation {s a member (or by a corporation which
would be such a member if it were a domestie corporation),” and substituting
therefor the following: “by a person owning 10 per cent or more of the total
combined voting power of all classes of stock of such corporation,”

Yours very truly,
HaAsxING & SELLS,

O'MEeLVENY & MYERS,
March 7, 1973,
Re Interest Rqualization Tax Extension Act of 1073,
Hon, Russenn B, LoNa,
Ohnirman, Committée on Finance, UK. Senate, Dirksen Offce Bullding,
Washington, D.C,

It i vespectfully requested that your Committee consider in extension of the
Interent Kqualization Tax Act the following clarifying amendment to the present

et .

SREC B OTHER AMENDMENTS,—% ¢ &

() Formed or Availed of Domestie Corporations or Partnerships.

“(1) Scetion 4012(h) (3) Ix amended by adding at the end thereof, the
following xentence:

“This paragraph shall not apply to the acquisition of stock or a debt ablign.
tlon of n domestic corporation all of whose nequisitions of stock or debt oblign.
tions of foreign issuers or obligors ave taxahle under section 4911 or are exvmpt
from tax under sections 4016, 4017, 4018, and 4020(b) "

EXPLANATION

Seetfon 4012(b) (3) of the present Interest Equalization Tax has proved {m.
possible to adminixter for hoth the Internal Revenue Kervico and for compnnies
subject to the tax. In {ts present form, 49012(h) (8) lmposes a tax at the share-
holder~or partner level where na corporation or partnership {a formed or avalled
of-for the principal purpose of investing abrond, Under 4013 (¢) the corporation
or {mrtnlersl;lp {¢ then to be given a credit for tax paid at the shareholder o
partner level,

Wae belleve that section 4012(b) (8) was almed at a sltnation swhere the sole
purpose for making foreign investments through a domestic corporation or a pavt-
nership was to obtain the henefit of cortain exclusions from Interest Fqualization
Tax available solely because of the corporate or partnership status, For ex.
ample, ten parthers of a U8, {mrmeuhlp might invest 2095 in n German cor-
poration on a pro rata basis, If something like 4012(b) (8) did not exlst, the
partnership could claim the 10?0 or more investment exclusion of 4016‘:1) and
the partners could claim thelr investment was only in a U8, partnership, This
:’isl ocllg?:‘-)l)v‘ g)altuatlon which shounld be covered by an avoldance preventive like

On the other hand, wae belleve 1t is clear that Congress did not intend to impore
a tax greater than that which would have been imposed if the shareholders or

artners in the example above had purchased the foreign securities directly, .

his is evidenced by the credit section which presently exists in 4018(c)..

The most difffoult area where the present inadequacies of section 4M2(h) (3)
aypear {8 that of registered investment companies investing in foreign securitios,
11 the conduit principles outlined in the Committee Reports to the Intereat Tquals
{zation Tax are followed with respect to an investment company which is availed
of for the principal purpose of investing abroad, the Internal Revenue Service
would have to examine the day-by-day status of foreign investments to deter.

{
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mine what portion of u new shareholder's investment should be subject to
tax. Because of the adwinistrative impossibility of doing this, the Internal
Rovenue Service has taken the position that, where niore than a de minimis
amount of forelgn investment is planned or carried on by an i{nvestment com-
any, the whole {ssue of shares by the investment company may be subject to
interelsEl Equalization Tax-at the full rate, This 18 clearly not what Congress
ntended,

The difficulty with present 4012(b) (8) 18 caused by the tax at the shareholder
or partner level. The amendient proposed above would leave to the Treasury
or to approprinte Committee Reports the interpretation of the key term “the

rineipal purpose” and of situations where new 49612(b) (8) is to be applied.

owever, the i)roposed addition to 4012 (b) (8) would impose tax at the corporate
level where all foreign investments of the domestic corporation were tnxable or
protected by sections 4016, 4017, 4018 or 4020(b). The exception of 40106 could
not apply to a corporation excluded from operation of present 4012(b) ¢8) and
other exceptions contafued in tho Interest Iqualization Tax Act would not be
availnblo to such corporation,

This proopsed amendment has been discussed with Robert Cole of Treasury
and Dr. Lawrence N, Woodsworth, Chief of staff of the Joint Committee on In-
ternal Revenue Tuxation and copies of this communication are being forwarded
directly to them,

LRespectfully submitted,

DoNALD R, SPUENLER,

Epwanvs & ANGELL,
Providence, R0, March ¢, 1973,
Tuomas Vair, Esq,
Ohtef Ooungcel, Senute Finance Comnilttco,
Dirksen Senato Ofice Bullding, Washington, D.C.

Dean Mn, Vain: The undersigned,‘on behalf of the Industrial National Bauk
of Ithode Island, respectfully requests that the following underlined language be
added to Section 3(b) of LR, 8577

“(2) Lxception tor preexisting commitments, Paragraph (1) of thix subsecs
tion shall not upply to an acquisition—

Y(A * 0

“(B) as to which on or before January 20, 1073 the acquiring United
States person (or, in a case where two or more United Ntates persons ave
making acquisition as part of a single transaction, n majority of fnterest of
such persons) had taken every actlon to signify approval of the acquixition
under the procedures ordinarily employed by such person (or persons) in
simdlar transactions, subject only to execution of formal documents evi-
dencing the acquisition and to customary closing conditions, and the nee
quiring United States person (or persons)—

*(1) had gent or deposited for delivery to the torelgn issuer or-obligor
from whom the acquisition was made, or to the person which as of the
date of such acquisttion owned, as determined under Scction 988(a),
at least 80% of cach cluss of stock of the forcign issuer or obligor, or
to the agent or representative of such controlling persum, written evi-
dence of such approval in the form of n commitment letter, memorane
dum of terms, draft purchase contract, or other document setting forth,
or referring to a document sent by the foreign fssuer or obligor from
whom the acquisition was made, or by the person which as of the date
of &uch acquisition orened, ag determined under Scction 968 (a), at least
80% of cach class of stock of the forelpn {ssuer or obligor, or by the
agent or representative of such controlting person, which sot forth the
principal terins of such nequisition, or

“(i1) had recelved from the foreign {ssuer or obligor from whom the
nequisition was made, or from the person whieh as of the date of such
acqulsttion mwned, as dotermined under Scotlon D88(a) at least 80%
of cach cluss of stook of the foreign {ssuer or obligor, or from the agent
or representative of suoh controlliing person, a memorandum of ters,
draft purchase contract, ot other document setting forth, or referring’
to 0 document sent by the acquiring United States person (or persons)

~Which set forth the principal terms of such m;guisltion.

In October of 1072 Industrial National Bank of Rhode laland (the “Bauk")
recelved a proposal from an Investment banker, who was acting as the agent
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and representative of a United States ship operator, concerning the acquisition
by Iudtlstrlnl National Bank of two petroleum carrlers, which were scheduled
for completion {n 1974 and 1973, and the charter of such vessels to a wholly
owned foreign affiliate of the United States ship operator, It is auticipated that
the total cost of the vessels will be approximately $82,000,0000, In November,
1072 the Credit Policy Committee of the Bank approved the proposed acquisition
which contemplated that the Bank, along with other equity {nvestors who might
agree to join with the Bank, would invest an amount equal to approximately
20% of the cost of each vessel, {.0, 86,000,000, The balance of the cost of each
vessel, 1.e. $20,000,000, was to be ralsed from lenders located by the investment
banker, Prior to the end of 1072, a leasing company that is nfiliated with the
Bank by reason of common ownership had located other equity investors who
had notified the leasing company of their intention to join with the Bank in the
{nvestiment to the extent of approximately $8,000,000, Also prior to the end of
1072 the investment banker had obtained commitments from investment officers
of certain institutional investors to provide the required debt investment, On
January 4, 1078, first drafts of the Participation Agreement, which sets forth
the terms and conditions of the transaction, and the form of Bareboat Charter
Party under which the vessels are to be leased were circulnted to counsel for the
Bank, the Investment banker, the Lenders and the U.8, ship operator.

The addition of the above suggested language to Section 8(b) (B) (i{) of
ILR, 3877 will make it clear that the proposed amendment will not apply to
preexisting commitments of the type described above. Although the above
deseribed commitments would not bhe covered by Sectlon 3(b) (13) (1) of HLR.
3577 as the Investment banker and U.S, ship operator were notified by telephone
rather than by letter of the commitments of the equity and debt investors, I
have suggested similar language In that provision in the interests of conformity.

Very truly yours, BRENDAN P Smﬁt

SEOURITIES INDUSTRY ASBSOCIATION,
New York, N.Y,, Maroh 7, 1078,
Re Interest Equalizatlon Tax Act of 1078, 1LR, 8577,
Mr, Tronmas Vair,
Chief Counsel, Committee on Finance,
U.8. 8enate, Washington, D.C.

DeAR MR, Vam: The International Finance Conmmittee of the Securities In-
dustry Assoclation supports the principal provisions of ILR. 8477,

While the Committee and its predecessors have long urged that the interest
equaiization tax, firat enncted as n temporary measure in 1063, be terminated
at tho earliest pnnnlhlo opportunity hecnuse of the restrictions it imposes on
the free flow of capital, it recognizes that it {s not practieal under current
conditions to permit the tax to expire on March 81, 1078 as it would under the
law currently in effect. The Committee supports the continuation of the tax
to June 30, 1074 ns provided in ILR, 3577, but it urges that the President exer-
clse his authorlty under Section 4011(h)(2) of the Intornal Revenue Code
of 1054, na nmended, to decrense the tax rates at the earllest time permitted
by the United States bhalance-of-payments objectives, The Committee would
be npposed to continuation of the tax beyond June 80, 1074, .

The Committee has long supported an excluslon from the tax for direct invest.
ment in the United States, and approves in prineipal the exclusion provided
In Reetiona 8 (e) of TLR. A077, Technieal comments on cortnin napects of the
oxclusion have been discussed by the Committee's counsel with the staff of the
Joint Committee on Internal Revenue Taxation, and it s hioped that these com-

_ments will be consldered by the Senate Finnnee Committee,

The Committee has also Jong recommended that the exemption from ostate
tax in the present lnw for debt obligntions of certain domestic eorparations be
extended to debt obligations of domestie corporations that are subieet to the
interest equallzation tax by virtue of the clectlon provided by Section 4012(e)
af the Tnternal Revenue Cade of 1054, ns amended, The Committee therefore
approves Seotton 3 (a) of ILR. 8377 which would accomplish this,

Yery truly yours,
STEPHEN M. KELLEN, Chatrman, International Finance Committece.
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SINGER, LEVINE, SINGER & TODRES,
New York, N.Y., Maroh 7, 1978,
Re ILR. 8577, Interest Equalization Tax Extension Act of 1973,
Hon, ToM Varr,
Committee on Finance, U.8. Senate,
Dirksen Senate Oplce Bullding,
Washington, DO,

Dear Mr. Vain: It is respectfully requested that your Committee consider
eliminating Section 3(b) of H.R, 8577 relating to repeal of exemption for shipping
companles in less developed countries for the reason that press of time has pre-
vented sufficlent study and comments. As a result, this hasty leglislation will ad-
versely lnffect United States persons with respect to their holdings of shipping
companies,

Specifically, proposed subsection (e) (4) of Section 4016 is patently unfair -
to a large cinss of United States persons who, subsequent to January 29, 1078,
became or will become holders of options to purchase stock (or indebtedness con-
vertible into stock) or less developed country shipping companies. These secu-
rities have been traded in the public securities markets and American investors
who exercise or convert, up until now, were protected from the burden of the
Interest Equalization Tax by the shipping company exemption. Trading since
January 29, 1978 undoubtedly has not diminished, and American holders, upon
enactment of ILR. 8577 in its proposed form, will have a rude awakening to
the fact that exerclse and conversion will subject these American holders to an
interest equalization tax. Even the January 29, 1078 holder is not protected
economically by Section (e)(4) becnuse the selling price of the options or
convertible debt will reflect a downward adjustment for the Interest Equaliza-
tion Tax which his purchaser will ultimately have to pay.

It {s an ironic anomaly that a holder who can avail himself of a proposed
subsection (e) (8) of Section 4016 is in a much better position than the holder
under Section (e)(4). Subsection (e) (8) exempts stock and debt obligations
in a registration statement filed with the Securities and Exchange Commission
within 90 days before January 29, 1078, Since the term “gtock” and “debt obli-
gation” include options to purchase slock and debts convertible into stock (Sec-
tion 4920 (a) (1) (A) and (a) (2) (E)), the options and convertible debentures
in subsection (e) (8) registration statements may very well escape the Interest
Equalization Tax even if exercised or converted many years in the future,

In light of the anomalies of subsection (e) (8) and (e) (4) and the attendant
harm to United States holders ag well as the announced policy of the Admin-
istration not to seek a further extension of the Act, it 18 respectfully submitted
that hasty action in eliminating exemptions which have been relled on in
the past will result in unintended fnequalities to United States persons, Accord-
ingly, the proposed repeal of the exemption for shipping companies in less de-
veloped conntries should be deleted.

Respectfully submitted, ‘ *

- MORTON LEVINE.

STATEMENT ON BEHALF OF THE vaoopu OF THE NETHERLANDS, NETHERLANDS
NTILLES

This statement is submitted on behalf of the Kingdom of the Netherlands—
Netherlands Antilles in support of a proposal which would modity the effective

~ date provisions of section of H.R.8577. Under the proposal, which"is annexed
as Exhibit A, section 8(a) (2) of H.R. 85677 would be mo ffled to make such pro-
vision apply, with respect to debt obligations issued prior to January 1, 1978,
only if the Interest Equalization Tax imposed by section 4011 has first explired.
The purpose of the proposal is to establish that debt obligations of finanecing
corporations incorporated in foreign jurisdictions, Including the Netherlands

i ———————

*The Law Firm of Sﬂveﬁstdn and Mullens 18 r?lstered with the Department of Justice
under the Foreign Agents Registration Act of 1938 as amended as an agent of the Govern-
ment of the Netherlands Antilles, Covles of the firm's registration statement are avallable
for public inspection in the Department of Justice files.

This material ia prepared and circulated by Sflveratein and Mullens, 1776 K Street, N.W.,
wWashington, DD.C. 20008, which is Xe latered under the Forelgn Agents Reglstration Act
as an agent of the Netherlands Antillea Government, Willlemstad, CuraCao, Netherlands
Antilles. This material ia filed with the Depnrtmeni‘of Justice, where the required regiatra.
Hon statement s Available for public inspection, cgistration does not indicate approval
of the contents of this materjal by the United States Government,
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Antilles, would not be affected by the proposed amendment and that, in conse-
quence, such corporations would not seek to relncorporate as domestic corporas
tions in order to avold existing local income taxes such as that imposed by the
Netherlands Antilles on thelr net earnings,

On the other hand, new {ssues of debt obligations (not including those issued
in substitution for existing obligations) would have avallable the provisions of
gection 8. Accordingly, holders of debt obligations of a domestic financing cor-
- poratlon which has made a proper election pursuant to section 4912(c) would
enjoy the full benefits of section 8 of H.R. 3577,

REASONS FOR THE PROPOSED MODIFICATION

1. Economic Circumatances of the Netherlands Antilles Government

Since 1054, the Netherlands Antilles has been an cconomically auntonomous
partner in the tripartite Kingdom of the Netherlands (consisting of the Nether-
Iands, the Netherlands Antilles and Surinam), Feonomic activity in the Nether-
Iands Antilles has been traditionally heavily influenced by the operations of two
oil companies, which process (on the islands of Curacao and Aruba) crude ofl,
mainly imported from Venezuela, for export to North America and Enrope,
Although in the early 1960s the ofl operations resulted in the employment of
more than 20,000 persons and contributed 40 percent of the Netherlands Antilles
gross national produet, this shrank sharply in employment and contribution to
gross national product terms in the period approximately 1955-1965. From 1965
through 1068, some improvement in the economy occurred, resulting from mod-
ernization of the oll company investments, an expansion of touriam and the
establishment of some new industries. Such changes in the trend of the econ-
omy did not. however, eradieate economic difficulties since such new johs as
wore created by new industries produced wages at a lower rate seale than those
payable in oil operations. In May, 1069, strikes and disorders occurred. These
wore gettled hy arrangements in which wage scales were significantly raised.
Additionally, the Netherlands Antilles Government enncted intensified tax meas-
ures aimed at stabilizing the ceonomy through additional employment opportu-
nities and resulting improved consumer conditions, In consequence of these steps,
the Netherlands Antilles domestic economic situntion wns strengthened. At the
present time, however, unemployment is very high. Moreover, the Netherlands
Antilles 18 not {n a position to finance either social security or unemployment
henefits. There has, In addition, heen a major population explosion, contributing
further to the potential of additional unemployment.

In consequence, all sources of revenues now available to the Netherlands
Antilles are desperately needed to maintain the economy at its present level of
stability, Any erosion of this income in the immediate future (particularly
without opportunity to seek substitute sources) could seriously contribute to
a rapid deterioration of the island’s economy and soclal structure,

2, Netherlands Antilles Revenue Production

Although the Netherlands Antilles Government has traditionally maintained
a moderate taxing structure needed to attract foreign private capital and know-
howw and to discourage emigration of skilled labor, income taxes and other
indirect taxes have been increased in order to raise needed additional revenues,
Under the emergeney tax program adopted in 1970 and enacted in 1071, maxi-
mum marginal rates on personal income taxes reach 41.24 percent for marrled
taxpayers and 44.12 percent for single persons. Corporate taxes are levied at
a maximum rate of 84 nercent on all taxable profits aver NA £, 1 miliion. A
sunﬁmﬁ;‘gito% the types. of taxes and actual and estimated collections is annexed
as Px R .

Notwithstanding the wide variety of direct and indirect taxes, the rate base
to which the tax is applied is narrow, It s not belleved, therefore, that such
rates ean be ralsed in the immediate future in form which would generate
-additional local revenues, .

Becansre of ity favorable tax climate, Including its treaty relations with the
United States, its geographical location and general congeniality to the United
States, the Netherlands Antilles has been .chosen as the place of incorporation
for a substantial number of foreign financing subsidiaries.! In acting as a place

1A foreign finance subsidiary has heen utllized in situations In which thé subaidiary
desired to mnke investiients In ita tfnl(%od Stater narent or a domestleally incorporated
-affiliate of its parent or in a leas developed country corporation,
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of incorporation, the Netherlands Antilles, in turn, facilitated the United States
in implementing its problems respecting foreign investments and has assisted
thereby with the United States balance of payments problems,

Although precise figures identifying the portion of revenues attributable to
foreign financing intermediaries is not available for earlier years, it i3 esti-
mated that at the present time the tax attributable to these companies approxie

mates $10 million, or 15 percent of the total revenue collections of the Nether-
lands Antilles Government.

3. Ciroumstances Which May Result from Enactment of Seotion 8 of H.R, 3577
Without Amendment

Section 8 of HLR. 8577 in its present form provides that holders of finance
corporation debt obligations dying after January 1, 1873, can avold United
States estute tax if the issuing company reincorporates itself domestically and,
as part of such reincorporation, effects & proper election under section 4912(¢).
While It is not possible to ascertain the number of corporations which would
reincorporate, the Mkelihood exists that this will occur—either immediately or
within the near-term future, T'wo circumstances result: (1) to the extent that
reincorporation takes place, direct loss of revenue will result to the Nether-
lands Antilles; (2) since the opportunity for reincorporation will exist, the
uncertainty as to the continued availability of the revenue collections will over-
hang near-term planning without opportunity for the Netherlands Antilles Gov-
ernment to reassess circumstances and develop, over a reasonable period of
time, a program of substitution for such lost taxes,

On the other hand, the proposed modiflcation to section 3 would—at least for
the perfod in which the Interest Equalization Tax remains effective—assure the
Netherlands Antilles of thie revenue production attributable to the finuncing
corporations,

While It is not possible to attribute portions of revenues to specific sectors of
the Netherlands Antillex ocnnom,}': it is to be noted that approximately 35-40
percent of the current budget is devoted towards eduention. Both the population
explosion and the general rate of literacy have made this aspect of the {sland’s
soelil structure o crucial factor, and major efforts have been made to continue
education at as high a level as possible, Any reduction in current revenues and
any forecast of such loss of revenues will result {n a comparable reduction in the
portion of the budget attributable to education.

No alternate source of revenues is available. The lack of feasibility of raising
existing tax rates has heretofore been noted. It is further to he observed that no

-opportunity exists in term?_uum_‘g'gmermnds Antilles’ relationship with the

Kingdom of the Netherlanils to obfain direct grants to substitute for loss of
current revenues, >

In the absence of the income forecast from the operations of foreign finaneing
companies, the possibility of further social disorders in both the near and long-
term ig high,

4. Effect of the Proposed Modification. Upon United States Parent Oorporations

Owening Shares in Foreiyn Financing Subsidiaries

The acceptance of the proposed amendment would in no way prevent United
States corporations from ralsing fresh capital abroad through all available
meany, including a United States financing subsidiary which makes an election
under section 4912 (¢) and respecting which holders of its debt obligations would
be nssured exoneration from United States estate tax by reason of enactment
of the new provision,

The only consequence of the proposed revision to prospective operation would
bo to assure that existing finance subsidiaries remain in the Netherlands Antilles,
The initinl and continuing costs of operation in the Netherlands Antllles were
fnitially taken into account when the obligations were first issued, While the
henefits (in terms of savings of Netherlands Antilles taxes) resulting from a
domestie substdiary, the benefit to its parent or the holders cannot be accurately
determined, It would, in any event, constitute an unintended benefit which was
neither anticipated at the time of initial offering and, so far ag can be ascer-
tained, has not been sought since initial offering. Such reincorporation, more- .
over, wonld not in any way improve the marketability of the obligations which,
heenuse of the favorable climate afforded by the Netherlands Antilles, have been
freely negotiable since issuance. : . }

The detriments which would directly result to the residents and to the general
economy of the Netherlands Antilles can be immedinte and severe,
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In light of the proximity of the United States to the Netherlands Antilles
and our interest in maintaining a Lenign and stable economy, capable of con-
tinuing oil production for domestic cosumption, in the islands, we submit that
difficulties which can arise from an adverse change in the economic climate of
the Netherlands Antilles far outweigh the casual benefits (to holders of pre-
1073 debt obligations and possibly the issuing companies) which can acerue with
respect to changes in the terms of existing debt obligations.

We, accordingly, urge that the proposed modification to section 3 be adopted
by the Committee.

Respectfully submitted.

SILVERSTEIN & MULLENS,
LEONARD .. SILVERSTEIN,

ANNEX A. DPROPOSED AMENDMENT

Amend Seetion 3(a) (2) of H.R., 3577 by inserting on page 2, line 14, after
the words “decedents dying op or after January 1,” the following:

“1073, except that in the case of obligations issued hefore January 1, 1973 (or
obligations fssued after such date in substitution of such obligations) only if
the tax imposed by section 4011 has first expired.”

TABLE 111-3.—TAX COLLECTIONS BY CENTRAL GOVERNMENT AND ISLAND GOVERNMENTS
COMBINED

[In millions of Netherlands Antilles guitders]

1967 1968 1969 1970 1187 11972

Taxes on income and property:
| 0 tax

23.1 26.5 25.1 351 41.¢ 45,
32.1 350 38.8 46.0 $9.0 60.
Real estate and occupancy tax .. 37 5.5 5.0 W) 47 6.
Estate duties. .....oocuvnniinnninenenanennns ) A A 4 4 .
Subtotal. touinieiiiiiiiiei e __“5_9;_1w _.M_67J _M‘SAQ_._.'{_ 86.0_2“ B 105.1 1.5
Tlxos on consumption: R
fort dulio: (except gasoline)........... 16.0 18.2 20.0 26.0 30.0 33,
ON BBSOLING. ...oveeenneeereanasannans 1.5 9.4 10.0 11.0 12.0 13,
Euc:u on liquor. ... .. 4.0 4.2 44 53 5.7 6.
Excise on beer.. 2.3 3.2 3.6 3.7 6.0 6.
Excise on tobacco. N 1.9 2.0 2.1 3.5 4.
Motor vohlde fees 1.8 2.0 2.0 2.9 3.8 4,
Stamp duties. . ... 3.6 3.8 3.8 4,3 4.8 5.0
fom n oxcham commission. . .- 2.2 2.8 3.1 3.2 5.0 6.0
Gnmb fltcenu ........................... 1.1 1.2 1.6 1.6 1.6 i.
Tax on licensing, transfers, and other.......... 1.0 1.1 1.2 1.3 1.4 1
Subtotal 40.2 47.8 51.7 61.4 73.8 82.5
LT S 9.6 115.2 1216 142.6 128.9 194.0

1 Revised forecast,
1 Staff estimate,

Source: Netherlands Antilles Bureau of Statistics, Statistical Bulletin; and information provided by the Netherlands
Antilles authorities,
- Davis Porx & WARDWELL,
New York, N.Y,, March 5, 1978,
Re H.R, 8577—Proposed Amendment to Section 4018(e) (8) of Internal Revenue
Code submitted on behalf of Smith, Barney & Co. Inc,
Hon. Russerr B, Long,
Chairman, Committee on Finance, U.S, Scenate, Dirksen Ofice Building, Wash-
ington, D.C.

DEAR BENATOR LoNG: We respectfully propose a technical amendment to HLR,
3577 designed to clarﬂy the meaning of the “public offering exception” to the
repeal of the exemption from Interest Equalization Tax for shipping companies
in less developed countries. I'his submission 1s made on behalf of Smith, Barney &
Co. Incorporated, the representative of a group of underwriters in connection
with a current public offering of 600,000 shares of Common Stock of Angelicous-
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sis Shipholding Group Limited, The registration statement with respect to these
f‘mms was flled with the Securities and Exchange Cominission on December 18,
072,
Based on prior experience, the meaning of subsection (A) of the proposed new
Section 4916 (e) (8) would be clarified if it were amended as follows (new matter
underscored, deleted language in brackets) :

“(A) with respeot to the stock or debt obligation acquired, a registra-
tion statement (within the meaning of the Securities Act of 1038) [was]
had been in effect {with respect to the stock or debt obligation acquired]
at the time [of its acquisition] such stock or debt obligation was {ssued;”

The language proposed to be revised is ambiguous in application, depending on
conflicting views as to the perfod a registration statement remains “in effect”.
One view is that once a regisrtation becomes effective it continues to be “In effect”
indefinitely, unless it is subsequently withdrawn by the registrant or its effective.
ness {8 suspended by a “stop order” issued by the Securities and Exchange
Commission. The other view is that the function of the registration statement is
to register the securities for sale in the manner described therein, and that any
resales by initial purchasers are evaluated independtly to determine whether
an additional registration statement {s required under the Securities Act for such
subsequent transactions, Accordingly, there is some question whether all future
sales of stock of an “"LDC” shipping company initially covered by a registration
xtatement, otherwise satisfying Section 4016(e) (8) (B) and (C), would continue
to he exempt, as intended by the exception, without regard to whether a prior
Ameriean Ownership exemption was available in respect of any share, We under-
stand that the original intent of the exception subsumes the first view; this
would be more clearly reflected, and more workable in the context of an excise
tax that requires certainty of application, by adoption of the proposed
amendment,

The proposed amendment has been submitted to and discussed with represen-
tatives of the Treasury and Joint Committee staffs, The undersigned will be
available for questioning at the convenience of the Committee,

Respectfully submitted,
Lypia B. Kess.

Banaor PuntA Corp,,
Greenvich, Conn,, March 2, 1978.
Hon, RusstLL B. Lona,

Finance Committee,
U.S. Senate, Washington, D.C.

Dear SENATOR LoNg: In connection with your consideration of H.R. 8577, the
Interest Equalization Tax Extension Act of 1073, I should like to bring to your
attention a proposed amendment which would rectify what appears to be a legls-
lative oversight in sections 861(a) (1) (G) and 4912(¢) of the Internal Revenue
Code as a result of their amendment by .1, 02-9, 92d Congress, ILR, 5432, April
1, 1071, the Interest Equalization Tax Extension Act of 1971, :

As you are aware, and as is explained in the Ways and Means Committee
Tteport on H.R, 3577 at paragraph 2 of the General Explanation of the Biil, as
well a8 In Senate Report 92-47 on H.R. 3432, March 26, 1971, the amendments
made to section 861(a) (1) (G) and 4912(c) were designed to obviate the further
necessity of employing foreign incorporated subsidiaries to obtain foreign funds,
by allowing U.S. obligors to issue obligations directly, or through a U.S, {ncorpo-
rated subsidiary, By electing to have these obligations subject to the Interest
Equalization Tax under the provisions of 4012(c), exemption from the withhold-
ing provisions of sections 1441 and 1442 would be provided under section 861(a)
(1) (G) instend of the exemption provided under section 801(a) (1) (B) where
the “80-20" test must be met.

. Such exemption under section 861(a)(1)(@) is available in the following
nstances !

(1) Where the domestic obligor elects the provisions of section 4912(c) to debt
obligations which are part of a new ur original issue which when issued had a
maturity not exceeding 15 years, .

(2)- Where the election is made in respect of an fssue outstanding on April
1, 1971 shich was treated as the debt obligation of a foreign obligor under section
4912(b) (3), and, which, when issued had a maturity not exceeding 15 years, and

(8) Where the election is made as a result of the assumption of the obligation
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of an affliiated corporation. In this instance the date of the assumption s treated
as the date of issue for purposes of measuring the 15 year maturity requirement
of section 8061(a) (1) (G).

Under present law the exemption of section 861(a) (1) (G) does not appear
to be available to a domestic subsidiary which makes the election in {ts own behalf
where the obligations were originally issued for (e.g.) 20 years, but as of the date
of the anticipated election have less than 15 years remaining to maturity.

The-anomaly in the present law is thus apparent—a parent corporation may, hy
its section 4012 (¢) election gain the benefit of sectlon 861 (a) (1) (G) by assuming
the 20 year oblign‘irn< of its domestic subsidiary when those obligations have 15
years or less to run to maturity—the domestic subsidiary {tself may not gain the
benetit of section 801(a) (1) ((3) by electing under xection 4912(c) when ity 20
year obligations have 15 years or less to run to maturity,

In view of this anomaly, the patent diserimination against a class of obliga-
tions covered by indentures drafted without allowance for assumption, and the
evident intent of the current legislation to facllitate the employment in the
United States of foreign funds, the following amendment to H.R. 8677 iy respect-
fully submitted for your consideration:

“8ro, 8, OTHER AMENDMENTS, . -

W * * *” * * *

“(d) Technical Amendments.—

“(1) Section 861(n) (1) (G) (relating to interest not constituting gross

income from sources within the United States) is amended by inserting
“section 4912(¢) (2) or (8)” in leu of “section 4012(c) (2).”
“(2) Section 4912(e) (relating to election to subject certain debt
obligations to tax) i8 amended by re-numbering paragraphs (8) and (4?
as paragraphs (4) and (5) respectively, and adding after paragraph
(2) the following new paragraph:

“(8) Election for outstanding obligations. In the case of debt obli-
gatlons which are part of an issue outstanding within the meaning of
paragraph (1) (B) an election under paragraph (1) shall be treated
as the issuance of a new or original issue of debt obligations.”

Your consideration of this proposed amendment to H.R. 8577 would be greatly
appreciated. I would appreciate the opportunity of testifying in support of this.
amendment should you feel such testimony would be of benefit to the Committee,

Respectively yours,
Davip L, OTTENSTEIN,
Assistant Vice Prcsident and Direotor of Tawes,

PAvuL, WEISS, RIFRIND, WHARTON & GARRISON,

New York, N.Y.
Dovarp C. Evans, Jr., Esq.,
Joint Committee on Internal Revenue Tawxation, Longworth House Office Build--
ing, Washington, D.O.

Drar MR, Evans: Thisg letter will confirm our telephone discussion relating to-
the suggested technical amendment to section 4920(d) (8) of the Internal Rev-
enue Code, which would permit a “qualified lending and financing corporation”’
(&LFg) to foreclose on stock which it holds as security for loans or lease
obligations.

As you will recall, we originally proposed that QLFCs should be glven the same
right to foreclose on stock as commercial banks have under section 4014(b) (2)
(B) of the Code. That section permits a bank to foreclose on stock held as secu-
rity “for loans which were made in the ordinary course of its commercial bank-
ing business.” Our proposal did not contemplate that a QLFO which found {t
necessary to foreclose on stock would be required to dispose of the stock within
any specific time period. However, during the course of our discussions with
you, as well as members of the staff of the Senate Finance Committee and the
Offlce of the International Tax Legislative Counsel of the Treasury De?nrtment,
we were advised that you would consider an amendment which would permit
QI.FCs to foreclose on pledges of stock if the QLFC sells or otherwise disposes
of such stock within a relatively short perfod of time following the foreclosure..



5

' 115

As we have indicated to you, we believe that such a time limitation would
be unnecessarily restrictive and might force a QLFO to sell stock acquired on
foreclosure under distressed market conditions at a considerable loss. Fon
example, in the common situation involving ship mortgage transactions, a QLIC
will often require that the borrower-owner of the ship secure its borrowings by
o pledge of its stock. Typically, the owner-borrower will be a “single purpose
corporation” whose only asset is the ship which is being financed. In the event
of u foreclosure the QLIC would by virtue of its ownership of the stock in
substuance become the owner of the ship and would bave to tind a buyer for the
ship. Since a default is most likely to occur when-the shipping market is in
decline, it might be difficult to obtain a buyer on satisfactory terms within an
artificially imposed time period, Even if 1t is possible to obtain a buyer relatively
quickly, often the legal details involved in consummating the transaction may
well require several months time to complete. Accordingly, we suggest that it n
specific time period is imposed that the perfod should be at least 1 year, Kven
if such a longer period is permitted, unforeseen circumstances may arlse which
could make it difficult for the QLY'C to satisfy such time requirement, Accord-
Ingly, we suggest that any legislation should include a provision which would
allow the Secretary of the Treasury or his delegate to extend the period on
applieation by the QLEFC, Such a provision would be similar to that contained
in section 1083(a) (8) (B) of te Code, relating to the period for replacing prop-
erty which it involuntarily converted.

We are submitting as Appendix A all of the amendments to section 4920(d) (3)
of the Code which were suggested in our March 8, 1978 letter to Chalrman Long,
revised to reflect the additional changes discussed above,

If you have any question about the foregoing, or if we can provide you with
any additional information, please do not hesitate to let us know.

S ery truly yours,
Ar.x-*mr,n D. Youxawoon.

-

APPENDIX A

Section 4930((1 ) (8) of the Internnl Revenue Code of 1954 Is amended to read
as follows:!

* - " ] - . a

(8) such corporation does not acquire any stock of foreign lssuers or of
domestic corporations or domestic partnerships other than—

(1) stock of one or more members of a controlled group (as defined in
section 48(c) (8) (C)) of which such corporation is a member (or of a
corporation which would be a member {f it were a domestic corporation)
acquired as payment -for stock, or as a contribution to capital, of such
corporation; [and}

(1) stock acquired by such corporation through foreclosure, where such
stock was held by such corporation’ as sccurity for loans (ineluding obliga-
tions arising under lecases which were entered into principally as financing
transactions) or leases of tangible personal property made in the ordinary
course of its business described in sudsection (d)

(1#t) atock of forelgn corporations or domestic corporations which for the
tacable year of such corporation in which the acquisition occurs are quali-
fied lending or financing corporations, if immediately following suoh acquisi-
tion such corporation owns (directly or indirectly) 10 percent or more of
the total combined voting power of all classes of stock of such acquired
corporation; or

(tv) stock of partnerships, 1f immediately following the acquisition such
corporation ouns (directly or indirectly) 10 percent or more of the profits
interest in such partnerships,

In any case in which subparagraph (ilf) applied to the acquisition of stook
and the corporation whose stook 18 acquired ceases at any time defore the termi-
nation date apeoified in seotion 4911(d) to be a qualified lending or financing
corporation, then ag of such time the acquiring corporation shall be treated as

1 New matter i3 italiclzed ; matter to be deleted is bracketed.
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 having utilized its funds in violation of regulations presoribed under seotion
4918 (e) (1) for purposes of section 4915 (e) (8). In any case in which a qualified
lending or finanoing corporation acquires stock described in subparagraph (ii4)
or (iv) such stook shall be acquired and carried solely out of the sources de-
soribed in subsection (d) (2).

In any case in 1ohich such corporation aoquires stook in the ofroumstances
desoribed in subparagraph (#) the acquiring corpuration shall sell or other-
wise dispose of all stook or the aoquired corporation shall ve Uquidated—

(4) no later than 1 year after the date on which the acquiring corporation
firet aoquired ownership of such stook, or

(41) subjeot to such terms and conditions as may be spesified by the Seore-
tary or hie delegate, at the close of such later date as the Secretary or his
delegate may designate on application by the tawpayer. Such appUoation shall
de made at such time and in such manner as the Seoretary or his delegate
may by regulations presoride.

. L} * . - * *

O
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