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1981—82 MISCELLANEOUS TAX BILLS IV

FRIDAY, APRIL 24, 1981 .

i ; U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 9:30 a.m., in room
2221, Dirksen Senate Office Building, Senator Packwood (chair-
man) presiding.

Present: Senators Packwood, Dole, and Chafee.

[The press release announcing this hearing, the bills S. 408, S.
436, S. 598, and S. 867 and Joint Committee Print describing the
above bills follow:]

[Press Release No. 81-120)

Press RELEASE, APRIL 7, 1981 —CoMMITTEE ON FINANCE, U.S. SENATE,
SuBcOMMITTEE ON TAXATION AND DEBT MANAGEMENT

FINANCE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT SETS HEARING ON
MISCELLANEOUS TAX BILLS

Senator Bob Packwood, Chairman of the Subcommittee on Taxation and Debt
Management of the Senate Committee on Finance announced today that the Sub-
committee will hold a hearing on April 24, 1981.

The hearing will begin at 9:30 a.m. on April 24, 1981, in Room 2221 of the Dirksen
Senate Office Building.

The following legislative proposals will be considered at the hearing:

S. 408—Introduced by Senator Chafee. Would provide an annual exclusion for
foreign earned income of $50,000 plus one-half of the next $50,000 of foreign earned
§ncome.t§xousing costs in excess of $5,800 per year would also be excluded from
income tax.

S. 436—Introduced by Senator Bentsen. Would provide an annual exclusion of Ol(l)l(;
to $75,000 for foreign earned income in 1981, increasing $5,500 each year to $95,
in 1985. A housing deduction would be provided for expenses in excess of $5,500 and
housing furnished to an individual in a camp would be nontaxable.

S. 598—Introduced by Senator Jepsen. Would exempt all foreign earned income of
certain individuals from taxation. -

S. 867—Introduced by Senator Moynihan. Would exempt 80 percent of all foreign
earned income of certain individuals from taxation.

Senator Packwood noted that on June 26, 1980, the Subcommittee received testi-
mony on legislative proposals to modify the treatment of foreign earned income
under section 911 and section 913 of the Internal Revenue Code of 1954, and was
provided with strong evidence of the difficulties of Americans living and working
abroad and of the impact of current law on the export position of the United States.
In addition, Senator Packwood noted that on August 21, 1980, the Committee on
Finance approved a modified version of an amendment proposed in Committee by
Senator Chafee concerning the tax treatment of foreign earned income:

In view of the favorable testimony on the general issue received last year, Senator
Packwood suggested that it would be helpful for the Subcommittee to receive
testimony that addresses the following sgeci 1C issues:

(1) The impact of current law on the ability of U.S. nationals to compete in
overseas markets with foreign nationals.

(2) The impact of current law on total U.S. exports and on U.S. employment
generated by exports.

(¢))
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(3) Factors the Subcommittee should consider in designing an exclusion for foreign
income, including the level of the exclusion, ease of administering the exclusion, the .
effect of limiting the exclusion to individuals engaged only in certain business
activities or employed only in certain countries, and the effect of limiting the
exclusion only to earned income.

equests to” Testify.—Witnesses who desire to testify at the hearing on April 24,
1981 must submit a written reltzo;st to Robert E. Lighthizer, Chief Counsel, Commit-
tee on Finance, Room 2227 Dirksen Senate Office Building, Washi n, D.C. 20510,
to be received no later than noon on April 17, 1981. Witnesses will be notified as
soon as practicable thereafter whether it has been possible to schedule them to
. present oral testimony. If for some reason a witness is unable to appear at the time

scheduled, they may file a written statement for the record in lieu of the personal
appearance. In such case a witness should notify the Committee of his inability to
appear as soon as possible.
nsolidated testimony.—Senator Packwood urges all witnesses who have a
. common position or who have the same general interest to consolidate their testimo-
ny and designate a single spokesman to present their common viewpoint orally to
the Subcommittee. This procedure will enable the Subcommittee to receive a wider
expression of views than it might otherwise obtain. Senator Packwood urges very
strongly that all witnesses exert a maximum effort to consolidate and coordinate
their statements.

Legislative Reorganization Act.—Senator Packwood stated that the Legislative
Reorganization Act of 1946, as amended, requires all witnesses appearing before the
Committees of Congress ‘to file in advance written statements of their proposed
testimon)t'.” and to limit their oral presentations to brief summaries of their
argument. :

itnesses scheduled to testify should comply with the following rules:

(1) A copy of the statement must be filed not later than noon on the last business
day before the witness is scheduled to apﬁea.r.

é) All witnesses must include with their written statements a summary of the
principal points included in the statement. '

(3) The written statement must be typed on letter-size paper (not legal size) and at
least 100 copies must be submitted by noon on Thurday, April 23, 1981.

(4) Witnesses should not read their written statements to the Subcommittee, but
ought instead to confine their oral presentations to a summary of the points includ-
ed in the statement. -

(5) Not more than five minutes will be allowed for the oral summary.

Written statements.—Witnesses who are not scheduled to make an oral presenta-
tion, and others who desire to present their views to the Subcommittee, are urged to
prepare a written statement for submission and inclusion in the printed record on
the hearings. These written statements should be typewritten, not more than 25
double-s pages in length, and mailed with five (5) copies to Robert E. Light-
hizer, Chief Counsel, Committee on Finance, Room 2227, Dirksen Senate ice
Building, Washington, D.C. 20510, not later than Friday, May 8, 1981.
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To amend the Internal Revenue Code of 1954 with respect to the income tax

treatment of earned income of citizens or residents of the United States
eamed abroad, and for other purposes.

IN THE SENATE OF THE UNITED STATES

FEBRUARY § (legislative .day, JaNvUARry 5), 1981
Mr. CHAFEE (for himself, Mr. TsoNGAS, Mr. MATHIAS, Mr. RoTh, Mr. Mar-’
SUNAGA, Mr. CocHRrAN, Mr. Lucagr, Mr. Boscuwitz, Mr. ScuMirt, Mr

~ GrassLEY, Mr. Bogey, and Mr. SIMPSON) introduced the following bill;
which wds read twice and referred to the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 with respect to
the income tax treatment of earned income of citizens or
residents of the United States earned abroad, and for other
purposes. i

1 Be it enacted by the Senate and House of Lepresenta-

2 tives of the United States of America in Congress assembled,
Y(Star Print)
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SECTION 1. PARTIAL EXCLUSION FOR EARNED INCOME FROM

SOURCES WITHOUT THE UNITED STATES AND
FOR FOREIGN HOUSING COSTS. | N

(a) IN GENERAL.f—;Section 911 of the Internal Revenue
Code of 1954 (relating to income earned by individuals in
certain camps) is amended to read as follows:
“SEC. 911. EARNED INCOME FROM SOURCES WITHOUT THE

| UNITED STATES; FOREIGN HOUSING COSTS.,

“(a) EARNED INCOME ExcoLusioN.—In the case of an
individual who is— |

“(1) a citizen of the United States and who estab-
lishes to the satisfaction of the Secretary that he has
been a bona fide resident of a foreign country or coun-
tries for an uninterrupted period which includes an
entire taxable year, or

“(2) a citizen or resident of the United States and
who, during any period of 12 consecutive months, is
present in-a foreign country or countries during at
least 330 full days in such period,
at the election of such individual (made at such time and in
such manner as the Secretary prescribes by regulation), there
shall be excluded from the gross income of such individual,
and exempt from taxation under this subtitle, amounts re-
ceived by such individual from sources within a foréigllx coun-
try or countries (except amounts paid by the United States or

any agency thereof) which constitute earned income attribut-
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3
able to services performed by such individual during the
period described in paragraph (1) or (2), whichever is appro-
priate.

“(b) DEFNITION OF EARNED INCOME.—For purposes
of this section, the term ‘earned income’ means wages, sala-
ries, or professional fees, and other amounts received as com-
pensation for personal services actually rendered, but does
not include that part of the compensation derived by the tax-
payer for personal services rendered by him to a corporation
which represents a distribution of earnings or profits rather
than a reasonable allowance as compensation for the personal
services actually rendered. In the case of a taxpayer engaged
in a trade or business in which both personal services and
capital are material income-producing factors, under regula-
tions prescribed by the Secretary, a reasonable allowance as
compensation for the personal services rendered by the tax-
payer, not in excess of 80 percent of his share of t‘he net
profits of such trade or business, shall be considered as
earned income.

“(c) SPECIAL RULES.—

“(1) LIMITATIONS ON AMOUNT OF EXCLU-

SION._--The amount excluded from the gross income of

an individual under subsection (a) for any taxable year

shall not exceed an amount which shall be computed
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on -a.‘ daily basis at an annual rate of compensation
equal to the sum of—
“(A) $50,000, plus
“(B) 50 percent 'of the lesser of—

“(@) the amount of compensation re-
ceived by such individual in such taxable
year which exceeds $50,000, or

“(ii) $50,000,

for each day of the taxable year during which such in-
dividual is present in a foreign country.

‘“2) ATTRIBUTION TO YEAR IN WHICH SERVICES
ARE PERFORMED.—For purposes of applying para-
graph (1), amounts received shall be considered re-
ceived in the taxable year in which the services to
which the amounts are attributable are performed.

“(3) TREATMENT OF COMMUNITY INCOME.—In
applying paragraph (1) with respect to amounts re-
ceived from services performed by a husband or wife
which are community income under community prop-
erty laws applicable to such income, the aggregate
amount excludable under subsection (a) from the gross
income of such husband and wife shall equal the _‘
amount which would be excludable if such amounts did

not constitute such community income.
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‘“(4) REQUIREMENT A8 TO TIME OF RECEIPT.—

No amount received after the close of the taxable year
following the taxable year in which the services to ]
which the amounts are attributable are performed may
be excluded under subsection (a).

“(5) CERTAIN AMOUNTS NOT EXCLUDABLE.—No
amount—

“(A) received as a pension or annuity, or
*(B) included in gross income by reason of
section 402(b) (relating to taxability of beneficiary
of nonexempt trust), section 403(c) (relating to
taxability of beneficiary under a nonqualified an-
nuity), or section 403(d) (relating to taxability of
beneficiary under certain forfeitable contracts pur-
- chased by exempt organizations),
may be excluded under subsection (a).

“(6) TEST OF BONA FIDE RESIDENCE.—A state-
ment by an individual who has earned income from
sources within a foreign country to the a.uthoﬁties of
that country that he is not a resident of that country, if
he is held not subject as a resident of that country to
the income tax of that country by its authorities with
respect to such earnings shall be conclusive evidence
with respect to such earnings that he is not a bona fide

resident of that country for purposes of subsection (a).
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“(7) FOREIGN TAXES PAID ON EXCLUDED
INCOME NOT CREDITABLE OR DEDUCTIBLE.—An indi-
vidual shall not be allowed as a deduction or as a
credit against the tax imposed by this chapte_r any
credit or deduction for the amount of taxes paid or ac-
crued to a foreign country or possession of the United
States, to the extent that such deduction or credit is
properly allocable to or chargeable against amounts ex-
cluded from gross income under this subsection, other
than the deduction allowed by section 217 (relating to
moving expenses).

“(d) HousiNg CosT EXCLUSION.—

“(1) IN GENERAL.—In the case of an individual
described in vsubsection (a), at the election of such indi-
vidual (made at such. time and in such manner as the
Secretary prescribes by regulation), there shall be ex-
cluded from the gross income of such individual, and
exempt from taxation under this subtitle, in addition to
any amounts excluded and exempt under subsection
(8), an amount equal to the housing cost amount.

“(2) HousiNGg cosT AMOUNT.—For purposes of
this subsection, the housing cost amount is the amount
by which an individual’s housing expenses for the tax-
able year exceed 16 percent of the salary of an em-

ployee of the United States who is compensated. at a
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rate equal to the annual rate paid for step 1 of grade
GS-14.

“(3) HousiNg EXPENSES.—The term ‘housing
expenses’ means the reasonable expenses paid or in-
curred during the taxable year by or on behalf of an
individual for housing for the individual (and, if they
reside with him, for his spouse am{ dependents) in a
foreign country. The term— h ‘

“(A) includes expenses attributable to the
housing (such as utilities and insurance), but

“(B) does not include interest and taxes of
the kind deductible under section 183 or 164 or
any amount allowable as a deduction under sec-

tion 216(a).

Housing expenses shall not bé treated as reasonable to
the extent such expenses are lavish or extravagant
under the circumstances.

“(4) SECOND FOREIGN HOUSEHOLD.—If an indi-
vidual described in subsection (a) maintains a separate
household outside the United States for his spouse and
dependents and they do not reside with him because of
living conditions which are dangerous, unhealthful, or
otherwise adverse, then the words ‘if they reside with
him’ in paragraph (3) shall be disregardsd.”.

(b) CLERICAL AMENDMENTS.—
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(1) The table of sections for subpart B of part III

of subchapter N of chapter 1 of such Code is amended
by striking out the item relating to section 911 and in-
serting in lieu thereof the following:

“Sec. 911, Earned income from sources without the United States;
foreign housing costs.”.

(2) Sections 43(c)1)(B), 1302(b)2XA)(), 1304-

(bX1), 1402(a}8), 6012(c), and 6091(b)(1)(B)iii) are

each amended by striking out ‘“relating to income

earned by employees in certain camps’ and inserting

in lieu thereof “fela.ting to earned income from sources -

without the United States and foreign housing costs”.
SEC. 2. EMPLOYEES LIVING IN CAMPS.

Section 119 of the Internal Revenue Code of 1954 is
amended by adding the following new subsection:

“(c) EMPLOYEES LIviNG IN CanPs.—In the case of an
individual who is furnished lodging in a camp by or on behalf
of his employer, such camp shall be considered to be part of |
the business premises of the employer. For purposes of this
gection a camp constitutes lodging which is—

“(1) provided by or on behalf of the employer be-
cause the place at which such individual renders serv-
ices is in an area where satisfactory housing is not

available on the open market,
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1 “(2) located, as near as practicable, in t.he vicinity
2 of the place at which such individual renders services,
3 and
4 \ “(8) furnished in a common area (or enclave)
5 which is not available to the public.”.
6 SEC. 3. REPEAL OF DEDUCTION FOR CERTAIN EXPENQES OF
7 LIVING ABROAD.
8 (8) IN GENERAL.—Section 913 of the Internal Revenue
9 Code of 1954 (relating to deduction for certain expenses of

10 living abroad) is hereby repealed.

11 °  (b) CONFORMING AMENDMENTS.—

12 (1) The table of sections for subpart B of part III
.18 of subchapter N of chapter 1 of such Code is amended

14 by striking out the item relating to section 913.

15 (2) Section 62 of such Code (relating to definition

16 of adjusted gross income) is amended by-striking out
17 paragraph (14).

18 SEC. 4. EFFECTIVE DATE.

19 The amendments made. by this Act shall apply with re-
20. spect to taxable years beginning after December 31, 1980.
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To amend ihe Internal Revenue Code of 1954 to increase the competitiveness of
American firms operating abroad and to help increase markets for United
States exports. :

IN THE SENATE OF THE UNITED STATES

FEBRUARY 8 (legislative day, JANUARY 5), 1981

Mr. BENTSEN introduced the following bilt; which was read twice and referred to
the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 to increase the
competitiveness of American firms operating abroad and to
help increase markets for United States exports.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
SECTION 1. EXCLUSION FROM GROSS INCOME,

Section 911 of the Internal Revenue Code of 1954 (re-

lating to income earned by individuals in certain camps) is

D O B W N e

:imended to read as follows:
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1 “SEC. 911. PARTIAL EXCLUSION FROM GROSS INCOME FOR

2
3

INCOME EARNED ABROAD.

‘“(a) GENERAL RULE.—The following items shall, at

4 the election of the taxpayer, not be included in gross income

5
6
1
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and shall be exempt from taxation under this subtitle:

‘(1) BONA FIDE BRESIDENT OF FOREIGN COUN-
TRY.—In the case of an individual citizen ;)f the
United States who establishes to the satisfaction of the
Secretary that he has been a bona fide resident of a
foreign country or countries for an uninterrupted period
which includes an entire taxable year, amounts which
constitute earned income attributable to services per-
formed during such unintérrupted period, except
amounts paid by the United States or any agency
thereof. The amount excluded under this paragraph for
any taxable year shall be computed by applying the
special rules contained in subsection (c).

“(2) PRESENCE IN FOREIGN COUNTRY FOR 11
MONTHS.—In the case of an individual citizen or resi-
dent of the United States who during any period of 12
consecutive months is present in a foreign country or
countries at least 330 full days- in such period, amounts
which constitute earned income attributable to services
performed during such 12-month period except
amounts paid by the United States or any agency
thereof. The amount excluded under this paragraph for

80-612 O0—81——2
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any taxable year shall be computed by applying the

special rules contained in subsection (c).
An individual who elects the exclusion provided by this sub-
section shall not be allowed as a deduction from his gross
income or as a credit against the tax imposed by this chapter
any credit for the amount of taxes paid or accrued to a for-
eign country or possession of the United States, to the extent
that such deduction or credit is properly allocable to or
chargeable against amounts excluded from gross income,
other than deductions allowed by section 217 (relating to
moving expenses). |

“(b) DEFINITION OF EARNED INCOME.—For purposes
of this section, the term ‘earned income’ means wages, sala-
ries, or professional fees, and other amounts received as com-
pensation for i)ersonal services actually rendered, but does
not include that part of the compensation derived by the tax-
payer for personal services rendered by him to a corporation
which represents a distribution of earnings or profits rather
than a reasonable allowance as compensation for the personal
services actually rendered. In the case of a taxpayer engaged
in trade or business in which both personal services and capi-
tal are material income-producing factors, under regulations
prescribed by the Secretary, a reasonable allowance as com-

pensation for the personal services rendered by the taxpayer,
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not in excess of 30 percent of his share of the net profits of
such trade or business, shall be considered as earned income.
“(c) SPECIAL RULES.—For purposes of computing the
amount excludable under subsection (a), the following rules
shall apply:
“(1) LIMITATION ON AMOUNT OF EXCLUSION.—
“(A) EXCLUDABLE AMOUNT.—The amount
excluded from the gross income of an individual
under subsection (a) for any taxable year shall not
exceed an amount which. shall be computed on a
daily basis at an annual rate of an amount equal
to the excludable amount for a period during
which he qualifies.
“(B) DETERMINATION OF EXCLUDABLE
AMOUNT.—The excludable amount shall be—
“() for 1981, $75,000;
“(ii) for 1982, $80,000;
“(iii) for 1983, $85,000;
“(iv) for 1984, $90,000;
“(v) for 1985 and years thereafter,
$95,000.
‘“(2) ATTRIBUTION TO YEAR IN WHICH SERVICES
ARE PERFORMED.—For purposes of applying para-

graph (1), amounts received shall be considered re-
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ceived in taxable year in which the services to which
the amounts are attributable are performed.

“3) TR?ATMENT OF COMMUNITY INCOME.—In
applying paragraph (1) with respect to amounts re-
ceived from services performed by a husband or wife
which are community income under community prop-
erty laws applicable to such income, the aggregate
amount excludable under subsection (a) from the gross
income of such husband and wife shall equal the
amount which would be excludable if such amounts did
not constitute such community income.

‘“(4) REQUIREMENT AS TO TIME OF RECEIPT.—
No amount received after the close of the taxable year
following the taxable year in which the services to
which the amounts are attributable are performed may
be excluded under subsection (a).

“(5) CERTAIN AMOUNTS NOT EXCLUDABLE.—No
amount—

“(A) received as a pension or annuity, or

‘“(B) included in gross income by reason of
section 402(b) (relating to taxability of beneficiary
of nonexempt trust), section 403(c) (relating to
taxability of beneficiary under a nonqualifed annu-

ity), or section 403(d) (relating to taxability of
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beneficiary under certain forfeitable contracts pur-

chased by exempt organizations),
may be excluded under subsection (a).

‘“(6) TEST OF BONA FIDE RESIDENCE.—A state-
ment by an individual who has earned income from
sowces within a foreign country to the authorities of
tha! country that he is not a resident of that country, if
he is held not subject as a resident of that counﬁy to
the income tax of that country by its authorities with
respect to such earnings, shall be conclusive evidence
with respect to such earnings that he is not a bona fide
resident of that country for purposes of subsection
(a)(1). '

“(d) Cross REFERENCES.—

“(1) For administrative and penal provisions relat-
ing to the exclusion provided for in this section, see
sections 6001, 6011, 6012(c), and the other provisions
of subtitle F.

“(2) For elections as to treatment of income sub-
ject to foreign community property laws, see section

981.".

SZC. 2. EMPLOYEES LIVING IN CAMPS.

Section 119 of the Internal Revenue Code of 1954 is

24 amended by adding the following new subsection:
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“(c) EMPLOYEES LIvING IN CaMPs.—In the case of an
individual who is furnished lodging in a camp, such camp
shall be considered to be part of the business premises of the
employer. For purposes of this section a camp constitutes
lodging which is— .

“(1) provided by or on behalf of the employer be-
cause the place at which such individual renders serv-
ices is in an area where satisfé,ctory housing is not
available on the open market,

“(2) located as nea:r as practicable, in the vicinity
of the place at which such individual renders services,
and

‘“(8) furnished in a common area (or enclave)
which is not available to the public.”.

SEC. 3. DEDUCTION FOR CERTAIN HOUSING EXPENSES.

Section 913 of the Internal Revenue Code of 1954 is
amended to read as follows:

“SEC. 913. DEDUCTION FOR CERTAIN HOUSING EXPENSES OF
LIVING ABROAD. '

‘“(a) ALLOWANCE OF DEDUCTION.—In the case of an
individual who is—

‘(1) BONA FIDE RESIDENT OF FOREIGN COUN-
TRY.—A citizen of the United States and who estab-
lishes to the satisfaction of the Secretary that he has

been a bona fide resident of a foreign country or coun-
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tries for an uninterrupted period which includes an
entire taxable year, or \

“(2) PRESENCE IN FOREIGN COUNTRY FOR 11
MONTHS.—A citizen or resident of the United States
and whb during any period of 12 consecutive months is
present in a foreign country or countries during at

least 330 full days in such period.

there shall be allowed as a deduction for such taxable year or
for any taxable year which contains part of such period, the

qualified housing expenses set forth in subsection (b).

“(b) QUALIFIED HOUSING EXPENSES.—

“(1) IN GENERAL.—For purposes of this section,
the term ‘qualified housing expenses’ means the excess
of— 4

‘“(A) the individual’s housing expenses, over

“/(B) the individual’s base housing amount.
“(2) HousING EXPENSES.—

“(A) In GENERAL.—For pﬁrposes of para-
graph (1), the term ‘housing ekpenses' means the
reasonable expenses paid or incurred during the
taxable year by or on behalf of the individual for
housing for the individual (and, if they reside with
him, fo. his spouse and dependents) in a foreign

country. Such term—
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“(i) except as provided in clause (ii), in-
cludes expenses attributable to the housing

(such as security, utilities, and insurance),

and

“(ii) does not include interest and taxes
of the kind deductible under section 163 and

164 or any amount allowable as a deduction

under section 216(a).

“(B) PORTION WHICH IS LAVISH OR EX-
TRAVAGANT NOT ALLOWED.—For purposes of
subparagraph (A), housing expenses shall not be
treated as reasonable to the extent such e).:penses
are lavish or extravagant under the circum-
stances.

“(3) BASE HOUSING AMOUNT.—For purposes of
paragraph (1) $5,500 shall be the ‘base housing
amount.’—

‘“(4) PERIODS TAKEN INTO ACCOUNT.—

“A) IN GENERAL.—The expenses taken
into account under this subsection shall be only
those whiéh are attributable to housing during pe-
riods for which—

“(i) the individual’s tax home is in a

foreign country, and
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“(ii) the value of the individual’s hous-

ing is not excluded under section 119.

“(B) DETERMINATION OF BASE HOUSING
AMOUNT.—The base housing amount shall be de-
termined for the periods referred to in subpara-
graph (A).

“(5) ONLY ONE HOUSE PER PERIOD.—If, but for
this paragraph, housing expenses for any individual
would be taken into account under paragraph (2) of

- subsection (b) with respect to more than one abode for

any period, only housing expenses with respect to that
abode which bears the closest relationship to the indi-
vidual’s tax home shall be taken into account under
such paragraph (2) for such period.

“(c) REGULATIONS.—The Secretary shall prescribe

such regulations as may be necessary or appropriate to carry
out the purposes of this section, including regulations provid-

ing rules—

“(1) for cases where a husband and wife each
have earned income from sources outside the United

States, and
“(2) for married individuals filing separate re-

turns.’’.
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1 SEC. 4. EFFECTIVE DATE.

2 The amendments made by this Act shall apply with re-
3 spect to taxable years beginning after December 31, 1981.
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To amend the Internal Revenue Code of 1954 to exempt {from taxation the earned
income of individuals working outside the United States.

IN THE SENATE OF THE UNITED STATES

FEBRUARY 27 (legislative day, FEBRUARY 16), 1981

Mr. JEPSEN introduced the following bill; which was read twice and referred to
the Committee on Finance

. A BILL

To amend the Internal Revenue Code of 1954 to exempt from
taxation the earned income of individuals working outside
the United States.

Be it enacted by the Senate and House of Representa-
tives of the United Stutes of America in Congress assembled,
SECTION 1. EXCLUSION OF EARNED INCOME FROM SOURCES

OUTSIDE THE UNITED STATES.

(a) GENERAL RULE.—The section heading and subsec-

tion (a) of section 911 of the Internal Revenue Code of 1954

(relating to income earned by individuals in certain camps) is

@ T O O B W N =

amended to read as follows:
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1 “SEC. 911. EARNED INCOME FROM SOURCES OUTSIDE THE
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UNITED STATES.

“(a) GENERAL RULE.—The following items shall not

be included in gross income and shall be exempt from tax-

ation under this subtitle:

‘(1) BONA FIDE RESIDENT OF FOREIGN COUN-
TRY.—In the case of an individual citizen of the
United States who establishes to the satisfaction of the
Secretary that he has been a bona fide resident of a
foreign country or countries for an uninterrupted period
which includes an entire taxable year, amounts re-
ceived from sources without the United States (except
amounts paid by the United States or any agency
thereof) which constitute earned income attributable to
services performed during such uninterrupted period.
The amount excluded under this paragraph for any
taxable year shall be computed by applying the special
rules contained in subsection (c).

' ‘Y2) PRESENCE IN FOREIGN COUNTRY FOR 17
MONTHS.—In the case of an individual citizen or resi-
dent of the United States who during any period of 18
consecutive months is present in a foreign country or
countries during at least 510 full days in such period,
amounts received from sources without the United
States (except amounts paid by the United States or

any agency thereof) which constitute earned income at-
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tributable to services performed during such 18-month

period. The amount excluded under this paragraph for

any taxable year shall be computed by applying the

special rules contained in subsection (c).

An individual shall not be allowed as a deduction from his
gross income any deduction, or as a credit against the tax
imposed by this chapter any credit for the amount of taxes
paid or accrued \to a foreign country or possession of the
United States, to the extent that such deduction or credit is
properly allocable to or chargeable against amounts excluded
from gross income under this subsection, other than the
deduction allowed by section 217 (relating to moving
expenses).’’.

(b) ELIMINATION OF LIMITATION ON AMOUNT OF Ex-
CLUSION.—Subsection (c) of section 911 of such Code (relat-
ing to limitations and special rules) is amended—

“(1) by striking out paragraphs (1), (2), (8), and

(7), and

(2) by redesignating paragraphs (4), (5), and (6) as

paragraphs (1), (2), and (3), respectively. .

(c) REPEAL OF SECTION 913.—Section 913 of such
Code (relating to deduction for certain expenses of living
abroad) is hereby repealed.

(d) TECHNICAL AND CONFORMING AMENDMENTS.—



26

4
(1) The table of sections for subpart B of part

IO of subchapter N of chapter 1 of such Code is
amended—
(A) by striking out the item relating to section

911 and inserting in lieu thereof the following:

“Sec. 911. Earned income from sources outside the United States.”,

“and
(B) by striking out the item relating to sec-

tion 913.

(2)  Sections  43(c)(1XC),  1302(bX2)(A)),
1304(b)(1), 1402(a)(8), 6012(c), and 6091 (b)(1)(B)(iii) of
such Code are each amended by striking out “relating
to income earned by employees in certain camps’ and
inserting in lieu thereof ‘relating to earned income
from sources outside the United States”.

(3) Subsection (k) of section 1034 of such Code
(relating to an individual whose tax home is outside the
United States) is amended— _

(A) by striking out “(as defined in section

913()(1}(B)”, and

(B) by adding at the end thereof the follow-
ing new sentence: ‘For purposes of the preceding
sentence, the term ‘tax home’ means, with respect
to any individual, such individual’s home for pur-

poses of section 162(a)(2) (relating to travel ex-
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1 penses while away from home); except that an in-
2 dividual shall not be treated as having a tax home
3 in a foreign country for any period for which his
4 abode is within the United States.”.

5 (4) Subsection (a) of section 3401 of such Code
6 (defining wages) is amended by striking out paragraph
7 (18) which was added by section 207(a) of the Foreign
8 Earned Income Act of 1978.

9 (6) Clause (iii) of section 6091(b}1)B) of such
10 Code is amended by striking out ‘“‘section 913 (relating
11 to deduction for certain expenses of living abroad)”.

12 SEC. 2. EFFECTIVE DATE.

13 The amendments made by section 1 of this Act shall
14 apply to taxable years beginning after December 31, 1981.
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97TH CONGRESS
1ST SESSION ° 867

To amend the Internal Revenue Code with respect to the tax treatment of
Americans abroad.

IN THE SENATE OF THE UNITED STATES

APRIL 2 (legislative day, FEBRUARY 16), 1981

Mr. MoyNIHAN introduced the following bill; which was read twice and referred
to the Committee on Finance ,

A BILL

To amend the Internal Revenue Code with respect to the tax
treatment of Americans abroad.

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

This Act may be cited as the ‘“Expatriates’ Tax Act of

Ot W

1981”.
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SEC. 2. PARTIAL EXCLUSION FOR INCOME FROM SOURCES

OUTSIDE THE UNITED STATES.

(a) IN GENERAL.—Section 911 of the Internal Revenue

‘Code of 1954 (relating to income earned by individuals in

certain camps) is amended to read as follows—
“SEC. 911. INCOME FROM SOURCES OUTSIDE THE UNITED
STATES.

“(a) GENERAL RULE.—There shall be excluded from
taxation under this subtitle 80 percent of the income that a
United States citizen— .

“(1) receives from sources within a foreign coun-
try or countries,

_ “(2) during the portion of the taxable year that he

meets the eligibility requirements of subsection (b).

“(b) ELiciBILITY.—A United States citizen is eligible
for the exclusion if—

“(1) he establishes to the satisfaction of the Sec-
retary that he is a bona fide resident of a foreign cow-
try, or

“(2) during any period of 12 consecutive months,
he is outside the United States, its possessions and ter-
ritories for at least 330 full days. -

“(8) LI_MITED WAIVER.—If, in the opinion of the
Secretary—

“(1) a United States citizen is forced by war,

civil unrest or similar conditions to return to the

80-612 O—81~—3
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United States before he has met the requirements
of this subsection, and ‘

“(ii) the citizen could reasonably have been
expected to have met those requirements,

then he shall be eligible for the exclusion for the period

during which h2 was abroad.

“(c) ExcLusion Does Nor AppLY To UNITED
STaTES GOVERNMENT EMPLOYEES.—This section does not
apply to income that is paid by the United States or any
agency thereof to military or civilian officers or-employees of
the United States, or for service as a Peace Corps volunteer
or volunteer leader.

“(d) DEpUCTIONS AND CREDITS DISALLOWED.—No
deduction or credit against tax shall be allowed to the extent
that it is properly allocable to income that has been excluded
from tax under this section.

“(e) ExcLusiON OPTIONAL.—A United States citizen
may elect to ignore the exclusion and to pay tax in any year
as if there were no exclusion. The election shall be made in
such manner as the Secretary may prescribe by regulation.”

(b) CONFORMING AMENDMENTS.—

(1) Section 7701(a) of the Internal Revenue Code

(relating to definitions) is amended by adding a new

paragraph at the end:
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‘“(38) EARNED INCOME.—The term ‘earned
income’ means wages, salaries or professional fees, and
other amounts receive:d as compensation for personal
services actually rendered, but does not include that
part of the compensation which represents a distribu-
tion of earnings or profits rather than a reasonable al-
lowance as compensation for the personal services ac-
tually rendered. In the case of a taxpayer engaged in a
trade or business in which both personal services and
capital are material income-producing factors, under
regulations prescribed by the Secretary, a reasonable
allowance as compensation for the personal services
rendered by the taxpayer, not in excess of 30 percent
of his share of the net profits of such trade or business, |
shall be considered as earned income.”

(2) Sections 37(e)9)(B), 63(e)(2), 105h)}3}B)v),
879(a)(1), 1303(c)(2), 1304(c)(3), and 1348(b)(1)(A) are
amended by striking out ‘“‘section 911(b)"’ and inserting
in lieu thereof ‘“‘section 7701(a)(38)".

(c) CLERICAL AMENDMENTS.—

(1) The table of sections for subpart B of part III
of subchapter N of chapter I of such Code is amended
by striking out the item relating to section 911 and in-
serting in lieu thereof the following:

"See. 911. Income from sources outside the United States.”
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(2) Section 43(c)(1){C)(i) is amended by striking
out “relating to income earned by individuals in certain
camps outside the United States” and inserting in lieu
thereof “relatix.lg to income from sources outside the
United States’’.

(8)  Sections  1302(b}2)(AXI),  1304(b)(1),
1402(2)(8), 6012(c), and 6091(b)(1)(B)iii) are each
amended by striking out “relating to income earned by
employees in certain camps’ and inserting in lieu
thereof ‘“‘relating to income from outside the United

States’’.

SEC. 3. REPEAL OF DEDUCTION FOR CERTAIN EXPENSES OF

LIVING ABROAD.

(a) IN GENERAL.—Section 913 of such Code (relating

to deduction for certain expenses of living abroad) is hereby

repealed.

(b) CLERICAL AMENDMENTS.—

(1) The table of sections for subpart B of part II1
of subchapter N of chapter 1 is amended by striking
out the item relating to section 913.

(2) Section 43(c)(1) is amended by striking out “,
913,” as it appears in the title, by inserting ‘‘or” after
the comma at the end of subparagraph (i), and by strik-
ing out subparagraph (ii).
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1 (8) Section 6091(b)(1)(B)(iii) is amended by strik-
ing out ‘“section 913 (relating to deduction for certain
expenses of Aliving abroad),”.

2
3
4 SEC. 4. EFFECTIVE DATE,
5 The amendments made by this Act shall apply with re-
6

spect to taxable years beginning after December 31, 1980.
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DESCRIPTION OF BILLS
(S. 408, S. 436, S. 598, AND S. 867)

RELATING TO

TAX TREATMENT OF FOREIGN
EARNED INCOME

PreparReD FYOR THE USE OF THE

COMMITTEE ON FINANCE

BY THE STAFF OF THE

JOINT COMMITTEE ON TAXATION

APRIL 22, 1981

INTRODUCTION

This gamphlet grovides a description of four Senate bills (S. 408,
S. 436, S. 598, and S. 867) which are scheduled for a public hearing
on April 24, 1981, by the Senate Finance Subcommittee on Taxation
" and Debt Management. The bills relate to the tax treatment of
foreign earned income of individuals. ,

The first part of the pamphlet is a summary. This is followed by a
description of the bills, including a discussion of Rresent law, issues
involved, an explanation of the provisions of the bills, effective dates,
and estimated revenue effects.

1)
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1. SUMMARY

Under the Foreign Earned Income Act of 1978, Americans working
abroad generally are eligible for deductions intended to reflect the ex-
cess costs of living abroad. Employees in camps in hardshi; areas may
in the alternative elect to exclude $20,000 from income. Prior to the
1978 Act, Americans working abroad generally could exclude $20,000
(or, in some cases, $25,000) from foreign earned income.

Under S. 408 (Senators Chafee, Mathias, Roth, Matsunaga,
Cochran, Lugar, Boschwitz, Schmitt, Grassley, Boren, Simpson, and
Tsongas), present law would be replaced with an annual exclusion of
the first $50,000 of foreign earned income plus 50 percent of the next
$50,000 of foreifgn earned income (total of $75,000 exclusion on the
first $100,000 of foreign earned income) and a deduction for excess
foreign housing costs. S. 436 (Senator Bentsen) would replace pres-
ent law with an exclusion in 1981 of $75,000 of foreign earned income
(the exclusion would increase to $80,000 in 1982, $85,000 in 1983,
£90,000 in 1984, and $95,000 in 1985 and years thereafter) and a de-
duction for excess foreign housing costs. S. 598 (Senator Jepsen)
would exclude foreign earned income entirely. S. 867 (Senator Moyni-
han) would replace present law with an optional exclusion of 80% of
all foreign source income (i.e., both earned and investment income).

8)
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II. DESCRIPTION OF THE BILLS
A. Present Law and Background

Law prior to the Foreign Earned Income Act of 1978

United States citizens and residents are generally taxed by the
United States on their worldwide income with the allowance of a
foreign tax credit for foreign taxes paid. However, for years prior to
1978, U.S. citizens working abroad could exclude up to $20,000 of
earned income a year if they were present in a foreign country for 17
out of 18 months or they were bona fide residents of a foreign country
for a period which included an entire taxable year (Code sec. 911).* In
the case of individuals who had been dona fide residents of foreign
countries for three years or more, the exclusion was increased to $25,000
of earned income. In addition, under the law prior to 1978, forei
taxes paid on the excluded income were creditable against the U.S.
tax on any foreign income above the $20,000 (or $25,000) limit.

The Tax Reform Act of 1976 would generally have reduced the
earned income exclusion for individuals working abroad to $15,000

r year. However, the Act would have retained a $20,000 exclusion

or employees of domestic charitable organizations. In addition, the
Act would have made certain modifications in the computation of the
exclusion.

These amendments made by the 1976 Act never went into general
effect because the Foreign Earned Income Act of 1978 generally re-
placed the section 911 earned income exclusion for years beginning
after December 31, 1977, with a new system of itemized deductions
for the excess costs of working overseas. However, taxpayers were
permitted to elect for 1978 to be taxed under the new provisions or
under the Tax Reform Act of 19786.

Foreign Earned Income Act of 1978

The Foreign Earned Income Act of 1978 generally replaces the
section 911 earned income exclusion for years beginning after Decem-
ber 31, 1977, with a new system of itemized deductions for the excess
costs of working overseas. The basic eligibility requirements for the
deduction are generally the same as for the prior earned income
exclusion.

The new excess living cost deduction (new Code sec. 913) consists
of separate elements for the general cost of living, housing, educa-
tion, and home leave costs. The cost-of-living element of the deduction

'This eligibility requirement was modified by Public Law 96-608 so
that the minimum time periods could be waived for Americans working abroad
who could reasonably have been expected to meet the eligibility requirements,
but who left the foreign country under conditions of war, civil unrest, or simflar
conditions which precluded the normal conduct of business.

4)
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is generally the amount by which the cost of living in the taxpayer’s
foreign tax home exceeds the cost of living in the highest cost met-
ropolitan area in the continental United States (other than Alaska).
The deduction is based on the spendable income of a person paid the
salary of a Federal employee at grade level GS-14, step 1, regard-
less of the taxpa;er’s actual income. The housing element is the excess
of the taxpayer’s reasonable housing expenses over his base housing
amount (generally one-sixth of his net earned income). The educa-
tion deduction is generally the reasonable schooling expenses for the
education of the taxpayer’s dependents at the elementary and second-
ary levels. The deduction for annual home leave consists of the rea-
sonable cost of coach airfare transportation for the taxpayer, his
spouse, and his dependents from his tax home outside the United
States to his most recent place of residence within the United States.

In addition, taxpayers hving and working in certain hardship areas
are allowed a special $5,000 deduction in order to compensate them
for the hardships involved and to encourage U.S. citizens to accept
ems)loyment in these areas. For this purpose, hardship areas are gen-
erally those designated by the State Department as hardship posts
where the hardship post allowance paid government employees 1s 15
percent or more of their base pay.

As an exception to these new rules, the Act permits employees who
reside in camps in hardship areas to elect to claim a $20,000 earned
income exclusion (under Code sec. 911) in lieu of the new excess living
cost and hardship area deductions. No foreign tax credit would be
allowed for foreign taxes attributable to the excluded amount. For
taxpayers electing the exclusion, the camp would be treated as the
employer’s business premises so that the exclusion for employer-pro-
vided meals and logging can also be claimed (provided the other
requirements &f Code sec. 119 are satisfied).

The 1978 Act liberalized the deduction for moving expenses for
foreign job-related moves, increasing the dollar limitations appheable
to temporary living expenses. The \ct also extended up to four years
while the taxpayer is working abroad the 18- or 24-month period for
reinvestment of proceeds realized on the sale of a principal residence.

Exclusion for Charitable Employees

In P.L. 96-595 Congress allowed a $20,000 annual exclusion to
employees of charitable organizations who perform charitable services
in Jess developed countries. The charitable organization must be an
organization that meets the requirements of Code section 501(c) (3)
and which is not a private foundation (within the meaning of Code
section 509(a)).

1980 Senate Finance Committee bill

The Tax Reduction Act of 1980, reported by the Senate Finance
Committee on September 15, 1980 2 (but not considered by the full Sen-
ate), would have granted a $50,000 exclusion (increased to $65,000 aft-
er two years of bona fide residence in a foreign country) to U.S. citi-
zens or residents who were present in a foreign country for at least 330

’Se;:s. 121-122 of the Finance Committee amendment to H.R. 5820 (S. Rept.
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days out of any 12-month period. Only income from services por-
formed in a developin country or services performed in charita le,
extractive, or export- %ated activities would have been eligible for the
exclusion. The exclusion was elective and was in lieu of the present
svstem of the excess living costs deduction.

Under the bill, qualified individuals would have also been allowed
to exclude an amount of foreign earned income equal to the excess of
their foreign housing costs over a base housing cost (approximately
$5,555 in 1980). As under present law, no deduction or credit wounld
have been allowed for taxes or other amounts attributable to the
excluded income.

GAO Report

On February 27, 1981, the General Accounting Office released a
report * on Americans working abroad. The report concluded that
.S, taxes were an important factor in reducing the number of
Americans employed overseas because (a) the employees were sub-
ject to U.S. tax on the reimbursement of their cxcess costs of living
overseas, (b) these taxes were reimbursed by the employers, thus
increasing the cost of the U.S. employee. and (c¢) the complexity of
the new law made compliance (lifﬁmht and expensive.

The report stated that the United States is the only major indus-
trial country which taxes foreign-source income on a citizenship
basis. Tt concluded that Congress should consider placing Americans
working abroad on an income tax basis comparable with that of
citizens of competitor countries who generally are not taxed on their
foreign earned income.

B. Issues

The issue is whether T°.S. tax laws have caused a decline in the
number of Americans working abroad, which in turn has caused a
decline in U".S. exports and in U.S. employment generated by these
exports. If so, should the U.S. tax laws be modified to afford more
generous relief to .\mericans working abroad?! Should this relief
apply onlg to foreign earned income or to all foreign income? Should
any relief that is given be targeted to those Americans working
abroad that are in a position to have a positive affect on U.S, exports?

A related issue, if only part of the mndividual’s foreign earned in-
come is to be excluded, is the extent to which the relief should be
limited to the specific circumstances of the taxpayer or should be in
the fornm: of a flat dollar or formula amount.

3 Report to the Congress by the Comptroller General of the United States, ‘“‘American
Ewployment Abroad Discouraged Ly U.8. Income Tax Laws” (U.S. General Accounting
Office, 1.D.-81-29 ; Feb. 27, 1981).
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C. Explanation of Provisions

1. S. 408 (Sens. Chafee, Mathias, Roth, Matsunaga, Cochran, Lu-
gar, Boschwitz, Schmitt, Grassley, Boren, Simpson, and
Tsongas): Partial exclusion for foreign earmed income of
individuals

Explanation of the bill

The bill would modify the eligibility standards of present law and
would replace the present system of deductions for excess living costs
with an exclusion, subject to a cap, of foreign earned income. The
bnoa fide residence test would remain in its present form. However,
an individual would also be eligible for the special provisions if he
were Fresent, in a foreign country or countries for 330 days in any
period of 12 consecutive months l—(‘/;'ta,t;her than 510 days in any period
of 18 consecutive months as under present law). Individuals meetin
these requirements generally could elect to exclude foreign earn
income attributable to the period of foreign residence or presence at
an annual rate of $50,000 plus 50 percent of the next $50,000 (total
of $75,000 on the first $100,000 of foreig: earned income).

In addition to the exclusion described above, an individual would
be allowed to elect to exclude a portion of his housing expenses. The
exclusion is equal to the excess of the taxpayer’s “housing expenses”
over a base housing amount. The term “housing expenses” means the
reasonable expenses paid or incurred during the taxable year by or
on behalf of the individual for housing for the individual (and, if
they reside with him. for his spouse and dependents) in a foreign
country. The term includes expenses attributable to the housing, such
as utilities and insurance, but does not include interest and taxes,
which are separately deductible. If the taxpayer maintains a second
household outside the United States for his spouse and dependents
who do not reside with him because of adverse living conditions, then
the housing{expenses of the second household are also eligible for the
exclusion. Housing expenses are not treated as reasonable to the ex-
tent they are lavish or extravagant under the circumstances.

The base housing amount is 16 percent of the salary of an employee
of the United States whose salary grade is stegal of grade GS-14.
Currently, this salary is $34,713, so the current base housing amount
would be $5,554.

As under present law, amounts paid by the United States or its
agencies could not be excluded. The rules now in effect relating to
the computation of the exclusion and the disallowance of a credit or
deduction for foreign taxes or expenses allocable to the excluded
income would be retained.

The present deduction for excess foreign living costs (Code sec.
913) would be repealed. Thus, if a taxpayer chooses not to elect the

(7
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above exclusions, he would be fully taxed on his foreign source in-
come, subject, however, to a full foreign tax credit. The bill would
also retain the rule of present law that a hardship area camp is
treated as the business premises of the employer, permitting (if
other conditions are met) the exclusion from income of the value of

meals and lodging.
Effective date
The bill would apply to taxable years beginning after December 381,
1980.
Revenue effect

It is estimated that this bill would reduce calendar year liability
and fiscal year receipts as follows: ,

(millions of dollars)

1981 1982 1983 1984 1985
Calendar_____._______._ 523 565 610 659 712
Riscal .. .. _____ 288 546 590 637 689

2. S. 436 (Mr. Bentsen): Partial exclusion for foreign earned
income of individuals

\ Explanation of the bill

The bill would modify the eligibility standards of present law. The
bona fide residence test would remain in its present form. However,
an individual would also be eligible for the special provisions if he
wer(:x*)resent in a foreign country or countries for 330 days in any
period of 12 consecutive months (‘;-ather than 510 days in any period
of 18 consecutive months as under present law).

“Individuals meeting the eligibility requirements could elect to ex-
clude foreign earned incoine attributable to the period of residence or
presence at an annual rate of $80,000 for 1982, $85,000 for 1983, $90,-
000 for 1984, and $95,000 for 1985 and years thereafter. As under
present law, amounts paid by the United States or its agencies could
not be excluded. The rules, now in effect relating to the computation of
the exclusion, and disallowing a credit or reduction for foreign taxes
or expenses allocable to the excluded income, would be retained.

In addition, individuals qualifying for the exclusion would be
entitled to a deduction for qualified housing expenses. These are the
cexcess of the individual’s housing expenses over a base housing amount
of $5.500. The term “housing expenses” means the reasonable expenses
paid or incurred during the taxable year by or on behalf of the in-
dividual for housing for the individual (and, if they reside with him,
for his spouse and dependents) in a foreign country. The term includes
expenses attributable to the housing (such as security, utilities, and
insurance), but does not include interest and taxes, which are sep-
arately deductible. Housing expenses are not treated as reasonable to
the extent they are lavish or extravagant under the circumstances.
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The Egesent deduction for excess foreign living costs (Code sec. 913)
would be repealed. Thus, if a taxpayer chooses not to elect the exclu-
sion, his foreign source income would incur full U.S. taxation subject,
however, to a full foreign tax credit. However, the deduction for qual-" .
ified housing expenses is allowed regardless of whether the taxpayer
elects the exclusion or not. Also, the bill would retain the rule of pres-
ent law that a hardship area camp is treated as the business premises
of the employer, permitting (if other conditions are met) the exclu-
sion from income of the value of meals and lodging.

Effective date
98The bill would apply to taxable years beginning after December 31,
1981,
Revenue effect
It is estimated that this bill would reduce calendar year liability
and fiscal year receipts as follows:

(millions of dollars)
1982 1983 1984 1985 ' 1986
Calendar_ . .. .. _...___ 586 639 694 754 814
Fiseal ... _...._... 322 615 670 727 787

3. S. 598 (Senator Jepsen) : Exemption for foreign earned income
of individuals

Explanation of the bill

The bill would retain the eligibility standards of present law (the
bona fide residence and presence tests). Individuals meeting these
requirements could exclude the entire amount (except amounts paid
by the United States or any of its agencics) of their foreign earned
income attributable to services performed during the period of foreign
residence or presence. Taxes or expenses allocable to the excluded
amounts would not be allowed as a credit or deduction. The deduction
for excess foreign living costs of present law (Code sec. 913) would

be repealed.
Effective date
19él‘lhe bill would apply to taxable years beginning after December 31,
Revenue effect
It is estimated that this bill would reduce calendar year liability
and fiscal year receipts as follows:

(millions of dollars)

1982 1983 1984 1985 1986

Calendar_ . _____.__.._ 610 659 712 769 831
Fiseal o ________.. 336 637 689 743 803
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4. S. 867 (Senator Moynihan): Partial exclusion for foreign in-
come of individuals

The bill provides that if & U.S. citizen is a bona fide resident of a
foreign country (for any period of time, not just a taxable year) or
is outside the United States for 330 days during any 12 consecutive
month period, he could exclude 80 percent of all his foreign source
income (both earned and investment income) during the period he
met thess qualification requirements. As under present law, amounts
paid by the United States or any of its agencies would not be ex-
cluded and no deduction or credit would be allowed to the extent
allocable to excluded income.

The- bill would repeal the present system of deductions for excess
foreign living costs (sec. 913). It also would allow the taxpayer to
elect not to exclude his foreign source income. Thus, if a taxpayer
chooses not to elect the 80-percent exclusion of his foreign source
income, that income would incur full U.S. taxation subject, however,
to a full foreign tax credit.

Effective date
1 éI(‘)he bill would apply to taxable years beginning after December 31,
Revenue effect

It is estimated that this bill would reduce calendar year liability
and fiscal year receipts as follows:

(millions of dollars)
1981 1982 1988 1984 1988
Calender. .o ooooeo . 498 539 582 629 681

Fiscal . . _____.._.. 274 520 563 608 658
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Senator PAckwoobp. The hearing will come to order. This is a
hearing on the general subject of the taxation of income of Ameri-
cans earned who are working overseas. -

We have some opening statements, but I have asked the commit-
tee members to defer them so that Secretary of Commerce, Mal-
colm Baldrige might testify. He has a deadline to meet.

I would also like to thank Roger Jepsen, who would have been
the first witness, for saying that he is happy to yield to the Secre-
tary. So, Mr. Secretary, we are ready to take you now and we
appreciate you accommodating your schedule to us.

nator DoLE. Mr. Chairman, could I just put a statement on the
record? I have another hearing in line down che hall.

Senator PAckwoobp. Yes.

Senator DoLE. I appreciate your calling these hearings and I
know of your deep interest and Senator Chafee’s and others on the
committee. I hope that we can address this problem in the right
way this year, and I thank you very much. I have a very nice
statement which I will just put there.

Senator PAckwoop. Thank you very much, Senator Dclc.

[Statements of Senators Dole and Chafee follow:]

STATEMENT OF SENATOR DOLE BEFORE THE SUBCOMMITTEE ON TAXATION AND DEBT
MANAGEMENT

THE TAX ON AMERICANS OVERSEAS

Mr. Chairman: I believe this hearing will serve to focus attention on a vital issue:
The extent to which our tax treatment of U.S. citizens working overseas undermines
efforts to improve our export position.

The United States is the only major industrial country that taxes the earned
income of its citizens working abroad. Those citizens are also subject to foreign
income taxes and must accommodate themselves to higher living cost overseas. This
policy can impair the competitive position of American companies with respect to
their overseas operations. It hinders our ability to maintain highly qualified Ameri-
cans in key positions overseas, and often results in fewer job opportunities abroad
for Americans. That means more pressure on the domestic job market. In addition,
our tax treatment of expatriates means American companies face higher costs when
theg seek to compensate for the inequity. That means they are more likely to be
outbid on contracts by foreign competitors. This is an unwarranted and unjustifiable
restriction on the ability of American companies to compete overseas.

Mr. Chairman, Congress intended to alleviate this tax burden on our expatriates .
when it passed the Foreign Earned Income Act of 1978. That Act allowed Americans
working overseas to deduct reimbursements that reflect the higher costs of living
abroad. Unfortunately, the evidence seems clear that the deductions allowed are
significantly less than the actual reimbursement required to cover reasonable ex-
penses. The result is a higher tax burden for U.S. citizens who work overseas.

Senator Chafee has performed a valuable service in keeping this issue before the
Eublic, and the proposals by Senator Bentsen, Senator Jepsen, and Senator Moyni-

an to deal with this issue are proof of the bipartisan concern over the impact of
our tax policy on the competitive position of U.S. companies that have sizable
overseas operations. Last year the Finance Committee approved a modified version
of the Chafee proposal to reduce the tax burden on our expatriates, and that is
proof, I believe, of the concern of this Committee with the issue. I understand that
the Administration is likely to recommend a lower tax burden on Americans over-
seas when it submits its second round of proposals to the Congress. I would like to
take this opportunity to thank Ambassador Brock for his considerable efforts to
focus attention on this and other policy changes that can improve our ability to
export American goods and services,

r. Chairman, it seems to this Senator that the revenue cost of each of these
proposals is modest compared to the potential benefits that can be realized. We
should not forget that the high quality of work done by Americans overseas contrib-
utes greatlxvto the way we are viewed by the world and improving our balance of
payments. We must encourage a greater number of highly-skilled American workers
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to contribute to the world economy by working abroad. That is ample reason to
suﬁfort more equitable tax treatment for our expatriates.

r. Chairman, I appreciate the fact that you have scheduled this hearing in a
timely fashion. I look forward to hearing the testimoxx'ssfrom Senator Jepsen, from
Ambassador Brock and Secretary Baldrige and from istant Secretariw Chapoton
and the many other witnesses who are concerned over this matter. I hope this
forum will help bring out the pros and cons of the different approaches that have

been suggested.

A STATEMENT ' BY
SENATOR JOHN H. CHAFEE (R-R.I.)
TO THE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
ON THE
TAXATION OF AMERICANS ABROAD

REMOVING EXPORT DISINCENTIVES
APRIL 24, 1981

MR. CHAIRMAN. I want to thank you for granting my request
for this hearing and permitting the Subcommittee an entire morning
to consider the tax issues affecting Americans who live and work
overseas.

For two years, since it became evident that the Foreigﬁ_Earned
Income Act of 1978 cregted more problems than it solved, I have
been promoting legislation to simplify and reduce the taxes on
Americans abroad. This is extremely important, not just in the
interest of good tax policy, but in the interest of an effective
U.S. export policy. .

1 am particularly pleased today that we have an opportu&ity
to discuss the Section 911/913 problem with three distinguished
Administration officials.

Ambassador Bill Brock, the United States Trade Representative,
is President Reagan's spokesman for trade policy. As Chairman of
the White House Trade Policy Committee, he has been the individual
most responsible for bringing this issue into focus on placing it

‘on the Administration's agenda for discussion and action.
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Secretary Mac Baldrige, who made a special effort to be here today,
manages all our federal export promotion programs at the Department
of Commerce, and as a former businessman is 1nt1maca1y'familiar
with the Section 911/913 trade disincentive.

Assistant Secretary John Chapaton is the Treasury's tax policy
export and, from previous conversations, I know he is fully aware of
and sympathetic to the difficulties of Americans trying to compete
abroad.

In addition, we will hear from the General Accounting Office
which completed a significant study in February of this year called,
"American Employmént Abroad Discouraged by U.S. Income Tax Laws."
This report supplemented by the views and studies of our other
witnesses will leave the Senate with little doubt about the immediate
need to change -our overseas tax laws.

We have four bills on the agenda today, sponsored by Republicans
and Democrats. While they are different, each seeks the same resﬁlt:
changing the tax laws which put Americans abroad at a'competitive
disadvantage with their foreign counterparts. This effort was
enthusiastically endorsed in both the Republican and Democratic
platforms ‘in 1980.

The arena of world trade is a véry sophisticated place today.
U.S. industry is challenged by aggressive foreign competitors at
every turn, and we are fooling ourseives to think we can stay in
contention with one arm tied behind the back. The testimony at
this hearing will show that, indeed, our tax laws are forcing
American workers out of their overseas Jobs and creating a new

generation of foreign management in the overseas operations of U.S.

80-612 0—81——4
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firms. And, conversely, we are losing the opportunity to educate
a generation of U.S. business people the mechanics of foreign .
trade. Since raising the overseas tax burden in 1976, this has
had a bad impact on U.S. exports, and it will only get worse in
the future.

This development also has significance for our role as the
world's premiere free trader. With several basic U.S. industries
threatened by foreign competition, with an ever-escalating bill
for foreign oil, and with foreign imports outstripping U.S. exports
consistently over the past five years, there is increasing pressure
in this country for protectionist import quotas to preserve U.S.
jobs. Nothing could be more detrimental to the health of our
economy. New jobs will never be created by narrowing our markets
and withdrawing into a protectionist shell.

We must, instead, promote an aggressive U.S. export program.
It has been estimated that $1 billion of increasedrexports will
create 40,000 new jobs here at home. Opportunities for workers in
this country rest heavily on our ability to sell the products of
American ingenuity and technology in the world market. Today, one
American in every .21 can attribute his or her job to exports by
U.S. companies.

It is urgent, therefore, that we begin eliminating export
disincentives from our laws. We have been talking about it and
studying it for a number of years, but Congress has failed so far
to enact any meaningful legislation in this regard.

How, with the support of President Reagan, we have a real

.

chance to take on issues such as the taxation of Americans working
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abroad, the Foreign Corrupt Practices Act, and the export trading

company restrictions which have been hampering u.s. export efforts.
This morning, for the first time, we have an opportunity

to discuss the most prominent of these issues -- the taxation of

overseas Americans -- with key Administration officials and,

hopefully, come to an understanding about what must be done by

Congress to eliminate a major U.S. export impediment.

We welcome all the witnesses who have come to assist the

Finance Committee in this task.

Senator PACKwoop. Mr. Secretary, good to have you with us.
Mr. BALDRIGE. Thank you, Mr. Chairman.
[The prepared statement of Hon. Malcolm Baldrige follows:]

STATEMENT OF HON. MALCOLM BALDRIGE BEFORE THE SUBCOMMITTEE ON
TAXATION AND DEBT MANAGEMENT

Mr. Chairman and members of the committee, I am pleased to be here to discuss
with you how to increase our exports by removing tax disincentives for Americans
working abroad.

THE PROBLEM

The costs to U.S. firms of employing American workers overseas have risen
dramatically in recent years, in larfe part because companies often provide “tax
equalization” programs to these employees. In some instances, rising tax costs have
forced U.S. employers to reduce the number of their American workers, or to
replace them with foreign nationals. American workers responsible for purchasing
goods or services for their companies are more likely to specify American-made
products in fulfilling job requirements abroad than would their foreign counter-
parts. If a U.S. firm chooses to replace its American employees abroad with nation-
als of other countries, the valuable follow-on of U.S. exports is often lost. This trend
has serious consequences for export growth.

A June 1980, report by Chase Econometrics found that the 1978 changes in the
U.S. tax code have led to a 5 percent drop in exports, and a reduction in overall tax
receipts far greater than the increased taxes paid by overseas workers.

The U.S. government is not receiving significant revenue from taxing U.S. expa-
triate foreign source income. However, the U.S. is losing U.S. employment both at
home and abroad which is reducing U.S. tax revenues from the business beinf lost.
Further, to employ foreign nationals rather than U.S. expatriates abroad will tend
to hasten and intensify foreign competition with U.S. companies as U.S. technology
and know-how are spread more widely and rapidly throughout the world.

THE PRESENT SYSTEM

The issue of how we can remove the present tax disincentives for Americans
working abroad was discussed intensively for more than two ﬁars rior to the
enactment of the Foreign Earned Income Act of 1978 (Act). That Act provided
special deductions to reduce the additional U.S. tax cost incurred by expatriate
Americans and their overseas employers on pay allowances and other offsetting
compensation which do not represent increases in their real income. However, tax
benefits provided by the Act are extremely complicated, difficult to use, and do not
provide meaningful relief.

INADEQUACIES OF THE PRESENT SYSTEM

The increased costs of living overseas, when not fully compensated bty the employ-
er, are a signficant deterrent to overseas service. Americans with families often
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must make personal sacrifices to accept assignments in even the most attractive
locations, Americans living in countries with tax rates comparable to those of the
United States are returning home because of the additional tax cost they encounter.
Since tax reimbursement is itself deemed by the United States to be taxable income,
firms compensating their employees for the tax cost of working overseas find that
X forty"thousand per year executive can wind up paying taxes on $95,000 of gross
income.

Many U.S. firms provide for certain allowances such as extra housing and living
costs for their American employees abroad. Some companies also reimburse the
employee for taxes, U.S. and foreign, which exceed those the employee would have
paid had he not gone abroad. Both the allowances and the tax equalization pay-
ments result in added U.S. taxable income. Therefore, to keep the employee eco-
nomically in the same position after taxes as he would have been had he not gone
abroad, the allowances and tax equalization payments must be ‘‘grossed-up” or
basically doubled.

The present system involves a heavy burden of recordkeeping and tax prepara-
tion, which itself constitutes an additional cost to the American and his overseas
employer. U.S. firms abroad incur fees from their independent public accountants
for Ereparation of U.S. and foreign tax returns of the expatriates and computation
of the tax equalization payments. For lower income expatriates the fees average
about $1,000 per year. For senior executives with complex situations the fees can
$3,000 or more. In addition, there are internal corporate administrative costs in-
volved in monitoring the tax equalization program.

PRESENT WAYS OF DEALING WITH THE PROBLEM

Let me refer to some U.S. companies with which I am familiar, Mr. Chairman.
This reimbursement and taxation situation for expatriates results in Bendix incur-
ring costs of about 2% to 3 times the base compensation of the expatriates.

In a major contract recently awarded to a Bendix affiliate by the U.S. Govern-
ment for services to be performed in the Middle East, Bendix was asked to bid on
the basis of staffing with 100% U.S. personnel as compared with only U.S. personnel
in those positions considered critical. The bid which included all U.S. personnel was
183 percent of the bid which included U.S. personnel in only the critical positions
involving 21 percent of the total staffing requirements. Needless to s'z}y, Bendix was
awarded the contract on the bid which included only 21 percent U.S. personnel.
About 1,860 J:oositions were filled with foreign nationals and not U.S. expatriates.

Bendix and its U.S. affiliates (excluding foreign affiliates) have several thousand
employees working abroad. To minimize the costs of conducting foreign business,
Bendix had taken specific steps to employ foreign personnel rather than U.S.
expatriates.

A subsidiar¥l involved in geophysical services has opened an office in London to
recruit English speaking foreign nationals for employment in Sudan and Nigeria.

The Bechtel Group has had similar experiences. In connection with a hydro-
electric powerhouse project in Egypt, the portion of their proposal relating to on-site
construction management required 23 engineers. They could only include seven
American engineers, due to the high tax cost involved. The remaining 16 engineers
had to come from other countries. This $155 million-four year engineering and
construction management job was lost to a Swedish consortium due, to a large
extent, to the fact that the on-site personnel mix so weakened their proposed
technical team, they were no longer considered to be an American firm bidding
against foreign firms, but rather were themselves a foreign firm.

Bechtel is at the present time designing and building the Riyadh International
Airport in Saudi Arabia. This is a $3.5 billion project which was opened to tendering
by firms from all parts of the world. On that particulalifroject of the 30 contractors
besides Bechtel working on the project not one is a U.S. firm and this is with a
plant designed and being managed by Bechtel. No U.S. firm won a bid in competi-
tion with foreign firms in the international market.

As a result of these problems, more and more firms are turning to employing
foreign nationals. A joint-venture company in which Bendix is a partner has estab-
lished recruiting offices both in London and Manila to recruit employees from
Europe, Australia and the Philippines for a government contract to be performed in
the Middle East.

One company indicated that its expatriates, with an annual average base pay of
$50,000 were costing the company $150,000. In the opinion of that company manage-
ment, nothing short of a major restructuring of the taxation of expatriate foreign
source income was foing to solve the company’s expatriate cost problems.

Another result of employing less U.S. expatriates to do the work of U.S. compa-
nies in foreign countries is to more rapidly spread the U.S. know-how and technol-
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ogy to foreisn nationals and hasten and intensify foreign competition with U.S.
companies. Obviously, this will further reduce U.S. business activity and employ-
ment over time.

Under these conditions, we believe the most sound tax policy for the U.S. govern-
ment would be to exempt generous portions of the earnings of expatriates. To

revent artificial tax avoidance, reasonable tests of bona fide foreign residence could
established.

The cost of employing an American engineer on an overseas project in Jordan is
approximately 47 percent greater than the cost of emdploying a British expatriate on
the same project. Seventy-five percent of this cost differential is due to the more
favorable UK tax policy for expatriates. A contractor using 100 percent British mid-
level personnel rather than Americans on a project funded by the World Bank in
Jordan computed that he would experience a cost savings of 2.8 percent—an amount
exceeding hig expected profit. Margins of this size are often the difference between
an award and a loss contract.

U.S. government taxation of expatriates income earned abroad has somgferverse
results. First, the grossing-up of payments to the expatriate results in added taxable
income for both U.S. and foreign tax purposes in marg cases. The foreign govern-
ment collects ‘a higher tax on the higher income. For U.S. tax purposes, the higher
foreign taxes are a credit against the U.S. tax liability of the expatriate and the
U.S. collects little or no added tax. In total, U.S. government revenue from expatri-
ate taxes is small. However, as less U.S. expatriates are employed abroad, total U.S.
business activity is reduced and tax revenues are lost from both lower employment
and lost business income.

SOLVING THE PROBLEM

The United States is unique in taxing the foreign earned income of its non-
resident citizens. A comparison of the U.S. system with the tax system of Canada,
France, Germany, Japan and Britain reveals the United States to be alone in taxin
on the basis of citizens rather than residence. To place Americans working abroa
and their U.S. employers on an equal footing with their foreign counterparts re-
quires a liberalization and simplification of current law as applied to Americans
working overseas.

To place Americans working abroad and their U.S. employers on an equal footing
with their foreign counterpart requires amendment to the complex and costly
provisions of Internal Revenue Code Sections 911 and 913. They should be replaced
with a major restructuring of the exclusion from U.S. taxable income of expatriate
income earned abroad. To prevent artificial abuse and tax avoidance, reasonable
tests of foreign residency would have to be provided. In concept, if an American is
employed abroad in a legitimate business activity, his foreign source earned income
should not be paralyzed by excessive U.S. taxes. To continue to do so will further
reduce U.S. employment abroad and continue to provide a significant disincentive to
our national export effort.

STATEMENT OF HON. MALCOLM BALDRIGE, SECRETARY OF
COMMERCE

Mr. BALDRIGE. The costs to U.S. firms of employing American
workers overseas have risen dramatically in recent years, mostly
because companies have to provide tax equalization programs to
those employees. In many instances, rising tax costs have forced
U.S. employers to reduce the number of American workers or
replace them with foreign nationals.

American workers responsible for purchasing goods or services
are more likely to buy American products than foreign nationals. I
think that is obvious. This trend has serious consequences for
export growth. ,

A June 1980 report by Chase Econometrics found that the 1978
changes in the U.S. tax codes had led to a 5-percent drop in exports
and reduction in overall tax receipts far greater than the increased
taxes paid by overseas workers.

The U.S. Government is not receiving significant tax revenues
from taxing U.S expatriate foreign source income. However, the
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United States is losing U.S. employment, both at home and abroad,
which is reducing tax revenues from the business being lost.

Further, to employ foreign nationals rather than U.S. expatri-
ates abroad, will tend to hasten and intensify foreign competition
with U.S. companies as U.S. technology and know-how are spread
more widely and rapidly throughout the world. This is a particular
problem in the industries in which we are leading worldwide
now—technology and know-how transfer.

Senator PAckwoob. Senator Jepsen, do you want to sit up here
until your time for testimony comes and then you go down there
and come back up afterward?

Excuse me, Mr. Secretary.

Mr. BALDRIGE. Yes, Senator.

Americans living in countries with tax rates comparable to those
in the United States are returning home because of the additional
tax costs they encounter.

Since tax reimbursement is in itself deemed by the United States
to be taxable income, firms compensating their employees for the
tax costs of working overseas find that a $40,000 per year executive
can wind up paying taxes on $95,000 worth of income.

Another not completely understood additional cost are legal and
accounting fees. The present taxation system has been a boon for
both the accounting and the legal profession. Many companies I
know of, with reasonably highly paid people working abroad for
them, have to pay $3,000 for accounting just to figure out the
complicated provisions of this present act, so that the employee
will not have to bear the costs.

Let me refer specifically because I think that brings the problem
home, if I may, Mr. Chairman, to some U.S. companies and name
some names and give some specific examples.

The reimbursement and taxation situation for expatriates in the
Bendix Corporation results in their incurring costs they estimate
are 2% to 3 times the base compensation of the expatriates.

In a major contract recently awarded to a Bendix affiliate, by the
U.S. Government for services to be performed in the Middle East,
Bendix was asked to bid on the basis of staffing with 100-percent
U.S. personnel as compared with only U.S. personnel in those
positions considered critical. The bid which included all U.S. per-
sonnel was 183 percent of the bid which included U.S. personnel in
only the critical positions involved 21 percent of the total staffing
requirement. Needless to say, Bendix was awarded the contract on
the bid which included only 21-percent U.S. personnel. This meant
a loss of 1,860 jobs that were filled with foreign nationals and not
U.S. expatriates. That is the kind of a trend I am talking about,
when the top professional jobs go to Americans. If the rest of the
jobs don’t, that expertise is rapidly transferred to our competitors.

Bendix and its U.S. affiliates have several thousand employees
working abroad. To minimize the cost of conducting foreign busi-
ness, Bendix has taken specific steps to employ foreign personnel
rather than U.S. expatriates.

For example, a subsidiary involved in geophysical services, an
area in which the United States is ahead, has opened an office in
London to recruit English-speaking foreign nationals for employ-
ment in Sudan and Nigeria.
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The Bechtel group has had similar experiences. In connection
with the hydroelectric project in Egypt, the portion of their propos-
al relating to onsite construction management, required 23 engi-
neers. They could only include seven American engineers due to
the high tax cost involved. The remaining 16 engineers had to
come from other countries and learn at our expense as a result.
This $155 million, 4-year engineering and construction manage-
ment job was lost to a Swedish consortium, due, to a large extent,
to the fact that the onsite personnel mix so weakened the proposed
technical team on the Bechtel side, because their American con-
stituents were in the minority, that they were no longer considered
to be an American firm bidding against foreign firms.

Yet, they had to include only the 7 Americans out of 23 engi-
neers, because the cost difference would have been 1 to 12 percent
approximately on this job and that is enough to win or lose a
contract.

Bechtel is, at the present time, designing and building the
Riyahd International Airport in Saudi Arabia. This is a $3.5 billion
project which was opened at tendering by firms from all parts of
the world. On that particular project, of the 30 contractors besides
Bechtel working on the project, not one is a U.S. firm and this is
with a plant designed and being managed by Bechtel.

No U.S. firm won a bid'in competition with the foreign firms and
a rough rule of thumb is that half of the purchases on a job like
that—you can argue whether it is 35 to 55 percent, soinewhere
around half of the purchases—are usually U.S.-made goods. That is
what we are losing when we have a situation like that.

As a result of these problems, more and more firms are turning
to employing foreign nationals. The joint venture companies, of
which Bendix is a partner, have established recruiting offices in
London and Manila to recruit employees from Europe, Australia,
and the Philippines for a government contract to be performed in
the Middle East. That is a practical effect of this law.

One company indicates that its expatriates, with an annual base
pay of $50,000, were costing the company $150,000. In the opinion
of that company, nothing short of a major restructuring of the
taxation of expatriate foreign source income is going to solve the
company’s expatriate cost problems.

Another result that we have touched on before, but is so impor-
tant, of employing less U.S. expatriates to do the work of U.S.
companies in foreign countries, is to more rapidly spread the U.S.
know-how and technology to foreign nationals and hasten and in-
tensify foreign competition with U.S. companies.

This will further reduce U.S. business activity and employment
in the future as a ripple effect of our technology spread goes on.
They are going to school on us because of the way these tax laws
are written.

Under these conditions, we believe the most sound tax policy for
the U.S. Government would be to exempt generous, and I mean
very generous, portions of the earnings of expatriates. To prevent
artificial tax avoidance, reasonable tests of bona fide foreign resi-
dence could be established.
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The cost of employing an American engineer in an overseas
project in Jordan is approximately half again as much as employ-
ing a British expatriate on the same job.

U.S. Government taxation of expatriates’ income here and
abroad also has some perverse results which I am not sure are
completely understood. First, in many cases the grossing up of
payments to the expatriate results in added taxable income for
both U.S. and foreign tax purposes. The foreign government, there-
fore, collects a higher tax on a higher income. For U.S. tax pur-
poses, the higher foreign taxes are a credit against the U.S. tax
liability of the expatriate and the United States collects little or no
additional tax.

The total U.S. Government revenue from expatriate taxes is
small. However, as less U.S. expatriates are employed abroad, total
U.S. business activities are reduced and tax revenues are lost from
both employment and lost business income. Literally, gentlemen,
we feel that the United States is worrying about pennies in this
situation and losing dollars because of this tax law.

To solve the problem, we have to realize that the United States
is unique in taxing the foreign-earned income of its nonresident
citizens. A comparison of the U.S. system with the tax system of
Canada, France, Germany, Japan, and Britain, reveals the United
States to be alone in taxing on the basis of citizenship rather than
residency.

To place Americans working abroad and their U.S. employers on
an equal footing with their foreign counterparts requires a strong
liberalization and simplification of the current laws applied to
Americans working overseas.

- To place Americans working abroad and their U.S. employers on
an equal footing requires amendment to the complex and costly
provisions of 911 and 913. They should be replaced with a major
restructuring of the exclusion from U.S. taxable income of expatri-
ate income earned abroad-

If an American is employed abroad in a legitimate business
activity, his foreign source earned income should not be penalized
by excessive U.S. taxes. To continue to do so will further inhibit
U.S. employment abroad and continue to provide a significant dis-
incentive to our national export effort.

Thank you very much, Mr. Chairman.

Senator PAckwoop. Mr. Secretary, thank you. Senator Chafee?

Senator CHAFEE. Thank you for scheduling these hearings. This
is a matter that, as you know, has been of deep concern to me and
I appreciate your tax subcommittee taking up this matter quickly.
Mr. Baldrige what is your time schedule?

Mr. BALDRIGE. If I leave here by 10:15 I am all right.

Senator CHAFEE. Oh, well that is easy. Let me ask you this,
you're preaching to the choir, in effect, here in this committee in
that last year, as you perhaps you know, we brought out a repeal
of 911 in the tax bill that the Senate Finance Committee brought
out.

Therefore, the questions I am asking you are to bolster and I'll
ask the others, too, the other witnesses, are to bolster our argu-
ments on the floor because this bill will not be greeted with unani-
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mous approval on the Senate floor. There are some long foes to it,
although they are not many.

Now, here is my question. Why should an American engineer
going to Nigeria, have his taxes paid by the Federal Government?
Why by the employer? Why is there this escalation? Why isn’t he
perfectly prepared to go for $50,000? Is the problem that you can’t
get somebody to go for $50,000, an American, to go for $50,000
which is taxed at the standard U.S. rates?

Mr. BALDRIGE. That is the problem, Senator. You have the prob-
lem of just changing your whole style of living. If you have a
family, you have those inevitable problems—if you have children,
you have schooling problems.

There is, I think, no desire on the part of the average, or the
potential employee to go to some faraway place and be able to not
save as much money as he was making at home. He just doesn’t
want to do it; too many problems involved.

Senator CHAFEE. Now, in your testimony you mentioned reason-
able residency. In the bill last year we had 11 out of 12 months.

Since then there has been a problem which has come up from
some oil drillers, oil companies that are doing drilling actually off
Nigeria and there they have the situation where their people go
on—oh, let’s say a month on and a month off. They are on rigs off
Nigeria for a month and then they might be back in the United
States for a month or say they are back for 2 weeks, they fly them
in and out.

Now, this legislation would not take care of those people. Do you
have any thoughts on the residency requirement and should we
stretch it to cover these people or are these people just like those
who are working on the rigs in northern Alaska for example?

Mr. BaLDprIGE. Well, I believe we should stretch it, Senator. I
think that in the desire to cover up every potential loophole, we
can get this bill so complicated it is going to miss some very
important exceptions.

The essential thrust of my testimony is to say we are losing
business abroad. We are losing the future business that we don’t
even know about now and to try and be so clever in constructing a
bill so that every possible loophole is covered, I think we can be far
;oo clever. That is what has happened to us in the past and it has

urt us.

Other countries that we are competing with don’t tax foreign
earned income at all. Any kind of a barrier we put on this is
adding to the lack of competitiveness of the United States. Any-
thing we do except be directly competitive with our foreign compet-
itors is that way. I think we should be loose on that area.

Senator CHAFEE. Well, I must say that in opening up this resi-
dency problem, I think we are getting into an area that those who
have submitted legislation have never wrestled with because we
have always felt we wanted to cover the person who was, indeed,
working abroad, either on a long-term basis or on a contract in
Saudi Arabia. The 11 out of 12 months, we have never run into any
problem because we have not really looked for problems, particu-
larly as in connection with this oil drilling situation.
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Can I say, from the testimony you are giving, that you are
speaking for the administration? Is the administration in support
of this legislation?

Mr. BALDRIGE. Well, it depends how you describe the legislation,
Senator. The administration does support the idea of changing 911
and 913 so that the tax problems are ameliorated on foreign earned
income abroad.

The administration does not have a position yet on whether
there should be a cap or some of the details of it. I could say that
we do support the thrust of what you are trying to do, but we are
not prepared to support any particular bill today.

Senator CHAFEE. In other words, you talk a reasonable test of
residency and you talk about some income, so the administration
hasn’t agreed on a position; whether it is to exempt the first 50 or
the first 75?

Mr. BALDRIGE. No.

Senator CHAFEE. Do you think the administration would go for a
complete exemption of all foreign earned income? Senator Jepsen's
bill fits that.

Mr. BALDRIGE. I think there would be some—oh, what’s the right
word, Senator—some lengthy discussion about it. There would be
some who would advocate and some who would not. I think that is
probably the most honest answer to your question.

Senator CHAFEE. How are we going to know? You know we get
in%o the markup of these bills that the Treasury Department would
submit.

Oh, OK, I'm sorry. Thank you, Mr. Chairman.

Senator PAckwoop. We are going to operate on a time limit on
questions. We'll move to Senator Jepsen.

Senator JEPSEN. Thank you, Mr. Chairman. Just one brief ques-
tion. We'll try to get at where the administration stands and not
pushing things to the wall, but get a general—

Speaking for the administration, do you have any reservations
a(li)gut a total exclusion if adequate residency tests can be formulat-
ed?

Mr. BALDRIGE. I want to make sure I understand your question,
Senator. Speaking from the administration’s stand.

Senator JEPSEN. Well, as Mr. Secretary, in your capacity. Do you
have any reservations about total exclusion if adequate residency
tests can be formulated?

Mr. BALDRIGE. I happen not to personally, but I think the admin-
istration has not decided that. As a matter of fact, I think there
would be a real problem in perhaps total exclusion of earned
income from abroad because there are some specific problems and I
understand full well you have the author, the movie star problem
and so forth. .

Senator JEPSEN. I am going to address that, but if you're cor-
rect—strong feeling that we just can’t do this any way you look at
the hodgepodge we have in this thing and if you try to answer
everything that I think you have eluded, it is going to be iery
difficult to alleviate the real problem.

The real problem is that we have 2 percent for every 2-percent
decline in personnel, we lose 1-percent export and we have gone
from 70 to 40. Seventy percent of all the people working overseas
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were Americans a few years back. It is down to 40 now, that means
we have lost a big hunl{ of exports and transfer that back down the
line to mainstream and I know I'm talking with prior answers to
the American employment here and this is a lot more serious thing
than most people realize.

Mr. BaLDRIGE. Well, I agree 100 percent, Senator, and I cannot
stress enough the fact that where we are exporting—sending our
companies abroad on engineering and manufacturing projects—we
are the world’s leaders. Because we have to cut back on the
number of foreign personnel, we are training our competitors to
take that leadership away from us in the near future.

There are problems here that we haven’t even seen yet because
of this bill.

Senator JEPSEN. Thank you, sir.

Senator PaAckwoobp. Thank you, Senator Jepsen. John do you
have any more questions at the moment?

Senator CHAFEE. No; I do not, Mr. Chairman. I have to go,
temporarily, to the next Judiciary Committee to introduce a judge
law statement.

Senator Packwoop. Thank you. Roger, why don’t we take your
testimony now, if you want to go down to the witness table and
then come back here and then we will take Ambassador Brock.

lThank you, again, Mr. Secretary for accommodating your sched-
ule.

Senator Jepsen.

STATEMENT OF HON. ROGER W. JEPSEN OF IOWA

Senator JEPSEN. Mr. Chairman, I want to personally thank you
and the other members of the Subcommittee on Taxation and Debt
Management for inviting me to participate in today’s hearing. The
gesture means a great deal.

The subject of foreign earned income taxation is of great impor-
tance to Iowa; 20 percent of the State’s work force is directly
employed in export related activities. I welcome this opportunity to
hear these excellent witnesses and I am confident their testimony
will lead to important reforms in present law.

We ere fortunate to have persons today representing a variety of
backgrounds and considerable experience in this subject area.
From what I can tell they are going to cover the broad issues
pretty thoroughly.

I will restrict my remarks to two often heard justifications
against total exclusion of foreign earned income.

The first is the movie star argument. Defenders of the legal
status quo contend the liberalization of sections 911 and 913 would
bring a windfall for wealthy entertainers and independent busi-
nessmen and women. The source of this argument is legitimate.

In the early 1950’s, many Hollywood stars set up residence in
Mexico and went overseas for the unique purpose of sheltering
their substantial incomes from the Internal Revenue Service.

That legitimacy ended, however, when the loophole was closed by
the 1953 amendments. However, the contention that total exclusion
would resurrect this shelter is a straw man’s argument.-

To begin with, few traditional tax shelters remain. The modest
havens of the past have become the exclusive hotels of the present.
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For example, effective tax rates in France, England, Spain, Italy,
and Mexico are all higher than the American ones.

On pure economic grounds, it doesn’t pay to live abroad. Most
Americans overseas are taxed at confiscatory rates. They are better
_off staying home; too many of them do.

Two, no active entertainer or businessman can afford to fulfill
the 17 or 18 months’ residency requirement if the intention is
merely avoiding American taxes. You don’t make a lot of money
doing rock concerts in Saudi Arabia or marketing Caterpiller trac-
tors in Bermuda.

In a few cases where residency is feasible for tax reasons, it
becomes professionally impractical. And that is not an opinion,
that’s a fact.

Three, it is insulting to punish American companies and their
employees for the added domestic employment and production
their international activity inevitably creates. Americans working
overseas provide a critical service and they do so at great sacrifice.
Close friends, familiar language, life-long customs, and tolerable
climate are left behind when they relocate abroad. These people
zhould not be punished, but that is exactly what the current law

oes.

Finally, perhaps commonsense speaks most strongly against the
movie star argument. Where do all the foreign movie stars, enter-
tainers, and sports celebrities choose to live? I'll tell you where,
right here in the good old United States of America.

If there were any substance to the wealthy tax avoider argu-
ment, how come all the foreign movie stars.aren’t living in Saudi
Arabia or Hong Kong? The movie star argument is a myth. By
taxing our foreign nationals we do not create equity, we aggravate
inequity. The repeal of the 911 limitations will do only one thing:
Permit companies to market more aggressively abroad and produce
employment at home. That’s not a maybe, that’s a promise.

The other issue I want to look at today, is the question of
citizenship responsibility. I have heard several of my colleagues in
the Senate suggest that one of the duties of American citizenship is
the payment of taxes regardless of domicile.

It is argued that since all Americans benefit from citizenship, all
should share equally in the cost of those benefits. Well, three
observations seriously question the validity of that analysis.

To begin with, there is the weight of precedent. Although it is
often unfortunate to sight the behavior of others as a reason for
the support of the given policy, the fact that every leading industri-
al nation in the world today exempts foreign earned income from
domestic taxation, should give the Congress pause to reconsider the
current law.

Sweden, for example, the leading free socialist nation in the
Western World, excludes their foreign nationals from any income
tax whatsoever. We can’t accuse that government of lacking in
concern for social equity. 1t would appear that the issue is not one
of citizenship responsibility, but economics, pure and simple.

Elected officials could do better to think more about lost jobs,
lost production and lost growth in their home States and less about
the abstract social equity concerns.
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Next, we tend to forget that Americans overseas benefit very
little from citizenship except in the unlikely instances of political
unrest. In fact, if we judge from recent kidnaping and murder,
citizenship appears to have less and less tangible value.

Our Government is increasingly helpless in the fact of interna-
tional terrorism. The taxation of earned income adds insult to
injury.

. Lastly, Mr. Chairman, commonsense speaks loudly against the
idea.

Certainly the American living in Seoul, South Korea, benefits
from the presence of our Armed Forces in that nation. But if we
tax him or her, fairness dictates that we levy a tax on all South
Koreans and similarly on the Japanese, German, Brazilian, Israeli,
and other populations who share in the enormous windfall of a
strong American military force all around the world.

We don’t tax those peoples. We should not tax our own nationals
either. The analysis, if admittedly esoteric, is, nevertheless, sound. -

Citizenship responsibility means contributing to America’s wel-
fare. When Government taxes our foreign nationals, it does the
exact opposite. It destroys incentive.

The argument looks good on paper, Mr. Chairman, but in prac-
tice, it is contradictory.

To conclude, the growing participation of newly industrialized
countries (NIC’s) and lesser developed countries (LDC’s), in interna-
tional trade threaten American jobs. If the U.S. Government con-
tinues to shackle free enterprise and forbid by law, equal competi-
tion with other nations in international markets, only one person
loses: the American worker. Next to that fact the emptiness of the
i’t_log‘;e star and citizenship argument, is only more forcefully under-
ined.

No one denies that sections 911 and 913, as they now stand, are
having an adverse impact on the American economy. Differences
arise only on how to best solve that problem.

Total exclusion would involve a static revenue loss only $100
million higher than the alternative proposals. Objections can be
raised, then, only about equity and responsibility, but these argu-
ments are weak. Little speaks against total exclusion. Millions of
unemployed workers here at home speak for it.

We can’t afford to toss around recriminations about helping rich
movie stars when those statements contradict evidence. We can't
afford to talk about citizenship responsibility when that ressponsi-
bility means lost jobs and lost production in the United States.

We have to talk, Mr. Chairman, about the bottom line; American
competitiveness in international markets. We have to talk about
total exclusion, half-way measures just won’t do the trick.

I thank you very kindly.

Senator Packwoob. Roger, I agree with you. I was on this com-
mittee when we passed the laws that have led to this maze. In
attempting to make equity, we passed these exceptions and loopholes
and our tax law makes a pretzel look simple, by comparison.

It doesn’t work and does not achieve the end that we want to
achieve. I hope from the administration and elsewhere, there is no
serious objection to our trying to undo the mistake that we made.
The facts are almost 100 percent on one side.
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I have not heard any valid arguments, any longer, for continuing
the law the way it is. You and I are at exactly the same wavelength. I
hope we are successful.

I have no questions. Why don’t you come back up here and join

us.
Senator JEPSEN. Thank you, Mr. Chairman.
[The prepared statement of Senator Jepsen follows:]

TESTIMONY OF SENATOR ROGER W. JEPSEN ON FOREIGN-EARNED INCOME TAXATION

Mr. Chairman: I want to personally thank you and the other members of the
Subcommittee on Taxation and Debt Management for inviting me to participate in
today’s hearing. The gesture means a great deal. The subject of foreign-earned
income taxation is of great importance to Iowa; 20 percent of the State’s work force
is directly employed in export-related activities. I welcome this opportunity to hear
these excellent witnesses and I am confident their testimony will lead to important
reforms in present law.

We are fortunate to have persons here today representing a variety of back-

ounds with considerable experience in this subject area. They will cover the

roader issues thoroughly. I will restrict my remarks to two often-heard justifica-
tions against total exclusion of foreign-earned income.

The first is the “movie star’” argument. Defenders of the legal status quo contend
that the liberalization of sections 911 and 913 would bring a windfall ?or wealthy
entertainers and independent businessmen and women. The source of this argument
is legitimate. In the early 1950’s, many Hollywood stars set up residences in Mexico
and overseas for the unique purpose of sheltering their substantial incomes from
the Internal Revenue Service. That legitimacy ended when the loophole was closed
by the 1953 amendments. However, the contention that total exclusion would resur-
rect this shelter is a straw man’s argument.

To begin with, few of the traditional tax shelters remain. The havens of the past
have become the hotels of the present. For example, effective tax rates in France,
England, Spain, Italy and Mexico are all higher than American ones. On purely
economic grounds, it doesn’t pa{’eto live abroad. Most Americans overseas are taxed
at confiscatory rates. They’d be better off staying home.

Two, no active entertainer or businessman can afford to fulfill the 17 of 18
months residency requirement if the intention is merely avoiding American taxes.
You don’t make a lot of money doing rock concerts in Saudi Arabia or marketing
caterpillar tractors in Bermuda. In the few cases where residency is feasible for tax
reasons, it becomes professionally impractical. That is not opinion; that is fact.

Three, it is counterproductive to punish American comr'anies and their employees
for the added domestic employment and production their international activity
inevitably creates. Americans working overseas provide a critical service, and they
do so at great sacrifice. Close friends, familiar language, lifelong customs, and
tolerable climate are left behind when they relocate abroad. These people should
not be punished, but that’s exactly what current law does.

Finally, perhaps common sense speaks most strongly against the moviestar argu-
ment. Where do all the foreign moviestars, entertainers and sports celebrities
choose to live? I'll tell you where. Right here in the United States.

The moviestar argument is a myth. By taxing our foreign nationals, we do not
create equity: We aggravate inequity. The repeal of 911 limitations will do only one
thing: Permit companies to market more aggressively abroad and produce employ-
ment at home. That’s not a maybe—that’s a promise.

The other issue I want to look at today is the question of citizenship responsibili-
(t{. I have heard several of my colleagues in the Senate suggest that one of the

uties of American citizenship is the payment of t- xes regardless of place of domi-
cile. It is argued that since all Americans benefit 1.om citizenship all should share
equally in the cost of those benefits. Three observations seriously question the
validity of that analysis.

To in with, there is the weight of precedent. Although it is often unfortunate
to cite the behavior of others as a reason for the support of a given policy, the fact
that every leading industrial nation in the world today exempts foreign-earned
income from domestic taxation should give the Congress pause to reconsider current
law. Sweden, for example, the leading free socialist nation in the western world,
excludes their foreign nationals from any inccme tax whatsoever. We can’t accuse
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that government of lacking in concern for social equity! It would appear that the
issue is not one of citizenship responsibility, but economics, pure and simple. Elected
officials could do better to think more about lost jobs, lost production, and lost
growth in their home States and less about abstract “social equity” concerns.

Next, we tend to forget that Americans overseas benefit very little from citizen-
ship except in the unlike¢ly instances of political unrest. In fact, if we judge from
recent kidnappings and ni'irders, citizenship appears to have less and less tangible
value. Our Government i3 increasingly helpless in the fact of international terror-
ism. The taxation of earned income adds insult to injury.

Lastly—even if we grant the possiblity of the equity case which common sense
rejects—practical logic speaks against the issue. Certainly, the American living in
Seoul, South Korea benefits from the presence of our armed forces in that nation.
But, if we tax him or her, fairness dictates that we levy a tax on all South Koreans
and similarly on the Japanese, German, Brazilian, Israeli and other populations
who share in the enormous windfall of a strong American military force all around
the world. We don’t tax those peoples. We shouldn’t tax our own nationals either.
- Citizenship responsibility means contributing to America's welfare. When Govern-
ment taxes our foreign nationals, it does the exact opposite. It destroys incentive.
Citizenship responsibility argument looks good on paper. In practice, however, it is
contradictory.

To conclude, the growing participation of newly-industrialized countries (NICs)
and lesser-developed countries (LDCs) in international trade threatens American
jobs. If the United States Government continues to shackle free enterprise and
forbid by law equal competition with other nations in international markets, only
one person loses: The American worker. Next to that fact, the emptiness of the
“moviestar’” and “citizenship’” argument, is only more forcefully underlined.

Nobody denies that sections 911 and 913 as they now stand are having an adverse
impact on the American economy. Differences arise only on how to best solve the
groblem. Total exclusion would involve a static revenue loss of $100 million dollars

igher than alternative proposals.

Objections can be raised, then, only about equity and responsibility, but these
issues are not strong arguments. Little speaks against total exclusion: millions of
unemployed workers here at home s for it. We can’t afford to toss around
recriminations about helping rich moviestars when those statements contradict
evidence. We can't afford to talk about citizenship responsibility when that responsi-
bility means lost jobs and lost production in the United Stiates. We have to talk
about the bottom line: American competitiveness in international markets. We have
to tatk about total exclusion. Halfway measures just won’t do the trick.

In 1981, 25 percent of Iowa’s 3,500 manufacturers intend to export a share of their
products. This international activity will provide 30,000 jobs for lowans. Projections
for agriculsural, industrial and service exports are about $6.3-billion dollars. This
ranks Iowa second of ali 50 states in per capita exports.

The aggregate numbers listed above are impressive, but it is their translation at
the margin which brings home the point most strongly. Each $100-thousand dollar
increase in exports means 2 new jobs for Iowans, $28-thousand dollars additional
state and local taxes. The ;jmportance of international trade to Iowa’s economy
cannot be overstated.

If there is one issue no one disagrees on, it is what most threatens the United
States’ position worldwide. Whether you ask a construction company, a labor union,
the Treasury Department or a Senate coll e on the other side of the aisle, the
answer is the same. The biggest current problem is the taxation of foreign-earned
income. That is why this hearing is so important. If we are to begin to regain our
international prominence, we must act expeditiously on section 911.

Every sector of Iowa’s economy is feeling the adverse impact of present law. The
TIowa Development Commission’s (IDC) international division can afford to staff only
one overseas office. This restriction severely limits its flexibility and coverage. The
Third World, where the greatest growth in international trade is expected over the
next decade, is virtually ignored. IDC just doesn’t have the resources to exploit
these potential markets. In other words, present law effects far more than the
current situation; it locks us into a disastrous future course as well. If we don’t get
our foot in the door now, these new markets will be lost to Americans forever.

Construction firms in Iowa have seen a 10 percent share of Mideast contracts fall
to less than 1 percent since FEIA became law. In conversations with these compa-
nies, I have learned that when they do win a foreign contract, it is usually at the
sacrifice of American employees. The result is that European equipment and re-
placement parts are purchased to carry out the projects; European engineers simply
are not familiar with American machinery. That means lost production and lost
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jobs in lowa. It is these secondary effects which underline the real tragedy of
present law.

In conclusion, I want to emphasize that this is not a partisan issue. For every
time I've said ‘“Iowa”, another senator could fill in the name of his or her own state.
The actors would be different, but the problem is universal. Foreign-earned income
i;estrictions hurt all Americans. The matter is a pressing one. We cannot afford to

esitate.

Senator PAckwoob. Next, we will take Ambassador Brock. Good
morning, Bill. Mr. Brock is a former member of this Committee
when he was in the Senate. I am delighted to have him in the
- position he is in because it brings him back to us frequently. I am
glad to have you here again.

STATEMENT OF AMBASSADOR BROCK, U.S. TRADE
REPRESENTATIVE

Mr. Brock. I am glad to be back before this committee. I am glad
to back on this subject, because this is one I feel strongly about and
appreciate the comments that have been made today. I will try to
summarize briefly, my testimony and I will be delighted to respond
to any question you have, Mr. Chairman.

The administration supports the principal of removing tax disin-.
centives for Americans working abroad in order to improve our
export performance. We, therefore, support a liberalization and
simplication of current laws which apply to Americans working
overseas.

Our current taxation practice is the result of changes in our tax
laws in 1976 and 1978 and the court decisions in 1976 that estab-
lished that employee benefits, such as housing and educational
assets, are fully subject to U.S. income taxes.

The intent of the foreign earned income act of 1978 was to create
tax comparability between Americans employed abroad and at
home and to benefit the U.S. economy by encouraging Americans
to work in hardship areas.

Comparability was to be achieved by taxing foreign and domestic
source earned income on an equal basis and the establishment of a
series of deductions for excess cost of living, housing, school ex-
penses, and home leave transportation. The Foreign Earned
Income Act has failed te achieve its comparability objective.

I have mentioned in my testimony statement a study of the
Comptroller General which states that American employment
abroad is discouraged by current law and recommended changes.

The Foreign Earned Income Act has also not achieved its objec-
tive of benefiting the United States economy. In this regard, I
mention the report of the President’s Export Council, studies done
by our Office, the Department of Commerce, extensive testimony
before Finance and Ways and Means Committees in the last Con-
gress, and other studies, which indicate, not only the complexity,
but the counterproductive nature of the current law, in so much as
the law is so complicated that Americans overseas are unable to
prepare their own tax returns. The U.S. firms have to pay the
entire cost of hiring accountants to compute the tax returns of
their employees.

It is difficult to measure precisely, the effects of our current tax
practice on the economic circumstance domestically. Many surveys
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and studies have been made excepting the difficulty in measuring
precisely the impact.

The results are extremely interesting. A Treasury study postu-
lates that a 10-percent decline in Americans overseas can expect to
produce a 5-percent drop in U.S. exports.

I might say, parenthetically, that I read the Treasury Depart-
ment’s testimony, before this committee, last year, in which the
then leadership of the Treasury Department used that study to
argue that no changes should be made in tax laws affecting U.S.
workers overseas. How they could read their own data in that
fashion, I don’t know. It was a ridiculous excercise. It was a good
piece of work and I would commend it to the committee’s attention.
I am sure you have seen it.

As the Senator from Iowa mentioned, while the total number of
expatriates from other countries employed abroad grew by 359
percent between 1976 and 1980, the number of U.S. expatriates
\lavsg)srécing abroad dropped by 39 percent in 1 year—from 1979 to

As you also mentioned, Senator, the survey found that the per-
centage of U.S. expatriates to total expatriates abroad, declined
from 73 percent in 1976 to 37 percent in 1980.

If we were to apply the Treasury postulate to the survey results
mentioned just now, we would conclude that the decline in Ameri-
can presence abroad between 1979 and 1980 will result in a poten-
tial 19 percent less exports than would otherwise be achieved. That
is just unbelievable and unacceptable.

The Chase econometric study postulates that the drop in U.S.
income, due to a 5-percent drop in exports, could raise domestic
employment by 80,000 people. That is a 5-percent drop; if we take
the 19-percent reduction in exports from the Chase study, we would
be talking as much as 304,000 additional lost jobs.

I believe that the revenue impact on the U.S. Treasury, of chang-
ing our current practice, can only be measured by its dynamic
impact and not by simply looking at static effect.

In the 1978 study, Treasury calculated an estimated gain of $500
million in income tax collections if pre-1976 law were repealed and
Americans abroad were to be taxed on an equal basis with Ameri-
cans at home.

This estimate was based on the assumption that neither U.S.
citizens employed nor U.S. employers would act differently because
of this change in our tax method. That is an utterly ridiculous
premise. It assumes that there is no human nature factor; that we
don’t respond to the laws that affect our income.

Obviously, in reality, both U.S. employers and U.S. employees
overseas have acted differently. Many U.S. employees have re-
turned to the United States, resulting in lower personal income tax
payments and receipts to the U.S. Government.

In order to induce American workers to remain overseas, some
employers have paid extra amounts to neutralize the additional tax
impact on their employees. These additional costs must either be
passed on to potential customers in form of higher prices, which in
turn make American goods less competitive or be absorbed by U.S.
firms reducing their profitability and thereby, reducing their own
corporate income tax payments.

80-612 O—8l1—-5
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The Treasury revenue estimate did not, at that time, consider
the loss in Ug. corporate tax payments resulting from lost U.S.
exports.

Again, in my written statement, I have gone into some additional
reference in the Chase study which found that even at the State
and local tax level, there was a reduction in State and local tax
receipts by another $800 million. We are not talking just about the
Federal tax receipts. This tax policy has a real negative effect
throughout the Nation’s economy.

The United States is the only major industrial country that
presently taxes foreign source income on the basis of citizenship.
Other countries tax on the basis of residency. '

Our major export competitors, Canada, West Germany, Japan,
the United Kingdom, France and ltaly do not tax the foreign
earned income of their citizens. The effects of our current tax
practices are to provide an incentive to U.S. companies to replace
their American employees abroad with foreign nationals, and to
make U.S. exports less competitive. Both results encourage the
displacement of U.S. exports by the exports of other countries.

Our current tax practice is bad trade policy and bad tax policy.
Available information strongly indicates: (1) That our present tax
practice is a major export disincentive that causes the substantial
loss of U.S. exports; (2) that our tax practice is counterproductive,
discouraging American employment abroad; (3) that our tax prac-
tice is overly complex; and (4) that rather than increasing U.S.
revenue collections, our present tax practice has substantially re-
duced U.S. revenue collection.

Our unrealistic current practice of taxing foreign earned income
must be replaced with a system that does not provide U.S. compa-
nies with either an incentive or a disincentive to employ American
workers abroad.

This can only be accomplished by neutralizing the impact of tax
cost in employment decisions. Americans abroad must be taxed on
a coequal basis with their foreign counterparts. This will not result
in a bonanza to Americans employed abroad. Rather, it will permit
American companies to set salary levels and make employment
decisions based upon market forces as direct competitors, rather
than on tax considerations as is presently the case.

Foreign earned income of U.S. citizens residing overseas, for 17
out of 18 months, must be exempted from U.S. taxaticn if we are to
remain export competitive.

Improved export performance is essential to reviving our econo-
my and strengthening our influence abroad. Government imposed
distortions to international trade, such as our current method of
taxing foreign earned income, must be removed in order to improve
our export performance.

Thank you very much, Mr. Chairman.

Senator Packwoop. Mr. Ambassador, I noticed in page 1 of your
statement, you said the administration supports the principal of
removing tax disincentives and we therefore support a liberaliza-
tion and simplification of the current law. Secretary Chapoton’s
statement says the same thing, although his statement says that
gl}ﬁrefore the administration wants to attach it to the second tax

ill.
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Of course, the first tax bill is the administration’s Roth-Kemp
proposals and depreciation. I can’t tell yet, whether that format is
going to be the format that a tax bill finally takes, but I would hope
the administration would not fight us too hard if that format doesn’t
hold and other things are added to that first bill, I know many of us

would like to add this to the first tax bill.
Mr. Brock. I appreciate your comments.

Senator PAckwoobp. Senator Chafee.

Senator CHAFFE. Thank you, Senator Packwood. Ambassador
Brock, first I would like to pay tribute to you. I think you have
been really the leader in the administration circles to try and get a
change in this taxation of Americans abroad. I think we all owe a
deep debt of gratitude for the way you have hung in there and also
Mr. Baldrige, Secretary Baldrige, likewise. I certainly didn't want
this opportunity to go by without paying tribute to your persistent
efforts in this area.

Mr. Brock. Thank you very much. There are many of us who
care about this issue, Senator. I appreciate your remarks.

Senator CHAFEE. Now, I noticed in the last page of your testimo-
ny, you talk 17 out of 18 months. Frankly, none of the legislation is
that tough. All of that legislation, except I think Senator Jepsen’s,
does not have a residency requirement. The rest of us, Senator
Bentsen, mine and I haven’t reviewed all the others, but I suspect
that they all deal with 11 out of 12 months. I think is 330 days.

How did you happen to take this 17 out of 18 months, which is
the current law and would you resist going lower and indeed, do
you have any thoughts on whether we should go to some form of
prorating funds income if you are abroad, say 10 percent of the
time or 50 percent? Then 50 percent of one’s income, total earned
income for the year, would be exempt. Do you have any proposals
on the lines of thoughts?

Mr. Brock. My testimony refers to the. fairly stringent require-
ment of 17 out of 18, only in so much as a reference to the current
law. It was not meant to be taken as a suggestion that the current
residency requirements be necessarily retained.

Having said that, I would add that there is some concern that

abuses not be created in amending these tax laws. In trying to
eliminate what is obviously a counterproductive law now, we have
to be careful that we don’t create another law that is written with
such latitude that abuses occur; and which leads the Congress to
again react and perhaps swing the pendulum back too far the other
way.
I want to be sure that this law is written to do precisely what it
is intended to do, and that is to make us export competitive,
allowing Americans abroad, corporate Americans and private
Americans, to be taxed on a competitive basis. Such a tax policy
must allow employment decisions overseas to be based on market
judgment, not on tax judgment.

Senator CHAFEE. You wouldn’t object to the 11 out of 12, though?

Mr. Brock. No, Senator Chafee, there would be no objection to
that change. I would only add that when new residency require-
ments or safeguards are incorForated in the legislation that efforts
be made to avoid any potential for abuse.
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Senator CHAFEE. Frankly, I don’t think we’d go beyond that. I
think we'd just say, beyond 330 days, and let it go at that. I do
worry about complete exemption, no requirement, because you
could have situation where you could put your men abroad for a
month and pay his whole year’s salary in that time.

Mr. Brock. I agree, Senator. You don’t want to get into that kind
of abuse.

Senator CRAFEE. I think that would be the potential backlash
that you mentioned.

Could you briefly touch on the so-called pull-through effect which
you mention in page 3 of your testimony. The fact that more
Americans abroad means more U.S. exports. I think that is the
key. It is not only jobs we are talking about, we are talking the
export.

Mr. Brock. That’s right. The studies that have been done which
include Treasury, GAO, Chase, without exception, all have made
this point.

The results vary somewhat in terms of numbers, but they don’t
vary at all in terms of the basic principal that Americans working
overseas do offer an export promotion opportunity for us. The
purpose of sending a U.S. engineer to build a hospital in the
Middle East, is that he will call upon American suppliers to pro-
vide the basic ingredients to build that hospital.

If he is not allowed to work there by the disincentives presently
imposed, then a foreign national is hired, let’s say from India, or
from Korea, or from France, who would tend to buy his own
domestic products, because those are the products with which they
are most familiar. The whole premise of placing Americans over-
seas is to sell American goods and services. That is the reason they
are there and it is demonstrable that we have become less competi-
tive as we have reduced the presence of Americans overseas.

Let me just point out, for you, that while we did have an in-
crease in exports, our share of the world market has declined.
That’s ridiculous. We still are the most price and quality competi-
tive country in the whole world and for us not to be increasing our
share, says that something is creating a barrier other than the
performance of American workers.

Senator CHAFEE. Thank you, Mr. Chairman.

Senator JEPSEN. Thank you, Mr. Chairman. For the record, I
know Senator Chafee’s omission was not intentional but on account
of misinformation. I do in fact have a residency requirement in my
bill and it is very specifically spelled out. It is simply 17 or 18
months or 510 days.

No apology necessary. I just want to get the record straight.

Mr. Ambassador, speaking for the administration, do you have
any reservations about total exclusion if adequate residency tests
can be formulated?

Mr. Brock. Well, speaking for the administration, there are some
reservations among some in the administration. We have carefully
avoided the basic decision to change tax policy in the fundamental
sense that is suggested by the question; that is, by changing to a
tax based upon residency rather than citizenship.
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I have tried to qualify my statement today to suggest the impor-
tance of substantial liberalization without making that fundamen-
tal break tax policy.

Senator JEPSEN. Mr. Ambassador, personally, do you have any
reservations about total exclusion if adequacy residency tests be
formulated?

Mr. Brock. No, I do not; as long as there are adequate safe-
guards which you and other Senators have mentioned. If the quali-
fication in your question can be sufficiently circumscribed, with
adequate protection, safeguards, residency requirements and the
like, I would see no objection or reservations.

Senator JEPSEN. Later this morning we are going to hear detailed
testimony on the complexity of current law. Costs for overseas
returns are projected at $750 for in-house preparation and well
over $1,000 for public accounting. That’s average.

Considering the strong stand taken by the President against
unnecessary paperwork and that an average overseas return this
year, will be about 25 pages, do you favor elimination or merely
modification of section 913 provisions.

Mr. Brock. The answer to your question depends upon how
much section 911 is liberalized, or how much earned income is
excluded from taxation and how. If the exclusion is substantial, it
would make great sense to eliminate the complicated system of
deductions under section 913. I think we are back to the same
subject we were just discussing, are we not? Basically, I am urging
as much liberalization as is possible in the effort to improve ex-
ports, but I do not believe it is within my purview, nor should it be,
to address the more detailed questions of tax policy per se.

I think that is for Treasury to consider. My basic instinct would
be to state that we feel very strongly about the need for substantial
liberalization. I am confident that it is the administration’s posi-
tion while a decision has not been reached regarding elimination of
all earned income, we do support liberal exemption from taxation
{or U.S. citizens working overseas, and simplification of such tax
aws.

Senator JEPSEN. I can appreciate that and I thank you for your
answer and please know that is not in any way an attempt to
embarrass either the administration or you, Mr. Ambassador.

I am concerned and I am committed all the way forward if there
is any exclusion because you get rid of a cancer by taking part of it
and hoping the other will follow suit and go away.

One last question, do you share the view that emerging Third
World markets will be permanently lost if Congress does not act
soon in this area, or if not permanently lost, will be very adversely
affected?

Mr. Brock. There is not a moment’s doubt in my mind that the
present law is impeding our ability to be competitive in what has
to be the most productive emerging new market that there is,
name(liy, the Third World. We are doing a lot of business, but
should do a great deal more if we allowed our people to be competi-
tive.

Senator JerSeN. Thank you, Mr. Ambassador.

Senator PAckwoob. Senator Chafee, any other questions?

Senator CHAFEE. No, thank you, Mr. Chairman. Thank you.
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Senator Packwoop. Thank you for your comments. Bill, thank
you for coming up. I appreciate it.

Mr. Brock. Thank you, Mr. Chairman. It is nice to be back.

[The prepared statement of Ambassador Brock follows:]

TesTiIMONY OF WiILLIAM E. Brock, U.S. TRADE REPRESENTATIVE

I am pleased to appear before this Committee today to testify on the subject of
liberalization of our current method of taxing foreign earned income (Sections 911
and 913 of the Internal Revenue Code). A number of bills have been introduced in
both the Senate and the House of Representatives on this subject. Those introduced
in the Senate and greeently under consideration by this Committee include S. 408,
S. 394, S. 436, S. 867, S. 598, and S. 969.

The Administration sugports the principle of removing tax disincentives for
Americans working abroad in order to improve our export performance. We there-
fore support a liberalization and simplification of current law as applied to Ameri-
cans working overseas.

Our current taxation practice is the result of changes in our tax laws in 1976 and
1978, and of court decisions in 1976 that established that emtgloyee benefits, such as
housing and educational allowances, are fully subject to U.S. income taxes. The
intent of the Foreign Earned Income Act of 1978 (FEIA) was to create tax compara-
bility between Americans employed abroad and at home, and to benefit the U.S.
economy by encouraging Americans to work in hardship areas. Comparability was
to be achieved through taxing foreign and domestic source earned income on equal
basis, and the establishment of a series of deductions for excess cost of living,
housing, school expenses, and home leave transportation.

The Foreign Earned Income Act has failed to achieve its comparability objective.
The Comptroller General reported to the Congress on February 27, 1981 that Ameri-
can e:nfloyment abroad is discouraged by present U.S. income tax law and recom-
mended that Congress consider changing current law to place Americans working
abroad on an income tax basis comparable with that of citizens of competitor
countries who generally are not taxed on their foreign earned income. The Comp-
troller General reported that FEIA does not provide comparability between Ameri-
cans working overseas and at home, and concluded that failure to meet this objec-
tive otten results in a tax liability for Americans livinF abroad far in excess of what
would be incurred in the United States under similar living conditions. Foreign
living cost deductions were also found to be excessively comﬁlex; most Americans
overseas are unable to prepare their own tax returns and U.S. firms incur high
costs to have returns egrepeaured lx accountants.

The Foreign Earned Income Act has also not achieved its objective of benefiting
the U.S. economy. Considerable evidence has been compiled since 1978, showing that
if an American company wishes to maintain its American employees abroad, it
must absorb subetantial costs resulting from reimbursement of their higher taxes,
making the company less price competitive and in many cases resulting in lost U.S.
export sales. If, on the other hand, a company chooses to replace its American
employees abroad with third country nationals who do not pay home country taxes
in order to remain competitive, the United States loses exports attributable to the

resence of Americans abroad, the socalled pull through effect. As a consequence,

.S. firms are decreasing the employment of Americans in overseas positions be-
cause of their relative costliness. ese findings are sugported by information
contained in a December 1980 Report by President Carter’s Export Council, a review
prepared by the U.S. Trade Refresentative's Office and the Department of Com-
merce on export incentives and disincentives that was submitted to Con in
September 1980, extensive testimony before both the Senate Finance and House
W%y,; and Means Committees during the last Congress, and other sources.

ile no hard data is available to precisely measure the effects of our current tax
practice on the U.S. economy, several surveys and studies have been made. These
studies employ statistical sampling techniques and econometric analysis, which, as
we all know, are never fully accurate.

Nevertheless, the results of these surverys are extremely interesting. A 1978
study done by the Treasury Department postulates that a 10 percent decline in
Americans oveseas can be expected to produce a 5 percent drop in U.S. exports.
Aoeordinﬁto a survey of 306 U.S. companies done by Organization Resources Coun-
selors (ORC) in July 1980, while the total number of expatriates from other coun-
tries employed abroad grew by phenomenal 359 percent between 1976 and 1980, the
number of U.S. expatriates dropped by about percent between 1979 and 1980.
This survey also found that the gercentage of U.S. expatriates to total expatriates
declined from 73 percent in 1976 to 37 percent in 1980. If we were to apply the
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Treasury postulation to the ORC survey results, we would conclude that the decline
in American presence abroad between 1979 and 1980 will result in a whopping 19
percent loss in U.S. exports.

Yet another study done by Chase Econometric Associates in June 1980 postulates
that the drop in U.S. income due to a 5 percent drop in exports will raise domestic
unemployment by 80,000. If we were to apply the Chase postulation to the 19
percent reduction in exports, it would result in a staggering addition to the domestic
unemployment level of 304,000 people.

We believe that the revenue impact on the U.S. Treasury of changing our current
tax practice can only be measured by its dynamic economic effects and not by
simply looking at static effects. In a 1978 study, Treasury calculated an estimated
gain of about $500 million in income tax collections if pre-1976 law were repealed
and Americans abroad were to be taxed on an equal basis with Americans at home.
This estimate was based on the assumption that neither U.S. citizens employed
abroad nor U.S. employers would act differently because of this change in our tax
method. However, in reality, both have acted differently. Many U.S. employees have
returned to the United States, resulting in lower personal income tax payments. In
order to induce American workers to remain overseas, some employers have paid
extra amounts to neutralize the additonal tax impact on their employees. These
additional costs must either be passed on to the potential customer in the form of
higher prices, making American goods less competitive, ot be ahsorbed by U.S.
firms, reducing their profitability, thereby reducing their corporate income tax
payments. The Treasury estimate also did not consider the loss in U.S. corporate tax
payments resulting from lost U.S. exports.

Chase Econometrics has done a very interesting study of these aspects of the
revenue impact of our current tax practice; the results are impressive. Chase found
that a 5 percent reduction in real exports results in a $6 billion loss in personal and
corporate income tax receipts, many times the value of estimated tax collections
under existing Sections 911 and 913. In addition, Chase found that reduced domestic
income from lost exports reduces state and local corporate and personal income tax
collections by another $800 million per year.

The United States is the only major industrial country that presently taxes
foreign source income on the basis of citizenship. Other countries tax on the basis of
residency. Our major export competitors, including Canada, West Germany, Japan,
the United Kingdom, France, and Italy do not tax the foreign earned income of
their citizens. The effects of our current tax practice are to provide an incentive to
U.S. companies to replace their American employees abroad with foreign nationals,
and to make U.S. exports less price competitive. Both results encourage the dis-
placement of U.S. exports by the exports of other countries.

Our current tax practice is bad trade policy and bad tax policy. Available infor-
mation strongly indicates: (a) that our tax practice is a major export disincentive
that causes a substantial loss in U.S. exports, (b) that our tax practice is counterpro-
ductive, discouraging American employment abroad, (¢) that out tax practice is
overly complex, (d) that rather than increasing U.S. revenue collections, our tax
practice has substantially reduced U.S. revenue collections.

Our unrealistic current practice of taxing foreign earned income must be replaced
with a system that does not provide U.S. companies with either an incentive or a
disincentive to employ American workers abroad. This can only be accomplished by
neutralizing the impact of tax costs in employment decisions. Americans abroad
must be taxed on a coequal basis with their foreign counterparts. This will not
result in a bonanza to Americans employed abroad. Rather, it will permit American
companies to set salary levels and make employment decisions based on market
forces, as do our competitors, rather than on tax considerations, as is presently the
case. :

Foreign earned income of U.S. citizens residing overseas for 17 out of 18 months
must be exempted from U.S. taxation if we are to remain export competitive.
Improved export performance is essential to reviving our economy and strengthen-
ing American influence abroad. Government imposed distortions to international
trade, such as our current method of taxing foreign earned income, must be re-
moved in order to improve our export performance.

Senator Packwoob. Next, we will take Secretary Chapoton, the
Assistant Secretary for Treasury for Tax Policy. Good morning,

Buck.
Mr. CHAPOTON. Good morning, Mr. Chairman.
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With the Chair’s permission, I will just go through my entire
statement. It is rather brief. I will then be happy to answer any
questions.

[The prepared statement of Hon. John E. Chapoton follows:)

TestiMONY OoF HON. JOHN E. CHAPOTON, ASSISTANT SECRETARY OF THE TREASURY
POR Tax Poricy

Mr. Chairman and Members of the Committee: I am pleased to appear today to
discuss with you the taxation of Americans overseas.

The Administration supports liberalization and simplification of present law. We
intend to address this urgent problem in the second tax bill which will be proposed
as soon as the legislative action on the President’s first set of proposals is complet-
ed. Our first priority must be the economic recovery program. We are not, therefore,
prepared to present a specific proposal regarding the taxation of Americans abroad
at this time. In addition, we would like to give more careful attention to the
specifics of our proposal. This issue has been under review continually for several
years. We want to resolve it in a way that will be satisfactory on a lasting basis.

This issue is viewed by many as a trade issue, but it is also an important tax
policy matter. Some of the questions which must be addressed go to the very heart
of the approach in present law to the taxation of income obtained abroad. These tax
matters transcend the concerns of trade policy; they should be resolved only after
careful study of the issues and of the basic tax policy implications of the alterna-
tives. While we strongly support removing any tax penalty to working abroad which
may result from our taxing the additional compensation needed to cover high
foreign living costs, we do not support a general tax exemption for overseas einploy-
ment at this time.

The changes enacted in the Foreign Earned Income Act of 1978 were intended to
provide tax relief for the high costs and hardship conditions often incurred by
Americans working in foreign countries. Those rules have proved to be unacceptably
complex, and often inadequate.

Most Americans overseas are subject to a foreign income tax liability hi§h enough
that, after claiming the foreign tax credit, they owe little or no U.S. tax. Yet, under
present law, they must keep extensive records and make complex calculations in
determining their tentative (pre-credit) U.S. liability. This is the case, for example
in Canada, Japan, and much of Western Europe. For Americans working in such
locations, the special deductions mean more work and expense and no benefit. We
need a simpler system.

In the Middle East, however, there is frequently no foreign income tax liability,
and living costs, especially for housing, are exceptionally high. There the problem
with present law is that the deductions may not adequately cover the expenses they
were intended to offset. Where that happens, the added U.S. tax cost is a disincen-
tive to employing Americans in those locations. And since the Middle East is a
source of large contracts to service industries, this can cost us valuable exports. In
addition to simplifying the rules, we need to provide more generous relief.

A number of witnesses who will be appearing before the Subcommittee are
primarily concerned with trade, and for them the preferred solution is complete
exemption of foreign earned income. I understand their perspective. The United
States is virtually unique in taxing nonresident citizens on their foreign income.
Many countries tax residents or domiciliaries on their worldwide income, but they
do not tax income derived outside the country—whether from employment, invest-
ments or business—by nonresidents. Perhaps we should review our system. But such
a fundamental change should not be emg:rked upon without considering all its
ramifications, such as its implications for our longstanding foreign tax credit
system.

Exempting all or most income earned by Americans working abroad would
amount to a partial elimination of citizenship basis taxation. It would provide a
large tax incentive to work in low-tax foreign countries. In some cases, the increased
attractiveness of such foreign employment would increase exports. But in some
cases it would simply allow persons who can arrange to receive very high incomes
while working abroad in tax havens o avoid tax. In still other cases complete
exemption would amount to a government bonus to temporary foreign employment,
unrelated to any specific national objective. The incentive would apply equally in all
situations.

The Treasury Department is preparing a report on the operation of the Foreign
Earned Income Act of 1978, amf one of the thlp: we are looking at is the occupa-
tion of Americans employed abroad. We do not have complete data yet, but we do
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have some preliminary data on the occupation and location of taxpayers filing
during 1980.

The largest single occupational group was construction, engineering, petroleum
exploration and extraction and other mining, which accounted for nearly 22 percent
of the total returns. The second largest category was teaching and religion, account-
ing for 18 percent of the total. This category is understated, since the date for
employees of charitable organizations in developing countries to file their 1979
returns was not until April 1981. .

Business managers accounted for about 16 percent of the returns; accounting, law
and finance about 7 percent; research and journalism, 7 percent; sales and public
relations, 5 percent; clerical office workers, 5 percent; health services, 2 percent; art
and entertainment, 2 percent; and all others, including unidentified, 15 percent.
Leaving aside the “other and unidentified” category, if we take as a rough approxi-
mation that everyone in the construction, management, and sales groups influences
exports, that accounts for 43 percent of the returns. And assuming that teachers,
preachers, office workers, lawyers, entertainers, and doctors do not influence ex-
ports, they account for 41 percent of the returns. Realistically, there is some
overlap. Not all oil rig operators or public relations specialists influence exports and
some lawyers and accountants do. But these figures give us a first glimpse at least
at the occupational distribution of Americans working overseas. At a later date we
will have information on the numbers employed by U.S. companies, foreign affili-
ates of U.S. companies, foreign companies, those who are self employed and the like.

The largest area of foreign residence is the Middle East, which accounts for
nearly 23 percent of the returns tabulated, with 60 percent of those—i.e., 14 percent
of the total—in Saudi Arabia. Thus, Saudi Arabia alone accounted for a higher
proportion of 1979 returns than_the entire Middle East and Northern African oil
producing countries together constituted of the 1975 returns.

We cannot now cross-tabulate the figures by occupation with those by area. But it
seems very likely that there is a large overlap between the 20-25 percent of the
returns reporting an occupation in the construction or mining category and the 20-
25 percent of returns originating in the Middle East. These groups, we believe, are
the most sensitive to the potential tax penalty on overseas living allowances under
present law.

As a general matter we can and should remove the disincentive to Americans to
work overseas, whatever their occupation. Toward that end, we would strongly
support eliminating any U.S. tax on the additional compensation which represents
amounts needed to cover added living costs abroad. If an employee who would earn
$40,000 in the United States must be paid $80,000 to work in a foreign country
because of the high cost of living, that added $40,000 should be free of U.S. tax.

There are various ways to reach this objective. One possible approach would be to
exempt a single flat percentage of the foreign earned income of all Americans
working abroad who qualify for foreign earned income tax relief. The percentage
would be set at a level to cover foreign living costs in excess of U.S. levels in the
highest cost foreign countries. The importance of simplicity dictates that those
Americans in high cost areas be protected, even though this will result in some
Americans in low cost areas receiving a higher benefit than necessary to exempt
their added costs. Or, since foreign housing costs vary so widely and can be so high,
it might be preferavle to set the flat percentage exemption to cover added foreign
living costs other than housing, and to provide, in addition, a separate deduction for
excess housing costs.

One of the attractive features of a percentage exemption is that it would auto-
matically increase with inflation. Although it may be desirable to establish a ceiling
on the exempt amount, that would reduce the indexing feature. Similar questions
arise in the calculation of the housing base. It could be a flat amount, which would
soon become obsolete, or a percentage based upon foreign compensation. What is
required is a mechanism which is at once responsive to the problem of high housing
costs and relatively simple.

Other approaches might also be acceptable. Surely we can devise an approach
which will remove any disincentive to foreign employment compared to employment
in the United States. While U.S. companies would still have to compensate their
enmployees for high overseas living costs, there would be no U.S. tax on those
allowances and, consequently, no grossing up of a tax reimbursement which is itself
taxable. Such an approach should be much more satisfactory to U.S. employers than
present law. We look forward to working with the Committee on this issue so that
we may move quickly once the tax bill is enacted.
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STATEMENT OF HON. JOHN E. CHAPOTON, ASSISTANT
SECRETARY OF THE TREASURY

Mr. CHAPoTON. | am pleased to appear before the subcommittee,
today, to discuss the taxation of Americans overseas. The adminis-
tration supports liberalization and simplification of present law.
We intend to_address this urgent problem in the second tax bill,
which will be proposed as soon as the legislative action on the
President’s first set of proposals is completed.

Our first priority must, of course, be the President’s economic
recovery program. We are not, therefore, prepared to present a
sgecific proposal regarding the taxation of Americans abroad, at
this time.

In addition, we would like to give more careful attention to the
specifics of our proposal.

This issue has been under review continually for several years.
l\)rVe_want: to resolve it in a way that will be satisfactory on a lasting

asis.

This issue is viewed by many as & trade issue, but it is also an
important tax policy matter. Some of the questions which must be
addressed go to the very heart of the approach in present law to
the taxation of income obtained abroad. These tax matters tran-
scend the concerns of trade policy. They should be resolved only
after careful study of the issues and of the basic tax policy implica-
tions of the alternatives.

While we strongly support removing any tax penalty to working
abroad which may result from our taxing the additional compensa-
tion needed to cover high foreign living costs, we do not support a
general tax exemption for overseas employment at this time.

The changes enacted in the Foreign Earned Income Act of 1978
were intended to provide tax relief for the high costs and hardship
conditions often incurred by Americans working in foreign coun-
tries. Those rules have proved to be unacceptably complex and
often inadequate.

Most Americans overseas are subject to a foreign income tax
liability high enough that, after claiming the foreign tax credit,
they owe little or no U.S. tax. Yet, under present law, they must
keep extensive records and make complex calculations in determin-
ing their tentative precredit U.S. tax liability. This is the case, for
example, in Canada, Japan, and much of western Europe. For
Americans working in such locations, the special deductions mean
work and expense and no benefit. We need a simpler system.

In the Middle East, however, there is frequently no foreign
income tax liability. Living costs, especially for housing, are excep-
tionally high. There the problems with present law is that the
deductions may not adequately cover the expenses they were in-
tended to offset. Where that happens the added U.S. tax cost is a
disincentive to employing Americans in those locations. Since the
Middle East is the source of large contracts to service industries,
this can cost us valuable exports. In addition to simplifying the
rules, we need to provide more generous relief.

A number of witnesses who will be appearing before the subcom-
mittee today are primarily concerned with trade and for them the
preferred solution is complete exemption of foreign earned income.
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I understand their perspective. The United States is virtually
unique in taxing nonresident citizens on their foreign income.
Many countries tax residents or domiciliaries on their worldwide
income, but they do not tax income derived outside the country,
whether from employment, investments, or business, by nonresi-
dents. That is, for nonresidents they have a territorial system.

Perhaps we should review our system. But such a fundamental
change should not be embarked upon without considering all of its
ramifications, such as its implications for our long-standing foreign
tax credit system.

Exempting all or most income earned by Americans working
abroad would amount to a partial elimination of citizenship basis
of taxation. It would provide a large tax incentive to work in low
tax foreign countries.

In some cases, the increased attractiveness of such foreign em-
ployment would increase exports. But, in some cases, it would
simply allow persons who can arrange to receive very high incomes
while working abroad in tax havens to avoid tax. In still other
cases, complete exemption would amount to a Government bonus
to temporary foreign employment unrelated to any specific nation-
al objective. The incentive would apply equally in all situations.

The Treasury Department is preparing a report on the operation
of the Foreign Earned Income Act of 1978, and one of the things we
are looking at is the occupation of Americans employed abroad. We
do not have complete data yet, but we do have some preliminary
data on the occupation and location of taxpayers filing during 1980.

The largest single occupational group was construction, engineer-
ing, petroleum exploration and extraction, and other mining. These
accounted for nearly 22 percent of the total returns.

The second largest category was teaching and religion, account-
ing for 18 percent of the total. This category is understated, since
employees of charitable organizations in developing countries were
not required to file a 1979 return until April of this year.

Business managers accounted for about 16 percent of the returns;
accounting, law, and finance about 7 percent; research and journal-
ism, 7 percent; sales and public relation, 5 percent; clerical work-
ers, 5 percent; health services, 2 percent; art and entertainment,
only 2 percent; and others and unidentified, 15 percent.

Leaving aside the “others and unidentified” category, if we take
as a rough approximation that everyone in the construction, man-
agement, and sales groups influence exports, that accounts for 43
percent of the returns. And assuming that teachers, preachers,
office workers, lawyers, entertainers, and doctors do not influence
exports, they account for 41 percent of the return.

Realistically, there is a lot of overlap. Not all oil rig operators or
public relations specialists influence exports, and some lawyers and
accountants, of course, do.

These figures give us a glimpse, a first glimpse at least, at the
occupational distribution of Americans working overseas. At a
later date we will have information on the numbers employed by
U.S. companies, foreign affiliates of U.S. companies, foreign compa-
nies, and those who are self-employed and the like.

The largest area of foreign residence is the Middle East, which
accounts for nearly 23 percent of the returns tabulated, with 60
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rcent of those, that is 14 percent of the total in Saudi Arabia.
audi Arabia, alone, accounted for a higher proportion of 1979

returns than all the Middle Eastern and northern African oil pro-
ducing countries, together, constituted of the 1975 returns.

We cannot now cross-tabulate the figures for occupation with
those by area. But it seems very likely that there is a large overlap
betwean the 20 to 25 percent of the returns reporting an occupa-
tion in the construction or mining category and the 20 to 25 per-
cent of returns originating in the Middle East. These groups, we
believe, are the most sensitive to the potential tax penalty on
overseas living allowances under present law.

As a general matter, we can and should remove the disincentives
to Americans who work overseas, whatever their occupation.
Toward that end, we would strongly support eliminating any U.S.
tax on the additional compensation which represents amounts
needed to cover living costs abroad.

If an employee who would earn $40,000 in the United States
must be paid $80,000 te work in a foreign country because of the
high cost of living, that added $40,000 should be free of U.S. tax.

There are various ways to reach this objective. One possible
approach would be to exempt a single, flat percentage of the for-
eigh earned income of all Americans working abroad who qualify
for foreign earned income tax relief. The percentage would have to
be set at a level high enough to cover foreign living costs in excess
of U.S. levels in the highest cost foreign country. The importance
of simplicity dictates that those Americans in high cost areas be
protected, even though this will result in some Americans in low
cost areas receiving a higher benefit than necessary to exempt
their added costs.

Since foreign housing costs vary so widely and can be so high, it
might be preferable to set the flat percentage exemption to cover
added foreign living costs other than housing, and to provide, in
addition, a separate deduction for excess housing.

One of the attractive features of a percentage exemption is that
it would automatically increase with inflation. Although it may be
desirable to establish a ceiling on the exempt amount, that would
reduce the indexing feature.

Similar questions might arise in the calculation of the housing
base. It could be a flat amount, which would soon become obsolete,
or a percentage based upon foreign compensation. What is required
is a mechanism which, at once, is responsive to the problem of high
housing costs and relatively simple. Other approaches might also
be acceptable.

Surely we can devise an approach which will remove any disin-
centive to forei‘%;l]1 employment compared to employment in the
United States. ile U.S. companies would still have to compen-
sate their employees for high overseas living costs, there would be
no U.S. tax on those allowances and consequently, no grossing up
of a tax reimbursement which is itself taxsaelﬁe.

Such an approach would be much more satisfactory to U.S. em-
ployers than present law.

Mr. Chairman, we look forward to working with the subcommit-
tee gtr;d this issue so that we may move quickly once the tax bill is
enacted.
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Thank you, Mr. Chairman.

Senator Packwoop. Thank you, Mr. Secretary. Senator Chafee.

Senator CHAFEE. Well, Mr. retary, administrations come and
administrations go, but the Department of the Treasury remains
the same. Nothing much has changed.

What you said here, is exactly what your precedessor said and I
suppose his predecessor before. We have great difficulty with the
Treasury Department, which always looks at immediate revenue
returns and it seems to me when you say this issue is viewed by
many as a trade issue, but is also an important tax policy, but I
think the trade factor just cannot be overlooked. That's where you
get revenue from also.

To say that we are disappointed, at least I am disappointed in
ﬁour testimony, would be an understatement. It is really not much

elp. You pointed out that this is a matter that we have to study. I
don’t know how many studies we need on this.

You, perhaps, have seen the GAO study which is very strong on
this and various outside studies, and I would hope that the Treas-
ﬁry Department would be supportive of what we are trying to do

ere.

To say that we have to wait until the first tax bill passes, then
you will come forward with something, isn’t very helpful.

Now, let me ask you a question. You talked about those where
there’s tax credit for Americans earning abroad. What about, are
there some countries which do not have a tax credit, a tax treaty
with the Unilted States and thus the taxes that they apply on
Americans abroad are not a credit against U.S. income taxes.

Mr. CHapPotoN. No, sir. Our credit system allows a credit for
taxes.

Senator CHAFEE. In other words, if lets say, Nigeria doesn’t have
a tax treaty with the United States; if they tax U.S. citizens work-
ing abroad, that would be a credit against U.S. income tax?

Mr. CHAPOTON. Yes, sir.

Senator CHAFEE. Even if there isn't a tax treaty?

Mr. CHAPOTON. Yes, that's right, without regard to a tax treaty.
The only question that sometimes arises is whether the tax is,
indeed, creditable. That is, is the tax on income? That type of
question.

Senator CHAFEE. You'll have to go through that one again.

Mr. CHAPoTON. Well, this is mainly a problem for businesses, but
there are questions involved as to whether a tax qualifies as a
creditable tax under the Internal Revenue Code, whether, if there
is no treaty, it would not be a creditable tax.

Senator CHAFEE. Put it this way. Do we have citizens that are
working abroad that have taxes levied on them by a foreign gov-
ernment based on their income and those taxes subsequently
cannot be used as a credit against the U.S. income tax?

Maybe you could answer this for the record. This specific ques-
tion came up last evening when I was home and dealing with
Eigeria. I just couldn’t feel it was so, but perhaps, you could let me

now.

Mr. CHarotoN. There are certainly taxes on citizens abroad that
are not creditable. For example, the value added tax is a good
example.
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Senator CHAFEE. [ see.

Mr. CHAPOTON. We do have in the law the requirement that the
foreign tax must be a tax on income for it to be creditable.

Senator CHAFEE. Now, Mr. Secretary, one of the points we made
here, we're making, as you noticed in our legislation, first of all,
most of the bills before us are not complete exemptions of all
income. They are $50,000, my bill is $50,000—50 percent of the next
$50,000. Senator Bentsen’s, I believe, is $75,000, maybe something
above that.

There is a residency requirement on all of them, so I just think
the fears that you raise are not valid fears.

Mr. CHAPOTON. Senator Chafee, if I could respond to that, we are
agreeing that there is a significant problem here and that the tax
law has to be changed to address that problem. The question that
we are raising is how you do it. We are not making a specific
pro 1 at this time, but there is no question that you have to
e:gc u%e a significant amount of income of Americans working
abroad.

Senator CHAFEE. But, again, you come forward on the last for-
ward on the last page; some of your suggestions go back to the
complexities that dog the problem right now. Certain credit for the
higher costs of living abroad, this percentag would be set a level
to cover foreign living costs in excess of U.S. levels in the highest
cost foreign countries.

Those are the very problems that are harshly responsible for us
pressing forward with this legislation, today.

Mr. CHAPOTON. Senator, let me explain. Maybe that is not clear
in my testimony. If you went that route, and we are not now
proposing that route, you would look at the data and pick a per-
centage—40, 50 percent—and exclude that percentage of the
income of all Americans working abroad. You would not try to
target it to specific countries. You would not try to look at specific
allowances paid to specific employees. The rule would simply be
tll1a3 e(iif you work abroad, x percent of your earned income is ex-
cluded.

Because the housing problem seems so severe, in the Middle East
particularly, maybe any allowance, maybe a $50,000 cap or a per-
centage allowance is not enough. Maybe you need to make sure
that you have covered housing independently of that because added
housing costs might eat up most of whatever the exemption.

Senator CHAFEE. My time is up, Mr. Chairman. I'll get back to
you.

Senator PACKkwoob. Senator Jepsen.

Senator JEPSEN. Mr. Secretary, in 1978 the Treasury projected a
revenue gain of $500 million with the passage of the Foreign
Earned Income Act of 1978.

Ambassador Brock has indicated that the figure was optimistic. I
was wondering, could you be more precise? When the numbers are
eventually tabulated, do you expect to see a negative tax effect or a
net revenue loss?

Mr. CHAPOTON. I'm not trying to be evasive. It is very difficult to
go back after the fact and see what specific revenues come from
specific areas. We can look at the Americans abroad, and we are
looking at the returns of Americans abroad, and see how much
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income tax they would pay given any specific change in the law,
the static revenue effect of doing that. We cannot say what the
specific changes in 1978 resulted in or did not result in.

In other words, we can look at the data and say, if you take that
income and change the law applicable to that income what the
revenue impact is.

Senator JEpSEN. How does the Treasury view the Chase Econo-
metric study?

Mr. CaaproToN. I think we have some problems with it.

Senator JEPSEN. Why?

Mr. CHaroTON. Well, it is based on some assumptions that we are
not sure are correct. I prefer not to be more specific.

Senator JEPSEN. Once the President’s tax bill is passed, I am
trying to examine where the bill comes from and we all want the
same end result.

Mr. CHAPOTON. Yes, sir.

Senator JEPSEN. Once the President’s tax bill is passed, would
you feel any differently about total exclusion or looking at total
exclusion to solve the problem?

Mr. CaarotoNn. I think it is quite appropriate that we study the
possibility of going to a territorial system of taxation which is what
most of our trading partners do on earned income and unearned
income, alike. That would require a fundamental review of our
system. I think that is appropriate.

Senator JEpPSEN. It think I understand the uniformative feeling
about the tax bill he has packaged and so we get into these very,
very important things that are not advocated one way or another.
There are other things like marriage tax, Federal estate tax which
has not been altered in about 50 years, which is driving the small
business and family farm right out of existence and the backbone
of our country. Those are all equally important and I know the
administration is concerned about it, but I think generally from
the reading I get is that’s the second time around.

Mr. CHAPOTON. Yes, sir.

Senator JEPSEN. Is that what you feel the administration’s view
would be on this also?

Mr. CHAPOTON. Yes, sir, it is. We view this as very important,
and we view those two other matters, I might add, as quite impor-
tant also. We are insisting that, or are hopeful that, they will be in
the second bill, after the economic program has passed.

Senator JeEpseN. Thank you, Mr. Chairman.

Senator PAckwoop. Senator Dole.

Senator Chafee.

Senator CHAFEe. Thank you, Mr. Chairman. Mr. Secretary, on
page 2 of your statement, in the middle, you say the added U.S.
cost is a disincentive to employing Americans in these locations.
Since the Middle East is a source of large contracts to service
industries, this can cost us valuable exports. Are you in doubt that
it costs us valuable exports?

Mr. CHAPOTON. No, sir, I am not in doubt. In those countries the
additional tax cost definitely is counterproductive and unquestiona-
bly costs some exports. It is very difficult to measure how much.

Senator CHAFEE. So you can use a strong word—this does cost us
valuable exports.
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Mr. CHAPOTON. You're right, I could use that stron%dword.

Senator CHAFEE. The point I am trying to make, Mr. Secretary,
is in coming at this problem, although you are a member of the
Department of Treasury, don’t you look at it, isn’t there an inclina-
tion or something inside you that says let’s look at it in a broader
way than strictly the static revenue situation?

Mr. CHAPOTON. Absolutely. That's why we are proposing or sup-
porting a very large liberalization. To repeat my testimony, we
would support a change which totally removes any tax penalty on
Americans working abroad, any additional tax above what they
would have paid in the United States.

Senator CHAFEE. Oh, tax penalty. In other words, that results
from being abroad.

Mr. CxaroroN. Correct.

Senator CHAFEE. But; we have had testimony here, that Ameri-
cans aren’t going to go abroad. Let’s say somebody is making
$50,000 in Palo Alto, and they have a chance to go to Nigeria or
Saudi Arabia for $50,000. But, under your proposal, let’s say the
costs of living would be another $50,000. You would exempt the
original $50,000 and tax the first $50,000 since that is what they
are being paid, an engineer. That’s what they received at home;
that’s what they get in Saudi Arabia. Is that your approach?

Mr. CHaroTON. That is what that proposal would say, yes, if that
proposal were made.

Senator CHAFEE. But, the problem is, he is not going to go to
Saudi Arabia for $50,000. He'd be separated from his family. He'd
be living under a difficult situation. He’s not going to do it and so,
therefore, to get him to go, the company has to pay him $75,000.
He is willing to do it for the extra. Again, that would be taxsble
under your proposal.

Mr. CHAPoTON. No, sir. No, I'm sorry that I misquoted. What we
would try to study, and we have looked at the Ernst & Whinney
study, is all additional compensation, costs of living and incentive
compensation, that U.S. companies are required to pay employees
working abroad. All that additional compensation would be
exempt. In the ideal situation, in your example, it would leave him
taxable on $50,000, the same amount on which he is taxable if he
stays in the United States.

Senator CHAFEE. I thought, oh, you mentioned unearned income.
It seems to me, the mere mention of unearned income throws a
whole new problem into this that none of us have ever suggested in
the legislation of the Senate, here.

Mr. CHAPoTON. I agree with that, but that is what our trading
partners do. They exempt the foreign income of nonresidents. They
do not tax foreign income of nonresidents.

Senator CHAFEE. Well, I held hearings last year in June, I guess
it was, in which we had many of the same witnesses that I notice
here on this list. But, I don’t think a single one of those witnesses,
proposed anything to do with unearned income. Therefore, in the
approach, at least, that those members on this committee that are
deeply involved in this have taken, they have set aside unearned
income.

Let that be taxed at U.S. rates and I think by even considering
that, you are adding an additional problem, a new dimension to
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this that we are not prepared to deal with. That truly would cost
you, us, Treasury, a lot of revenue. I don’t even see why you get
into it.

Mr. CuaproroN. Well, there is investment, there is unearned
income in other words, on U.S. stocks and securities which is what
most people think about. There is also unearned income on invest-
ment made abroad by U.S. citizens. Sometimes those investments
affect exports as well.

Senator CHAFEF. Well, all I am saying is when you add that into
the equation, you are adding all kinds of revenue losses that we
never dealt with. You are adding inequities, possible inequities,
that we didn't want to deal with and as I say, to the best of
knowledge, every piece of legislation dealing with 911 and 913 is
strictly earned income.

Mr. CHAPoTON. I think that is correct.

Senator CHAFEE. What are your thoughts on residency?

Mr. CHaprotON. I think I share the thoughts that have been
expressed here that there should be a meaningful residency re-
quirement. Perhaps 17 or 18 months might be too long.

Senator CHAFEE. How about 11 out of 12?

Mr. CuaroroN. That might be acceptable; that sounds rather
reasonable. I don't want to endorse that, because we don’t have a
position on it, but that might well be reasonable.

Senator CHAFEE. No one will accuse of having had a position
here this morning.

Well, Mr. Secretary, we appreciate your coming up and look
forward to when the Department arrives at its conclusions. I tell
you that I think the train is going to have left the station by the
time the Treasury Department makes up its mind.

Thank you.

Mr. CHAPOTON. Sure.

Senator DoLE. I don’t want to repeat if this has already been
asked, but are we discussing the first tax bill or the second?

Senator CHAFEE. We did discuss that earlier and we are talking
about the second package.

Senator DoLE. This year?

Senator CHAFEE. Yes, sir.

Senator DoLE. Is that in process?

Senator CHAFEE. The second package is in process.

Senator DoLE. Is that the everything package?

Sinator CHAFEE. That is the “everything on the second bill”
package.

Senator DoLE. Well, there is some skepticism here, I might add. I
am mystified whether, indeed, like waiting for a taxi, most of us
are going to take the first one.

Senator Packwoob. I didn't hear any comment on that one. I
thought the analogy was the train. I have no other questions. I
might say, Mr. Secretary, you are patient and long-suffering.

I know you have to come up here when we have good ideas and
on occasion when we have bad ones and represent the administra-
tion’s position.

I agree with what Senator Chafee said about the Treasury.
Indeed, there does seem to be endemic consistency to it, for better
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or for worse. I do not envy your position because I know what you
have to do in terms of representing the administration.

Thank you very much for giving us your time.

Mr. CHAPoTON. Thank you, Mr. Chairman.

Senator Packwoob. Next, we will take Mr. Frank Conahan, the
Director of the International Division of the General Accounting
Office. I might say I have an 11 o’clock appointment and have to
leave. Senator Chafee will preside for the remainder of the hear-
ings. I simply want to say what 1 said earlier. I think we made a
mistake in the passage of these tax limitations earlier and that we
should undo it at the earliest possible moment. John.

Senator CHAFEE. Thank you, Mr. Chairman.

Mr. Chairman, I have a statement that I would like to submit it
at this time and I will not read it, but I will submit it for the
record and ask that it go in the first part of this session prior to

Mr. Baldrige. Mr. Conahan.
[The prepared statement of Hon. Frank Conahan follows:]
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UNITED STATES GENERAL ACCOUNTING OFFICE
WASHINGTON, D.C. 20548
For rolcé;o on delivery
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STATEMENT OF
FRANK C. CONARAN
DIRECTOR, INTERNATIONAL DIVISION
U.S. GENERAL ACCOUNTING OFFICE
BEPORE THE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
SENATE FPINANCE COMMITTEE
ON
U.S. TAXATION OF AMERICAN CITIZENS
EMPLOYED ABROAD
Mr. Chairman and members of the Subcommittee:

We are pleased to be here today to discuss with you the tax-
ation of American citizens employed abrcad. Our remarks are
based on our report, "American Employment Abroad Discouraged by
U.S. Income Tax Laws,“ issued Pebruary 27, 1981. Much of the
data for our review was obtained in interviews at the corporate
headquarters of 63 major U.S. companies with substantial foreign
operations, and questionnaires completed by 41 of these compan-
ies. Because the questionnaires were completed only by large
firms, the data should not be regarded as representative of all
Americans employed abroad:; however, they do indicate the magni-

tude of the problem for a relatively large group.
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The Foreign Zarned Income Act of 1978 (FEIA) was intended to
create greater equity between people working abroad and at home
and to provide an incentive to Americans working in foreign hard-
ship areas. Foreign earned income of employees of the companies
we surveyed includes allowances received as compensation for
unusual or higher overseas living costs. Equity under FEIA was
to be achieved through a series of deductions from income for
these excess foreign living costs--that is, the general cost of
living, housing, education, and home leave. An additional $5,000
deduction was established for workers in hardship areas. For
employees in camps in hardship areas, an alternative $20,000
exclusion was to be allowed in lieu of deducticns for hardship
and excess cost of living expenses.

The FEIA falls far short of meeting the objective of reliev-
ing Americans working abroad from taxation on compensation
reflecting excess costs of living overseas. The deductions for
housing and the general cost of living are substantially smaller
than the allowances employees receive as compensation for the
added costs of working abroad. Furthermore, the FEIA does not
even recognize certain excess foreign living costs, e.g., the
tax on reimbursements for the added taxes incurred by working
abrcad. The end result is that taxable income and, hence, tax
liability, ofcen far exceed what an individual would have
incurred had he remained in the United States.

Most major U.S. firms reimburse expatriate employees for the
additional tax burdens resulting from their overseas assignments.

The reimbursements are generally designed to ensure that the

+
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employee's personal tax burden does not exceed the home-country
tax on his base salary.

It is significantly more expensive for companies to reim-
burse American employees than to reimburse third country naticnals
(TCNs). Since most countries do not tax foreign-socurce income,
companies need to reimburse TCNs only to the extent that the
host-country tax exceeds the hypothetical home-country tax on
base salary. In ccatrast, a firm must reimburse Americans tc the
extent that their actual worldwide tax liability, includirng home-
country tax on total compensation, exceeds the hypothetical U.S.
tax on base salary. The difference between the tax reimbursement
payments provided to Americans and those made to TCNs contributes
significantly to the relative costliness of employing Americans.

The U.S. firms we surveyed reported that this cost differ-
ential was a major reason why they have decreased their employ-
ment of Americans overseas, both absolutely and relative to TCNs.

In addition to the tax burden of the FEIA, tax return prep-
aration is highly complex and requires costly professional
assistance.

The question of Americans working abroad is part of the con-
tinuing conflict among the tax policy objectives of raising reve-
nue, achieving tax equity, simplifying tax returns, and octher
special aims of public policy, such as promoting U.S. exports and
competitiveness abrcad. In considering the question of whether,
and to what extent, Americans working abroad should be taxed, the
Congress must decide what priority should be assigned toc each of

the conflicting policy objectives.
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When evaluating the alternatives to the PEZIA, we believe
that the Congress should consider that the:

--Present U.S. tax provisions are widely regarded as
discouraging employment of U.S. citizens abroad.

--Present tax provisions have reportedly made Americans
telatively more expensive than competing third-country
nationals, thereby reducing their opportunities for
enployment abroad by major U.S. companies.

-=Americans retained abroad by major companies are
gJenerally reimbursed for their higher taxes, adding
to the companies' operating costs and making them
less competitive,

Our obsecrvations are explained in greater detail in the following
pages.
HOUSING DEDUCTIONS

Pirms generally provide a housing allowance equal to actual
housing expenses less a hypothetical amount that the individual
would normally incur for housing had he remained in the United
States. Under the Act, it was intended that housing deductions
should approximately equal the average housing allowance pro=~
vided employees by their eaployers; i.e., an individual would
include as a deduction from income the housing expenses to the
extent that they exceeded the hypothetical amount the individual
would have paid for housing in the United States. The method of
computing this hypothetical U.S. housing cost, however, can cause
it to be highly inflated.

Subtracting the inflated hypothetical cost from the actual

housing expense generally left a relatively small housing deduc-
tion; c;nsequently, a substantial part of housing allowances

remained taxable. The average housing allowance included in

taxable income for taxpayers covered by our survey was $10,400
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for married individuals and $7,200 for single individuals.

Details are shown in table 1.

Table 1| 197
\ ried v cied v
— Avecage Eﬁ. b Avecage lousing
SRty Allovence Deductjon Allowence Texable Allowance Deduction Allowance Taxable
Brasil $14,487 § 4,420 $10,029 310,761 $ 3,3 $ 7,400
Bong Xong . 30,200 19,8% 10,348 18,037 9,49, 0,544
Japean . 24,740 1,33 13,411 13,716 s,26 8,300
Saudi Acabia 3,608 14,32) 9,288 21,480 14,401 6,9
United Ringdom 14,238 4,088 10,183 9,47 3,19 6,21
Venezuela 15,067 $,914 9,183 10,287 L0 3,510

COST OF LIVING DEDUCTION

There are wide variances between the cost of living allow-
ances provided by U.S. firms and the related deductions specified
by the Internal Revenue Service (IRS). The variances rasult from
differences in methcds and criteria used by the Government and
private parties to determine appropriate amounts. The FEIA
specifies certain criteria that Treasury must use in deriving its
tables, which tend to reduce the amounts allowable an.deduc:ions.
It specifies that (1) the metropolitan area which has the highest
cost of living in the continental United States (excluding Alaska)
{s to be the point of comparison and (2) the deduction is to be
btased on the reasocnable daily living expenses of a person with a
GS-=14., step 1, salary and is not to be variable by income.

In contrast, many large U.S. companies use either a national
composite or their corporate headquarters' city as their base of
comparison rather than Boston, the highest cost U.S. city. 1In
addition, the firms apply the allowance indices to a range of
incomes that exceed by far the salary of a GS~14, step 1, speci-

fied in the law.
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As a result of the variances in allowances and deductions,

the taxpayers in our survey were being taxed on a significant

part of thelr cost of living allowances--47 percent for married

individuals and 40 percent for single individuals. Detajils are

shown in table 2.

Table 2

Maryied individual
Avecage Cost of Living Lxcess

1979

Ormarcied matkuu
Avecage Cost of LIV

Sountry Allowance  Deduction Allowance Tazable Allowance  Deduction ulmt Taxable
Beazil $ 5,036 $1,6 $ 3,82 $ 2,005 $ 500 $ 1,508
lung Xong 5,529 78 4,754 3,704 500 3,204

17,161 9,702 7,459 10,12 71125 2,996

wswlwk&u 4,937 6,299 2,638 5,983 4,650 1,33
Kingdom 9,393 4,851 4,542 6,328 3,264 3,061
Venezuela 7,021 3,449 1,572 §,641 3,480 1,161

TAX REIMBURSEMENT ALLOWANCES

Tax reimbursements are generally designed to compensate
employees for taxes related to working overseas to the extent
that total taxes--both U.S. and foreign--exceed taxes the
employee would have paid on his salary had he remained in the
United States. If the FEIA reduced inflated foreign income by
all the excess costs of foreign employment, then the overseas
American‘s taxable income would be the same as if he had remained
in the United States and no tax reimbursement benefits for higher
U.S., taxes would be necessary. In practice, however, FEIA does
not reduce the inflated foreign income sufficiently to make that
possible. In addition, the payment of tax reimbursements raises
taxable income even more as taxes are assessed on tax reimburse-
ments.

Almost 95 percent of the firms we surveyed indicated that

they provided tax reimbursements to all or most of their American
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employees working overseas in 1979. The reimbursement, of course,
varied according to salary level, host country.A compensation pack-
age, and family status, etc., but often represented 40 percent or

more of the taxpayer's base .uury, as shown in table 3.

Table 3 '
Average Tax Reimbursement Allowance - 1979

Married individual Ormarried individual
cent O Percent of

Country . Amount Ddase salary Jmount base salary
Brazil $22,724 49.3 $14,488 4.9
Bong Kong 18,775 3.2 11,739 39.7
Japan 29,131 6.7 14,587 52,9
Saudi Acrabia 18,889 39.6 10,588 I
Onited Kingdom 19,734  41.1 13,841  46.8
Venazuela 18,413 4.4 12,486 39.5

COMPARISON OF ALLOWANCES AND TAX DEDUCTIONS

o —

The inadequacy of the PEIA deductions, combined with the
lack of a deduction for tax reimbursements, places many taxpayers
in the position of paying taxes on a major share of allowances
designed to compensate for excess living costs overseas. Por the
taxpayers covered by our survey, only one group {(married tax-
payers in Saudi Arabia) was able to claim FEIA deductions that
averaged more than half of the related allowances plus tax reim-

bursements, as shown in table 4.
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Table 4
1979
1tarried individual Uwarried indl Adual
W | ;uﬂn ALl o Deductl All Taxabl
ountey ALl owances Daducticne Allowancs [} ovances ans OWanNce e
Tnote a) {rote B) Tnoke a) {note B)
Brazil $62,314 $16,526 $45,817 $32,128 $ 7,06 $4,909
Hong Xong 70,433 31,498 38,938 37,324 11,398 25,926
Japan 82,264 29,408 52,8% 43,683 15,408 28,258
Saudi Arabia - 58,836 30,304 28,532 36,334 17,120 19,4
Undted .
Kingdom 55,648 17,89 37,71%2 12,10 8,2% 24,460
Veneguel a 54,911 2,13 33,70 31,761 10,228 a,5%6

a/Allowences include not only schooling, hame leave transportation, housing and cost of living
:}a-nn-q but also the tax reizbursensnt and roving and other allowances. Any hardship
lowance is not included.

b/1n addition to the schooling, hame leave transportation, housing, and cost of living deductions,
any coving expanse deduction wvas included to afford a better camperison with the total allowerce
figure vhich did {include roving expenses. {The FEIA does provide a deduction for moving expenses.)
Any hardehip deduction is not included.

COMPLEXITY OF THE LAW

We found a general consensus that the FEIA is unreasonably
complex. As a consequence, U.S. firms incur high costs to have
employee returns prepared inhouse or by cutside accouptants.

Most individuals we interviewed in the six countries com-
plained of the law's complexity. For those taxpayers who prepare
their returns themselves, according to tax professicnals, the
risk of incorrect preparation is great. The various deductions
and the way in which they are calculated are difficult for the
average taxpayer to understand, and the effort required is much
greater than would be required of a taxpayer in the United
States. In addition, the recordkeeping required by the law is
burdensome. A tax professional estimated that a tax return with

supporting schedules could run to 25 pages.
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The complexities of the FEIA force many taxpayers to seek
expensive professional tax assistance. More than 60 percent of
the domestic firms responding to our questionnaire either pre-
pared their employees' returns inhouse or had them prepared by a
third part& the firm selected and paid for. The estimates for
inhouse cost averaged almost $700 and for preparation by a third
party ;orc than $1,100.

INCOME TAXES ENCOURAGE U.S. FIRMS
s O EA

o

The United States is alone among the major industrial powers
in taxing foreign-srurce earned income on a citizenship basis.
Nationals of other countries can usually avoid such taxation by
taking measures to sever residency ties with their home coun-
tries. This difference has significantly altered the relative
cost of employing Americans abroad compared with TCNs. Most major
U.S. firms reimburse smployees for the amount their worldwide tax
liability exceeds the home-country tax on base salary. The sur-
veyed firms reported that the difference in reimbursement pay-
ments received by Americans and TCNs has contributed significantly
to a shift toward hiring TCNs at the expense of Americans.

The reimbursements to American employees of the companies
surveyed in six countries ranged from a low of 10.0 percent of
total compensation to a high of 21.9 percent, as shown in table S.
In contrast, the tax reimbursement payments to TCNs are generally
insignificant relative to their total compensation, except in Japan
and Brazil where tax reimbursements are primarily due to host-

country taxes.
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Table §
Reisbur sement ts as percent
of To on

Country mx%‘:%rﬁg mz%‘c‘%gg_

(peccent)
o R R B
Japan 2.9 10.9 16.8 18.6
Oniced Kinglon e 24 03 e
Venezuela 11.4 0 1.9 5.5

As stated above, the U.S. firms we surveyed reported that,
because of the relative costliness of Americans, they have
decreased their employment of Americans in overseas positions,
both absolutely and relative to TCNs. They reported that the U.S.
taxation of forcign-eazned'income has contributed significantly
to this decreasing trend.

As shown in table 6, the Americans' share of our respondents’

expatriate employment declined significantly between 1976 and
1980.

Table 6

Changes in relative employment of Americans overseas

American share of
Industry (selected exgatrIate workforce

companies) . (percent)
1976 1980
Construction and
architect/engineering 65.1 44.7
Aerospace 74.8 62.1
Resource extraction 52.1 34.6
Manufacturing 60.0 56.0

This completes my statement, Mr. Chairman. We will be

pleased to respond to any questions yocu may have.
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STATEMENT OF HON. FRANK C. CONAHAN, DIRECTOR, INTER-
NATIONAL DIVISION, GENERAL ACCOUNTING OFFICE

Mr. CoNnaHAN. Thank you, Senator Chafee. We are pleased to be
here today to discuss our recent report on the taxation of American
citizens overseas.

The report was issued in February of this year. It has been
referred to a number of times today. I believe that the committee is
generally familiar with the message of our report. So, perhaps I
might just take one or two moments today, and summarize it for
these hearings.

The Foreign Earned Income Act of 1978 was intended to create
greater equity between people working abroad and at home and
provide an incentive to Americans working in foreign hardship
areas.

Our report discloses that the Foreign Earned Income Act falls far
short of meeting the objective of relieving Americans working
abroad from taxation on cornpensation reflecting the excess costs of
living overseas.

The deductions for housing and the general cost of living are
substantially smaller than the allowances the employees receive as
compensation for these added costs of working abroad.

Furthermore, the FEIA does not recognize certain excess foreign
living costs. For example, the tax on reimbursements for the added
taxes incurred by working abroad.

The end result is that taxable income and hence the tax liability,
as has been said earlier today, often far exceeds what an individual
would have incurred had he remained in the United States.

Most major U.S. firms that we interviewed reimbursed expatri-
ate employees for the additional tax burdens resulting from their
overseas assignments. The reimbursements—

Senator CHAFEE. Now, Mr. Conahan, and I would like to say this
for the subsequent, we have something like 18 witnesses to go here
and I have to go to a meeting—luncheon at 12:30, so we have really
got to consolidate these statements and perhaps you could high-
light your statement.

I want to commend you and the GAO for that study which I have
read and it certainly is, well, it’s like most things, if we agree with
it, we think it is outstanding. I thought that was an excellent
report.

y don’t you go ahead, Mr. Conahan? Maybe you could summa-
rize or abbreviate.
_ Mr. CoNAHAN. Yes, sir. Three declarations and then our conclu-
sion.

We believe that when evaluating the alternatives to the present
tax provisions, the Congress should keep in mind three points as
disclosed by our report.

One, present U.S. tax provisions do discourage employment of
U.S. citizens abroad.

Senator CHAFEE. That'’s a conclusion?

Mr. CoNAHAN. That’s a conclusion. -

Second, present tax provisions have made Americans relatively
more expensive than competing third country nationals, thereb
reducing their opportunities for employment abroad by major U.S.
companties.
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Third, Americans retained abroad by major companies are gener-
ally reimbursed for their higher taxes, adding to the company’s
operating costs and making them less competitive.

Our report made a final conclusion that the Congress should
consider placing Americans working abroad on an income tax basis
- comparable with that of citizens of competitor countries, who are
generally not taxed on their foreign earned income.

Now, insofar as the GAO position on the bills that are presently
before the Congress, we said that two of these complete exclusion
or limited but generous exclusion of foreign earned income for
qualifying taxpayers—would establish a basis of taxation compara-
ble with that of competitor countries and at the same time would
be relatively simple to administer.

We think that the——

Senator CHAFEE. So, is it total exemption? ,

Mr. CoNAHAN. Either, sir. We think that either, depending upon
the levels at which exclusions are set, would accomplish the objec-
tives that we see.

Senator CHAFEE. And, you only addressed earned income?

Mr. CoNAHAN. Yes, sir.

Senator CHAFrE. I must say, I'd like to say this for the other
witnesses that come up, you might be prepared to touch, if anybody
is going to suggest unearned income, please give me your reasons,
because I will assume we are always talking earned income.

Go ahead.

Mr. CoNnaAHAN. I would be pleased to take any further questions.

Senator CHAFEE. What about the proposal that Mr. Chapoton
made, which was basically that you would tax the person on the
income he would have earned at home and anything beyond that is
tax free?

Mr. CoNaHAN. I think that one has to explore the purposes for
which asllowances are made. As I understand the situation,
allowances are made for two purposes. One, as an incentive to have
someone move to a location outside of the United States.

Second, to cover excessive or excess costs associated with living
in that foreign area.

Certainly, in the case of the latter, there should not be a penalty.
He would concede that.

In the case of the former, I suppose that it’s a matter of national
policy. It’s a thing that does not really lend itself to good analysis
in the manner in which GAO would do it. I think it is a policy
decision that simply has to be made by the Congress, sir.

Senator CHAFEE. Also, it seems to me there is a point, if some-
body is making $50,000 in Palo Alto, presumably they are saving
some of it, or using it for purposes they deem important. If they
are living in Saudi Arabia and getting $50,000, plus $50,000 for cost
of living, that the items that they might go out and buy with their
first $50,000, oh, recreation or whatever it is, would itself, be far
more expensive. Thus, the individual isn’t really equal what he
would have at home. Do you see? Do follow that?

Mr. CoNAHAN. Well, I think that one of the difficulties discussed
in our report goes essentially to that point and that is the imple-
mentation of the current legislation. The current legislation does
not take into account Palo Alto versus Boston, for example, and
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the index does not result in relieving the additional tax burden to
these people.
Senator CHAFEE. Well, thank you very much. Were you one of
the major ones working on the report, this study?
4 Mr.lCONAHAN. No, sir. We have people here who worked on it
irectly.
Senator CHAFEE. I want to pay tribute to GAO for that report. It
is a very thoughtful and thorough job. Thank you.
Now, we'll have some panels. Let’s start with the first one on the
list. We are going to have to move rather rapidly.
Mr. Shriner from Chase Econometrics and Mr. Stephen Baer.
Dr. Shriner, you were here a year ago. Will you not make a
presentation for Chase? Why don’t you proceed?

STATEMENT OF DR. ROBERT R. SHRINER, CHASE
ECONOMETRICS

Dr. SHRINER. Yes, I will try to summarize very briefly.

What we have tried to do in the second phase of analysis, build-
ing on the work we did before, is to get additional details regarding
impsacts on individuals overseas and, in turn, the impacts on the
companies who employ them. To do this we conducted a survey of
cornpanies—U.S. companies—outside the United States, and got
responses from 250 organizations in 30 different countries. Our
object was to look at the differences in impact by type of firm, by
region of the world, and by the levels of income and taxation in the
countries where Americans work overseas.

The principal findings were as follows. First of all, the number of
Americans returning home since 1976, is substantial. This is essen-
tially the same thing GAO found. Compared with the level in 1976,
for example, before the tax changes, the 1979 employment of
Americans in Latin America was down by 15 percent and in the
Asia-Pacific region, by 14 percent.

One of the most interesting things was that some 10 percent of
the U.S. firms that responded to the survey indicate that they now
employ no Americans at all in those areas. Though a number of
other factors have some effect on the decline, we believe the magni-
tude of the reduction in after-tax income of American workers is so
large that the relative impact of other factors pales in comparison.
For example, as a result of the tax changes the average reduction
in after-tax income of American workers in the firms we surveyed
was $7,650 in 1979. If you hit them with a $7,650 reduction in
income, that is certainly going to cause them to change their
behavior, largely to come back home.

king at the impact on companies, the cost incurred by compa-
nies to maintain workers overseas rose sharply as a result of the
new tax. For those having tax equalization programs, an average of
$12,100 per U.S. worker was required in 1979 for increased tax
equalization payments over the 1976 levels. Translating that into
cost of products and services sold, it represented on the average a
3-percent increase. There is a lot of variation by country and by
industry, but the overall average was 3 percent. We also deter-
mined that, to a very considerable degree, companies are not able
to pass that cost along to the customer because of competition or,
in some cases, because of price controls.
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The types of firms most affected are those in areas such as
finance, professional services, and construction, especially in low
income, low tax countries where market competition is keenest.

One of the things that we had been challenged on before, and
that the Mutti study has been challenged on before, is the two-to-
one ratio. That is for every 2 percent reduction in the number of
workers, there is a 1 percent reduction in exports. We tried to get
corroboration or refutation with regard to that issue by asking
firms what the impact of a 20 percent decline in the number of
their U.S. employees would be on the volume of their organiza-
tion’s U.S. exports in that location. Interestingly, although there
was wide variation in individual responses, the average for the
entire group of firms in the study was that a 20 percent decline in
employment would produce a 13 percent decline in exports. That
comes out to an elasticity of 0.65 which compares very well with
Mutti’s results of 0.5. There is not very much difference between
those two measures of impact, which reinforces the results in our
earlier study.

What are the implications in our view? The industrial distribu-
tion of impacts, as indicafed by the survey, suggest that the work-
ers most affected are those in such areas as finance, professional
services and construction which have high value added because of
the specialized skills involved, rather than areas in which unskilled
foreign labor competes with unskilled U.S. workers. Thus, the tax-
ation of U.S. workers overseas is not a means of protecting jobs in
the United States from foreign competition. Instead, it interferes
with the ability of U.S. workers to be competitive in foreign mar-
kets and contributes to unemployment at home.

There is also serious cause for concern in the fact that the
impact of the added tax burden is especially severe in countries
that are emerging markets, particularly the newly industrialized
countries of Latin America and the Asia-Pacific region among
others. We think the U.S. loss of market share in these areas now,
while these markets are expanding rapidly, will be virtually be
impossible to recover later.

Thank you.

Senator CHAFEE. Well, thank you. That is kind of gloomy to say
U.S. loss of market share in these areas now, while these markets
are rapidly expanding, will be virtually impossible to recover later.

What we have to do is hustle and see if we can’t prevent that
from happening. Thank you, Doctor. Mr. Baer.

Mr. Bagr. Thank you, Senator.

STATEMENT OF MR. STEPHAN BAER, DIRECTOR, INTERNATION-
AL COMPENSATION, ORGANIZATION RESEARCH COUNSELORS,

INC.

Mr. Bakr. I am going to be brief and just summarize this because
I am probably the only witness here that hasn’t taken a strong
position one way or the other.

Our view is to provide the committee with information and help
it make its decision.

Just a quick word about Organization Resources Counselors. We
are an employee relations consulting firm. A major part of our
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business is in providing international cost of living services to U.S.
multinationals abroad.

The information in the body of this statement has been summa-
rized from one of ORC'’s surveys of personnel practices and compen-
sation for expatriate employees. The survey is completed by respon-
sible officials of corporating ORC multinational client companies
and to the best of knowledge, reflects an accurate accounting of
each company’s practices.

ORC has been conducting such surveys since 1948, initially at 2-
year intervals but more recently on an annual basis.

The data summarized are for the years 1972, 1976, 1979, and
1980. It was provided by 192 companies in the first year, 257 in the
second, and slightly over 300 in the last two.

The increase 'in sample size from 192 to 306 is basically reflec-
tive, not of international trade but rather of our company’s ability
to generate new business.

The U.S. Federal tax regulations obtaining with reference to U.S.
citizens employed offshore, but one of many factors affecting the
level and geographic distribution of that employment.

Decisionmakers must also recognize that changes in markets,
availability of natural resources, relative costs of production of
which I might say, tax incidence is one, and the vigor with which
other nationalities compete for our business, can also affect the
locational distribution and level of U.S. expatriates abroad.

In the 8 years from 1972 to 1980, as the tables below demon-
strate, there have been dramatic shifts in both the numbers of
Americans employed offshore and their distribution by nationality.
By that, I mean where they are.

Levels have substantially diminished and I stress the word sub-
stantially. "The locational distribution has shifted, by and large,
from the European theater to the Middle Eastern theater. It is a
popular contention and it has been positive by other witnesses
here, that a high level of American presence abroad is positively
related to high levels of domestic employment, increases in the
U.S. share of international trade, potential increases in U.S. tax
revenue, increased opportunities for new business and the like.

Should this be true, and I think there is some more than prelimi-
nary evidence suggest that it is, then reductions in such presence
as we have seen in the last 8 years would certainly have some kind
of adverse effect on the U.S. economy.

Let me give some summary results, in the interest of time. As a
percent of all exgatriates employed by U.S. multinational corpora-
tions abroad, U.S. expatriates comprised about 84 percent of that
total in 1972, diminished to 73 percent in 1976; 6€ percent in 1979;
and currently is 37 percent in 1980

If T recall in Ambassador Brock’s testimony, he was using a
figure of 40 percent in 1980, which is very close. In terms of host
locations, by that I mean where Americans are currently, for U.S.
expatriates employed by U.S. corporations abroad in 1972, 50 per-
cent were in Europe. Only 2 percent were in the Middle East; 47
percent in other areas of the world.

By 1980 that distribution had taken a dramatic shift to 25 per-
cent in Europe, 40 percent in the Middle East, and 35 percent in all
other areas of the world.

80-612 O0—81 ——7
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Of the t increase of the American presence in the Middle
East, the bulk of it is concentrated in Saudi Arabia, and I think for
a lot of obvious reasons.

In 1972 U.S. exports—

Senator CHAFEE. Could I just ask you a question?

Mr. BAgR. Certainly.

Senator CHAFEE. Let’s take the work location of chart 2, table 2.
The survseg years of 1972-76, let's compare 1972 and 1980. You sa
in 1972, rcent of the expatriates were in Europe and in 1980,
26 percent. Now, was there a decline in actual numbers in Europe
in that time?

Mr. Bakr. I don’t have those figures with me, but I can supply
for them the record if you want.

Senator CHAFEE. No, but it scems to me that statistics are not
very meaningful if the total force has grown and thus, the numbers
in Europe remain constant, then obviously the percentage in
Europe would decline.

The reason I bring is, that there is a theory, anyway, that since
the European countries levy their own income tax, that the tax-
ation of Americans abroad is less significant in Europe than it
would be in the Middle East. Since they have to pay the European
taxes anyway, regardless of whether this legislation passes or not
and they get a tax credit for it and thus this legislation, as for
Americans in E\g?e, is not that significant?

Mr. BAER. Indeed.

Senator CHAFEE. OK, go ahead. :

Mr. BagRr. Just one last point on the summary and that is that in
terms of the number of U.S. expatriates, the survey was completed
by more than 300 U.S. corporations and indicated in 1979 those
companies employed slightly over 36,000 Americans offshore, but in
_19%0, {:hat number had decreased to 22,580, which is a very dramat-
ic decline.

Senator CHAFEE. Well, that is a significant figure. Now, what
table do you have that on? Is that in your testimony? )

Mr. BAEr. I hope so. ‘

Senator CHAFEE. Maybe, it is, Table 1. Is that it?

Mr. BAEgR. Yes, Table 1, I believe is it.

Senator CHAFEE. Is that it?

Mr: BAgR. Yes, Table 1, line 2, Senator. In 1979 there were 36,756
U.S. expatriates, from 305 companies off-shore and that number
with only more company, was 22,580. I might add that I can supply
the committee with the names of the companies. There is tremen-
dous overlap between the 2 years. It is not a mere image sample,
however.

Senator CHAFEE. I must say that figure is so startling.

Mr. BAERr. 1t is. It is startling. ,

Senator CHAFEE. I would find that because look at the prior year,
the prior couple of years, in 1976 it was 28,000 so you had a rather
dramatic jump in 2 or.3 years from 1976 to 1979 and then down
again in 1980.

No, don’t bother with the names of the companies. That would
overwhelm us.

Mr. BAkRr. I cannot give them to you now.

Senator CHAFEE. Thank you very much.

Mr. BAER. Thank you, Senator. .

[The prepared statements of the preceding panel follow:]
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April 1981

TAXATION OF U.S. WORKERS OVERSEAS:
SURVEY OF U.S. FIRMS IN 30 COUNTRIES

SUMHARY

In April 1980 Chase Econometrics began a study of the impact _
of higher taxation of U.S. workers overseas, including a review
_of existing data and prior research. The initial results,
“<published last year, concluded that a decline in U.S. overseas
employment on the order of ten percent or more could be :
attributed to tax changes and that U.S. exports decline on the
order of one percent or more for every two percent decline in
number of U.S. workers abroad. Therefore, we concluded that U.S.
exports would fall short of the level they otherwise would have
reached in 1980 by at least five percent and quite possibly by
much more. Using that conservative estimate of export impact, we
then estimated the impact on the U.S. economy for the year 1980

and concluded that the negative impact gn the U.$. econom
exceeded many times over ghe sma lpbenegits the %reasury {oped to
gain from these taxes.

Since that initial report, we have completed & second phase
of research involving an extensive survey of U.S. firms operating
overseas. Over 250 responses were recetved, from U.S. firms in.
30 different countries, showing differences in fmpact by type of
firm, by regtion of the world, and by country levels of income and
taxation. The results add further body and substance to our

* earlier analysfis. .

\" MAJOR_FINDINGS

The number of Americans returning home since 1976 is
substantial -- compared with the level in 1976, before these tax
changes, 1979 employment of Americans in Latin America was down
15 percent and in the Asfa-Pacific region by 14 percent. Hany
U.S. firms operat1ng overseas -- 10 percent of those responding
-- {ndicated that they now employ no Americans at all. Thou?h
other factors may have some effect on this decline, the magnitude
of the reduction in after-tax income of American workers is so
large -- on average $7650 for 1979 -- that the relative impact of
other factors pales in comparison.

|
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The cost incurred by companies to maintain workers overseas
rose sharpli. For those having tax equalization programs, an
average of $12,100 per U.S. worker was required fn increased tax
equalization payments over 1976 levels. ompanies report that
product costs increased an average of about 3 percent as a result
of the increased taxes. For the present, the{ are largely
absorbing this increase rather than passing it along to customeérs
due to price controls and/or competition in their market areas.
Firms most affected are those in areas such as finance, .
professional services, and construction, especfally in low
income, low-tax countries where market competition is keenest.

Although there are wide differences by industry and country,
on average firms estimate that a 20 percent decline in U.S.
- overseas employment results in a sales decline of 13 percent.

MAJOR CONCLUSIONS

The exact impact of the tax on U.S. exports is impossible to
estimate with precision, but we can readily determine the
approximate magnitude, and it 1s large. Numerous studies
{(inctuding this one) conclude that U.S. overseas employment has
fallen ten percent or more because of the tax. The preponderance
of evidence also indicates that, on average, the level of U.S.
exports is reduced by one percent or more for every two percent
reduction in the number of U.S. workers overseas. These two
facts together indicate that the minimum impact of the tax is a
level of U.S. exports five percent lower than would otherwise
have been achieved in the absence of the tax, and the magnitude.
of the impact could potentially be much higher.

The industrial distribution of impacts, as indicated by the
survey, suggests that the workers most affected are those in such
areas as finance, professional services, and construction which
have high value added because of the specialized skills involved
rather- than reas in which unskilled foreign labor competes with
unskilled U.S. workers. Thus, the taxation of U.S. workers
overseas fs not a means of protecting jobs in the U.S. from
foreign competition; instead, it interferes with the ability of
U.S. workers to be competitive in foreign markets and contribute
to unemployment at home.

There 1s also serious cause for concern in-the fact that the
impact of the added tax burden is especially severe in countries
which are “emerging markets" -- the newly industrializing
countries of Latin America and the Asia-Pacific region, among
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others. The U.S. loss of market share in these areas now, while
these markets are rapidly expanding, will be virtually impossible
to recover later. . .

‘ The implications for Treasury .receipts from the tax are also
“clear. Treasury estimates based on the number of tax returns .
filed overseas in 1977 will significantly over-estimate potential
tax revenues.  Because of the reduction in number of workers
overseas, especially among those expected to pay the greatest
share of additional taxes, the actual revenue from the tax will
be at least 10 percent (and more likely 15-25 percent) below the
amount estimated by Treasury. When the impact on U.S. exports
and reduced U.S. domestic income is taken into account, the net
revenue to the Treasury from the tax becomes negative. As shown
in our earlier analysis, the net revenue loss after accounting
for domestic impacts is on the order of ten times greater than
thekdirect revenue Treasury hopes to gain from taxing overseas
workers.
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I. _INTRODUCTION

The U.S. 1is virtually alone among the developed countries in
taxing the income of its citizens 1iving overseas. Moreover, in
the past five years decisfons by Congress and the courts have
greatly increased the tax burden on Americans working abroad.

In 1976, the Tax Court ruled that allowances for
education, housing, and travel were taxable unless they
were expressly for the convenience of the employer.
Previously, many Americans working overseas treated
these allowances as non-taxable.

-The Tax Reform Act of 1976 substantially increased the

tax lfabilities of Americans overseas. Though {ts
provisions on overseas income were never implemented,
the threat of implementation placed a cloud over
Americans abroad.

The 1978 Foreign Earned Income Act allowed some specific
deductions for allowances, but these were not as liberal
as the exclusions many taxpayers took before the Tax
Court decision. The net effect was to increase taxes on
Americans overseas above the pre-1976 levels. For most
taxpa{:;;, these changes were effective beginning in tax
year . - :

These tax changes impose a substantial additional burden on
overseas workers, who find their after-tax income declining, and
on companies, which find that the cost of maintaining workers
overseas increases. The immedfate results of this additional
burden are twofold: first, there is a significant reduction in
the number of American workers overseas; second, the cost of
goods and services sold by American firms overseas increases. As
a result, U.S. exports are reduced in two ways:

The decline of American presence overseas results in
fewer American goods being ordered by foreign buyers.

The increase in product costs results in a decline in
the competitiveness of U.S. goods and a subsequent
decline in sales.
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The magnitude of the tax impact on exports and employment is
difficult to determine conclusively because other factors are
also involved. Data are limited in this area, the linkages are
complex, and thus it is difficult to isolate the effects of taxas
only. For example, during the period 1%76-1980 in which these:
added taxes have taken effect, exchange ‘rates generally changed
in directions favorable to U.S. exports, offsetting the
unfavorable effects of increased taxes. Also at work are changes
in the level of political unrest, differences in living standards
and internal tax rates, and changing personal attitudes toward
1ife in the various countries in which Americant reside. -
Nevertheless, it is essential that a systematic effort be made to
obtain the best estimate the existing information will support.

In April 1980 Chase Econometrics began a study of this
problem for the U.S. & Overseas Tax Fairness Committee. In our
initial report, fssued in July 1980, we reviewed the existing
data and-prior research, looking closely at the evidence -- both
anecdotal and numerical -~ on each step in the chain. Our study
concluded that a decline in U.S. overseas employment on the order
of ten percent or more could be attributed to recent changes in
taxes on U.S. workers overseas. We also noted evidence strongly
. indicating that U.S. exports decline on the order of one percent
or more for every twd rnercent decline in number of U.S. workers.
abroad. Therefore, »e¢ concluded that U.S. exports will fall
short of the level they otherwise would have reached by_%g least
five percent and quite possibly by much more. Using tha
conservative q%timate of export impact, we then estimated the
impact on the U.S. economy for the year 1980. Our analysis
showed that the negative impact on the U.S. economy exceeded many
:Ames over the small benefits the Treasury hoped to gain from

ese taxes.

Since that initial report, we have completed a second phase
of research involving an extensive survey of U.S. firms operating
overseas. Over 250 responses were received, from U.S. firms in
30 different countries. This report describes the resuilts of
this second phase. . -

While our study was nearing completion, the General
Accounting Office recently published the results of a study which
it had conducted. Their methodology was somewhat different and -
the number of firms they contacted was smaller; but their results
are consistent with ours. Our study can therefore be viewed as
extending and confirming the GAO's findings.

-2 -
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Our study was designed to provide additional information
about differences in impact by type of firm, by region of the
world, and by level of income and taxation of the country in
which respondents operated. The details of our analysis are
discussed in later chapters; however, the following are the
principal findings:

The impact of the tax varies widely from country to
country and among different kinds of firms in the same
country. Firms most affected are those in areas such as
finance, professional services, and construction in
which specfalized skills are involved.

Compared with the level in 1976, before these tax
changes, 1979 employment of Americans in Latin America
was down 15 percent and in the Asia-Pacific region by 14
percent. Many U.S. firms operating overseas -- 10

percent of those responding -- indicated that they now
employ no Americans at all, This could likely have a

-major impact on the U.S. share of markets in these fast-

growing areas for many years.

The tax change caused an average decline of $7650 in the
1979 after-tax incomes of U.S. overseas workers employed
by firms not offering tax equalization plans. Even in
countries with high income taxes, where the effects
should be smallest, the decline averaged $4900.

The cost incurred by companies to maintain workers
overseas rose sharply. For those having tax
equalization programs, an average of $12,100 per U.S.
worker was required in increased tax equalization
payments over 1976 levels.

.Product costs increased an average of 2.91 percent as a

result of the increased taxes. Companies report that,
for the present, they are largely absorbing this
increase rather than passing it along to customers due
to price controls and/or competition in their market
areas.

While companies report that the nominal value of their

U.S. exports increased in 1979 over 1976, 24 firms
reported an average of $10 million each in lost business

-3 -
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due to the tax. When the value of exports is adjusted
for price increases, a high percentage of firms show no
growth or actual declines.

. Although there are wide differences by industry and
country, on averaga firms estimate that a 20 percent
decline in U.S. overseas employment results in a sales
decline of 13 percent. This result is very similar to
estimates made previously by other studies.

- The fact that companies are absorbing the added costs
due to the tax indicates that there may be an additional
delayed effect. If companies continue to absorb the
added costs, profits will decline and overseas
operations will become less attractive., If they pass on
the added costs, their products will not meet foreign
price competition. .

Chapter II, which follows, describes the survey methodology.
Chapter IIl discusses the impact of the tax on workers and firms.
Chapter IV discusses the impact on exports, and Chapter V gives
conclusions, followed by statistical tables. In accordance with
Chase Econometrics®' policy of providing objective and nonpartisan
analysis, this report offers no recommendations. .
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II. METHODOLOGY

The objective of this survey was to collect more detailed
information on the impact of recent tax changes on U.S. workers
and firms operating overseas. A direct survey of individual
workers overseas was considered but was determined to be
impractical, because of the limited resources available and the
difficulties of obtaining a representative mailing list of
overseas workers and recent returnees. We also considered a
survey of corporation headquarters in the U.S. However, a survey
of U.S. firms overseas potentially provides a better
representation of the diverse types of firms and circumstances
than a survey of the headquarters of large U.S. multinationals.
Therefore, a questionnaire was designed to collect information
directly from U.S. firms overseas. Copfies of the questionnaire
were sent by telex to American Chambers of Commerce throughout
the world, who distributed copies to their member companies. In
most cases, responses were sent back directly from individual
firms by telex. In a few cases -- for example, Brazil --
responses were collected and tabulated by the local Chamber and
then the tabulation was telexed back to the U.S. for analysis.
Over 250 responses were received, from firms in 30 different
countries and a wide range of industries. Tables 1 through 3
:?ou the number of responses by country, region, and type of

rm, o

Responses from individual countries were grouped by region,
level of taxation, and income levels, in order to analyze the
varying effects of the tax laws under different situations.
Results are presented for Latin America, Asia-Pacific, Europe,
and Africa. In a few countries, there are enough responses to
make country-level inferences; but in most countries the number
of responses is too small to draw detailed conclusions on a
country by country basis.

The level of income taxation of foreign countries is
important to this analysis because workers overseas receive a
credit against U.S. tax for foreign income taxes paid. The
impact of a U.S. tax increase is likely to be greatest on workers
in countries in which the tax structure is much lower than in the
U.S., because workers in these countries will have less foreign
tax to credit against the U.S. tax increase. Using data on
foreign tax rates obtained from the Price Waterhouse Information
Guide, “Individual Taxes in 80 Countries", sampte taxes for

-5 -
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varfous countries were computed by averaging the taxes on a
$40,000 income paid by workers in three possible family .
situations -- single, married, and married with two children.
Countries were then grouped on the basis of their average tax
relative to the U.S. tax for similar income levels. The middle
tax category tncluded countries whose tax levels range from 10
percent below to 10 percent above the U.S. tax; the high and the
low tax levels fall on either side.

Income levels of countries are also important; and the
groupings used here are based on per capita Gross Domestic
roduct from the United Natfon's Statistical Yearbook and the
IMF's International Financia) Statistics. The income catesories
are defined as Tow income, with per capita GOP below $1,400;
middle income, with per capita GDP' from $1,400 to $3,500; and
high income with per capita GDP greater than $3,500.

The level of response varied greatly from country to country,
The greatest response came from low income countries (103) and
Tow tax countries (163). Africa, with only three firms
responding, was poorly represented in the sample. The region -
from which the greatest number of responses came was Latin
America, where 111 firms replied. Europe and the Asia-Pacific
region each had about 70 responses. The United Kingdom alone
accounted for over 50 responses -- nearly 20 percent of the
total. The heavy weight of the UK responses tends to skew some
- results at the a??regate level but does not change the results
for Europe significantly.

Survey responses were aggregated by country, by industry, by
region and by tax and income levels in order to analyze the
varying effects of the tax laws under differing foreign
sftuations. Detailed breakdown of responses are provided in
tables at the rear of this report.

Several factors limit the conclusions which we can draw from
the survey:

. The survey did not cover organizations which halted
operations as a result of the tax.

. While we distributed the questionnaire to all U.S.

Chambers overseas, it is possible that respondents are
not statistically representative of American Business

-6 -



105

overseas. However, the diversity of response suggests
that a good cross-section of firms has been obtained.

. The response to some individual questions was very low,
due in part to difficulty in compiling the data. This
makes it difficult to analyze the pattern of differences
among categories for those questions. In some cases,
respondents have provided their best estimate in 1ieu of
precise data, introducing possible inaccuracies;
however, the diversity of responses does not suggest a
significant bias in response. The number of responses
to 1?g1v1dua1 questions is noted in the presentation of
results,

Despite these limitations, this study represents a major
systematic effort to determine the impact of the tax on U.S.
firms overseas. The large number of overall responses received
and the wide range of countries from-which the responses have
come add weight to the conclusions, which are consistent with our
earlier research. o
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I11. IMPACT ON WORKERS AND FIR

1. EFFECTS OF TAX ON WORKER INCOME

The immediate effect of the change in tax has been 2 large
decline tn the after-tax income of U.S. workers overseas. Among
firms in our survey, the average decline per worker in 1979 was
$7,650. However, there was considerable variability depending on
the taxation level of the country of residence. Because U.S.
workers receive a credit for foreign taxes paid, the tax has a
larger {mpact in low-tax countries (where the worker cannot
offset the impact of increased U.S. tax) than in high-tax
countries (where the worker might have an excess foreign tax
credit to offset increased U.S. taxesz.- The average income loss
was $13,300 in low-tax countries and $4,900 in high-tax
.countries, according to the survey.

2. EFFECTS OF TAX ON FIRNS

The change in tax has had several adverse effects on American
firms operating overseas, which are shown in survey results.
These impacts include greatly increased equalization costs, a
decline in both the demand and supply of Americans overseas, and
increased product costs.

Many companies operating overseas providz full or partial tax
equalization to their workers, so that workers pay roughly the
same amount of tax while overseas as they would pay if in the
U.S. The 136 companies which provided information on these costs
in response to our survey pafd an average of $12,100 per worker
in 1979 in additional tax equalization payments to employees due
to the recent changes in U.S. tax laws. The largest increase in
equalization costs occurred in medium-tax countries, and the
increase was higher in low-tax.countries than in high-tax
countries. The largest increases for specific industry groups
were in wholesale trade and finance.

The cost of tax equalfization raises the custs of products and
services sold by firms operating overseas. The ?reatest )
percentage increases in costs were reported by firms in services,
transportation, and construction; the lowest increases -- stfll
more than 1 percent -- were reported by firms in manufacturing
and in wholesale trade. The average increase in cost of product

-8 -
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attributed to the change in tax and associated equalization
payments to workers was 2.91 percent.

The pattern of responses among high-, low-, and medium-tax
countries showed wide variations in the impact on product cost.
The greatest cost increase -- 3.13 percent -- is reported from
firms in low-tax countries. Firms in high-tax countries reported
smaller cost increases -- 2,55 percent -- while firms in
medium-tax countries reported a still smaller cost increase --
1.10 percent. )

For over 80 percent of firms responding to the survey, "these
added costs must be fully ahsorbed by the firm rather than passed
on in higher product price. Price controls and competitive
pressures were both cited by several respondents as reasons for
not passing on the added costs. This means that profits suffer
and it becomes less attractive for American businesses to operate
and market overseas. ! .

As a result of income loss due to the tax changes, Americans
are-less willing to work overseas without equalization. As a
result of increased equalization costs, firms become less willing
to employ Americans. The combined result of these effects is
that fewer Americans will be employed outside the U.S. We asked
firms how many Americans were_employed by them during each of the
years 1976-79, Changes in the number of Americans employed in
this period are indicative of the impact of the tax. There are
many factors, such as terrorist activity, the attractiveness of a
particular country, or the avatlability of third country
nationals, which affect the number of Americans overseas; but,
since these factors have not changed significantly during this
period while U.S. tax policy has changed dramatically, the impact
of the tax is clearly a major factor.

Over the period 1976-79, there was a general decline in
employment in low-income countries. In low-income, low-tax
countries the number of American workers decreased by
one-third. Moreover the decline was not limited to countries

*of remaining firms responding, 8 percent report that they were
able to pass on all the increased costs and 12 percent were
forced to absorb a portion of the expense.

-9 - ..
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typically thought of as hardship areas but extended to countries
1ike Australia, Belgium, Japan, and Spain. The largest
percentage declines in number of workers were in construction,
transportation, and "other" industries.

The overall number of U.S. workers overseas in the firms we
surveyed increised 1 percent over the period 1976-1979, but this
increase was almost entirely due.to 3 countries -- Indonesia,
Venezuela, and Great Britain -- where petroleum exploration
created specfal conditions.

- 10 -
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1V. IMPACT OM U.S. EXPORTS

Many factors fn addition to taxes affect exports. For
example, during the 1976-79 perfod exchange rates generally
changed in a way that would make American exports more
competitive and thus increase real exports, offsetting the
.negative effects of the change in taxes and product costs. The
price Yevel, ifncome and productive capacity of individual
countries also influence the level of U,S. exports and, in the
absence of very detafled data, tend to mask effects of changes in
any single varfable. It is thus difficult to isolate the impact
of the tax change alone. However, the results of the survey shed
11ght on the question through a number of different avenues:

. U.S. axports of respondents over the period 1976-79.
. amount of business lost due to the tax.

‘e impact on exports due to replacement of Amerfican staff
by third country nationals. ‘

Each of these is discussed further below.

~-15—= IMPACT ON TOTAL U.S. EXPORTS

Firms in the survey reported that their U.S. exports
increased an average of 69 percent over the period (1976-79), (32
percent in real terms). The smallest increase, 45 percent,
occurred in low-tax countries. In the last year (1978-79)
exports-for all respondent countries increased 19 percent (5
percent in real terms) while low-tax countrfes showed a real
decline in exports in the same period. .

Although the nominal value of exports has increased, their
share in the expanding volume of world trade has declined when
the effects of inflation are taken into account. For example, in
Table 15, the change in value of exports to high tax countries
between 1978 and 1979 is up 22 percent in current dollars; but
when an adjustment for price changes is made, an actual decline
. of 8 percent 1s revealed. Amon? industry groups, finance, :

:qglg:a1§ t:ade. and manufacturing, did the worst while petroleum
e best.

- 11 -
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2. BUSINESS LOST DUE TO THE TAX

Several firms reported that they had already lost business as
a result of the increases in the tax. Twenty-four respondents
reported a total of over $250 million in business lost in 1979,
an average of over $10 million per firm. Most of this they
attributed to the decreased American presence overseas and less
to cost increases, because most companies absorbed increased
costs. However, as noted earlier, such cost fncreases can not be
absorbed over an extended period. About 88 percent of the lost
business was reported by the manufacturing sector. Services,’
retail and wholesale trade, transportation, and finance also
reported losses.

3. THIRD COUNTRY NATIONALS AND U.S. EXPORTS

Rising equalization costs and the increasing reluctance of
Americans to work abroad have forced U.S. firms to employ an
increasing number of third country nationals (TCN's) for their
overseas operations. These workers are not taxed by their home
countries and thus do not require additional equalization
payments to maintain their income leve)l. For example, a
cohstruction company operating in Korea commented that in fits
industry "TCN's are just as good as Americans and 35 pelcent to
40 percent cheaper." Among U.S. firms responding to the survey,
10 percgnt indicated they employed no Americans in the country
surveyed.

Most firms responding to the questionnaire see a direct 1link
between employment of third country nationals and U.S. exports
sold or bought for use by the company, though many found it
difficult to quantify the effect.

. A manager for a manufacturing company in Venezuela
stated that *it is obvious that a British engineer who
has worked for 20 years in Britain and Europe will be
inclined to recommend familiar equipment."

. An architectural and engineering consulting firm
responded that "although a relatively small number of
employees- are required, the construction value for which
we have supervision responsibility runs into hundreds of
millions of dollars. It follows logically that
specifications of materials, supplies and equipment will

- 12 -
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be greatly influenced by the nationalities of the
professional employees assigned to the projects."

. A conservative estimate of the lost sales by one firm
was one million dollars annually as clients have been
attracted to European and Japanese products.

. Another firm suggested that its foreign office may be
shut down entirely due to its declining profitability.
Although their operations will continue from the U.S,
they e:tinate future sales will decrease by at least 25
percent.

. A supplier of international contractors replied that
“when U.S. contractors and firms started employing local
or third country technicians, engineers, managers etc.
we felt a tremendous shift in purchases away from U.S.
sources toward German, French and English suppliers.”
They added that in the Middle East three major
competitors emerged as a result of increased European
management in the area.

The firms that responded quantitatively to the question
linking U.S. exports to the nationality of their employees
indicated that a 20 percent replacement of Americans by TCN's
would on average reduce their U.S, exports b{ 13 percent. That
implies an elasticity of 0.65, whigh is similar to an earlier
gst;na%e of 0.5 made by John Mutti for Treasury's Office of Tax

nalysis. -

*Mutti, John, The Am r{can Presence Abroad and U.S.\Ex orts.
Office of Tax Analysis Paper No. 33, U.S. Treasury Department,

October 1978.

.. - 13-
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V. CONCLUSIONS

The picture that emerges from the survey results adds further
body and substance to our earlier analysis. The number of
Americans returning home since 1976 is substantial -- for the
emerging economic regions of Latin America and Asfa-Pacific,
survey results indicate a 15 percent decline in American
employment. Though other factors may have some effect on this
decline, the magnitude of the reduction in after-tax income of
American workers is so large -- on average $7650 for 1979 -- that
the relative impact of other factors pales in comparison. The
additional tax burden on U.S. workers overseas, along with the
associated higher costs of tax equalization by U.S. firms for
their American workers, are clearly the major factors at work in
reducing U.S. employment overseas.

The survey results also lend additional support to the
conclusions reached by Mutti and others regarding the magnitude
of the impact of reduced employment of American workers abroad on
the level of U.S. exports. Mutti found an elasticity of exports
with respect to employment of 0.5; the average of responses to
our survey, when translated into an elasticity, was 0.65 -- very
similar to Mutti's finding. :

The industrial distribution of impacts, as indicated by the
survey, suggests that the workers most affected are those in such
areas as finance, professional services, and construction which
have high value added because of the specialized skills involved,
rather than areas in which unskilled foreign labor competes with
unsktlled U.S. workers. Thus, the taxation of U.S. workers
overseas 1s not a means of protecting jobs in the U.S. from
foreign competition; instead, it interferes with the ability of
U.S. workers to be competitive in foreign markets and contributes
to unemployment at home.

There is also serious cause for concern in the fact that the
impact of the added tax burden {is especially severe in countries
which are "emerging markets" -- the newly industrializing
countries of Latin America and the Asia-Pacific region, among
others. The U.S. loss of market share in these areas now, while
these markets are rapfidly expanding, will be virtually impossible
to recover later.

- 14 -
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The overall impact of the tax on U.S. exports can only be
estimated with rough precision. However, the evidence is clearly
sufficient to show that the impact is large. Numerous studies
(including this one) conclude that L.S. overseas employment has
fallen ten percent or more because of the tax. The preponderance
of evidence also indicates that, on average, the level of U.S.
exports is reduced by one percent or more for every two percent
reduction in the number of U.S. workers overseas. These two
facts together indicate that the minimum impact of the tax is a
level of U.S. exports five percent Jower than would otherwise
have been achieved in the absence of the tax, and the magnitude
of the impact could potentially be much higher.

\

The implications for Treasury receipts from the tax are also
clear. Treasury estimates based on the number of tax returns
filed overseas in 1977 wiil significantly over-estimate potential

" tax revenues. Because of the reduction in number of workers

overseas, especially among those expected to pay the greatest
share of additional taxes, the actual revenue from the tax will
be at least 10 percent (and more likely 15-25 percent) below the
amount estimated by Treasury. When the impact on U.S. exports
and reduced U.S. domestic income is taken into account, the net
revenue to the Treasury from the tax becomes negative. As shown
in our earlier analysis, the net revenue loss after accounting
for domestic impacts is on the order of ten times greater than
thekdirect revenue Treasury hopes to gain from taxing overseas
workers.

® * *

The tables which follow provide additional data gained in our
survey of U.S., firms operating abroad.

- 15 -
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EXHIBIT 1
Survey Questionnaire

1. What is primary activity of your firm in this country (e.g.
construction, accounting, manufacturing, banking etc.)?

2. How many Americans did firm employ locally each year--1976
through 197917

3. In what capacities did they serve (e.g. sales, engineering,
management etc.)?

4. What was value of fimports from U.S. sold or purchased by yoﬁr
- firm locally in 1976, 1977, 1978 and 19797

5. For following questions, please estimate as best you can,
amount involved for each year, 1976 through 1979.

A. If your employer has tax equalization plan for American
employees, what was total additional cost to your firm for
these employees in country as result of changes from pre-
1976 tax provisions?

8. If you did not tax equalize, what was average change in
after-~tax income (in U.S. dollars) for your firm's
American employees locally as result of these tax changes.

C. What percentage of tax equalization costs to your company
locally were

I. Ab;grbed by your company as decreased profits?
and/or .

II. Passed on to your customers in higher prices in
each year, 19/76-797

D. What percent increase in costs of your products sold
locally stemmed from additional costs of these tax changes
in each year, 1976-19797 '

6. Please estimate dollar value of any lost sales (U.S. exports)
attributable to: .

A. Higher unit costs discussed in previous questions, and/or

B. Any reduction that may have occurred in number of
Americans employed locally by your firm.

7. Does employment of third country nationals, instead of
Americans, in overseas operations result in lower level of
exports from U.S. operations? If so, please estimate percentage
change in your $ales or purchase of U.S. products locally that
would result from a 20 percent replacement of your American
empioyees by TCNs.

8. Any. additional comments welcome.
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TABLE 1

NUMBER OF RESPONSES BY COUNTRY
BY PER CAPITA INCOME AND LEVEL OF.TAXATION

St

LOW TAX MIDDLE TAX HIGH TAX
Brazil 24 Costa Rica 5 Chile 3
Guatemala 5 Dominfcan Republic 1 Columbia 9
Panama . n Taiwan 4 Ecuador 2
Uruguay 4 Indonesia 2
Korea 10 103
Mexico 6
Sg Morocco 1
-2 Peru 4q
= Phillipines 8
Thailand 4
Argentina 13 Singapore 7 Italy -10
w Hon? Kong 13 Portugal 1
§§ Spain 5 South Africa 2 75 |-
=5
Japan 10 Australia 12
: Switzerland 3 Belgium 3
F& | United Kingdom 51
=2 79
163 17 77 257*%

*16 responses could not be classified by country
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TABLE 2

NUMBER OF RESPONSES BY GEOGRAPHIC AREA
AND TYPE OF BUSINESS ACTIVITY

Europe Latin America Asia Pacific Africa
Belgium "3 Argentina 13 Australia 12, Morocco 1
Italy 10  Brazfl 24 Hong Kong 13" South Africa 2
. Portugal 1 Chile 3 Indonesia 2
o . Spain 5§  Columbia 9  Japan 10 Total 3
T : Switzerland 3 © Costa Rica 5  Korea 10
United Kingdom 51 Dominican Republic 1 Phillipines 8
- Ecuador 2 Singapore 7
Total 73 Guatemala § - Taiwan .4
Mexico 6 Thailand 4
Panama n
ﬂeru : Total 70
ruguay
Yenezuela 24
Total m
TABLE 3

Number Of Responses By Type'
Of Business Activity

Mining 2
Construction 8
Manufacturing ’ 81
Transportation 10
Wholesale Trade 52
Finance 43
Services 28
Petroleum 15
Other, Unclassifiable 34

Total 273
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TABLE 4

. AVERAGE CHANGE IN AFTER TAX INCOME IN 1979
AS A RESULT OF CHANGES FROM PRE-1976 TAX PROVISIONS
_ U.S. DOLLARS

LOW-TAX COUNTRIES (20) $13,323
Venezuela (5) 32,549
United Xingdom (8) 12,375
Hong Kong (1) - 8,000
Guatemala (3) o 5,400
Panama (1) 5,000 _ .
Uruguay (1) 2,800
Argéntina (1) - 2,000
HIGH-TAX COUNTRIES (15) $ 4,872
Korea (1) 10,000
Italy (3) 6,667
Austratia (3) 6,000
Phillipines (2) 5,110
Cotombia (4) 4,500
" Thailand (1) 1,500
Morocco (1) S ) 1,150
UNKNOWN (1) $ 2,500

—FOTAL (36) 4 _ 7,642
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TABLE 5
CHANGE IN COST OF PRODUCT IN 1979

AS A RESULT OF CHANGES FROM PRE-1976 TAX PROVISIONS
BY TYPE OF BUSINESS ACTIVITY

PERCENT CHANGE

SERVICES (4) ‘ 7.00%
TRANSPORTATION (2) 6.00%
CONSTRUCTION (3) 5.57%
MINING (1) - 5.00%
FINANCE (2) . 2.00%
MANUFACTURING (14) 1.45%
WHOLESALE TRADE (6) 1.17%

TOTAL (32) 2.91%

TABLE 6

CHANGE IN COST.OF PRODUCT IN 1979
AS A RESULT OF CHANGES FROM PRE-1976 TAX PROVISIONS
B8Y LEVEL OF TAXATION '

PERCENT CHANGE

LOW-TAX COUNTRIES (14) . 3.13%
MEDIUM-TAX COUNTRIES (3) 1.10%
HIGH-TAX COUNTRIES (8) 2.55%
ALL RESPONSES (32) 2.91%

(INCLUDING RESPONSES WITH NO DETERMINABLE COUNTRY)
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TABLE 7

INCREASED EQUALIZATION COST IN 1979
AS A RESULT OF CHANGES FROM PRE-1976 TAX PROVISIONS
BY LEVEL OF TAXATION

(U.S. DOLLARS)
TOTAL NO. OF U.S. EMPLOYEES PER EMPLOYEE
LOW-TAX COUNTRIES (66 8,217,922 640 12,840
W—IT'(?)_—‘_)'tzer an -%wtm 7 38258
Uruguay (1) 32,000 1 32,000
Argentina (9) . 548,637 34 16,136
Panama (4) - 100,685 7 14,384
Guatemala (1) 14,000 1 , 14,000
United Kingdom (20) 5,679,000 437 12,995
Venezuela (13) 651,000 59 11,034
Spain { } 10,600 1 10,600
Japan (6 . 126,500 13 9,731
Hong Kong (9) ' 455,500 70 6,507

MIDDLE-TAX COUNTRIES (8 577,000 30 19,133
STngapore (3) 16,@5 I 28,767

Costa Rica (2) 4 26,500
. Taiwan ( 3 115.000 5 3,
HIGH-TAX COUNTRIES (29) 1,178,200 138 8,538
Thafland (2 150,000 6 25,000
BeT%ium (1) 40,000 2 20,000
Dominican Repub'lic (1) 40,000 10 4,000
Eucador (1) 15,000 1 15,000
Italy (3) 85,000 6 14,167
thipines (3) 413,000 3 13,000
Portugal (1) - 13,000 1 13,000
Australia (6) 155,000 - 12 12,917
South Africa (1)- 10,000 1 -10,000 .
Colombia (5) 307,000 34 9,029
Korea (5) 345,900 68 5,087
Peru (1) 16,000 4 4,000
UNKNOWN (9 637,697 10 9,110
azfil (24) 76,000 * *
TOTAL (136) 10,686,819
(excluding Brazil) 10,610,819 878 12,085

The Brazilian response was aggregated by the Brazilfan American Chamber of 00merce and
we were unable to disaggregate the data. The Chamber indicated that all firms had not
responded to the equalization question. Therefore, we do not know how many employees the
equalization cost represents and could not compute a cost per emp loyee.
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TABLE 8

INCREASED EQUALIZATION COST IN 1979 .
AS A RESULT OF CHANGES FROM PRE-1976 TAX PROVISIONS
BY TYPE OF BUSINESS ACTIVITY
(U.S. DOLLARS)

NO, OF
107 U.S. EMPLOYEES PER EMPLOYEES
Wholesale Trade (27) 1,515,185 . 72 21,044
Petroieum (8) 2,728,200 134 20,360
Manufacturing (35) 1,942,437 176 11,037
Finance (21) 849,497 91 9,335
Construction (7) 4 732,000 112 6,536
Transportation (6) . 1,415,000 29 4,879
Other, §9,000 13 4,538
Unclassifiable
Services (7) 23,000 8 2,875
TOTAL* (112) 10,610,819 878 12,085
*excluding Brazil ‘
TABLE 9

NUMBER OF AMERICAN EMPLOYEES, 1976-1979
BY LEVEL OF TAXATION

. 1976 i979 CHANGE PERCENT
tow-Tax Countries (116) 768 860 92 12%
Middle-Tax Countries (12) 155 114 -41 -26%
High-Tax Countries (53) 434 382 -52 -12%

Unknown (9) 82 97 15 18%
TOTAL (190) 1438 1453 14 1%



Euro 45
ited Kingdom (30)
Switzerland (1)
Italy (7)
Portugal (1)
- Spatnn (3)
. Belgium (3)

Latin America 84'
Guatemala (1
Argentina (9

Uruguay (2)
- Venezuela (2i)

* Mexfco (6)

Columbfa (2)
Costa Rica (3)
Panama (11)

Dominican Republic (1)

Brazil (24)
Peru (4)

Asia Pacific (51
Hong Kong
Indonesia
Singapore
Australia (11)
Phillipines (5)
Thatland (4)

Japan 27;
Korea (7
Taiwan (2)

Africa (1)
South Africa 91)

Unknown (9
TOTAL {190)

e
O
'~y
-3
e
bl
(-

ﬁ N F‘D—'g

wo O N —® 2o
-0

O — o |

TABLE 10

NUMBER OF AMERICAN EMPLOYEES, 1976-197
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TABLE 11
NUMBER OF AMERICAN EMPLOYEES, 1976-79

BY LEVEL OF PER CAPITA INCOME
IN HOST COUNTRY

1976 1979 CHANGE  PERCENT CHANGE

LOW-INCOME COUNTRIES (74) - 698 549 -149 -21%

MEDIUM- INCOME COUNTRIES (55) - 113 147 34 30%

HIGH-INCOME COUNTRIES (52) 546 660 14 21%
TABLE 12

NUMBER OF AMERICAN EMPLOYEES, 1976-79
BY TYPE OF BUSINESS ACTIVITY

1976 1979  CHANGE  PERCENT CHANGE

PETROLEUM 10 103 176 73 71%
SERVICES 17 390 375 15 40%
MINING 1 - 70 90 20 29%
MANUFACTURING 55 249 271 22 9%
FINANCE 30 166 169 3 2%
WHOLESALE TRADE §33; 85 84 -1 -1%
CONSTRUCTION 7 129 112 -17 -13%
UTHER,

UNCLASSIFIABLE 2343 229 164 -65 -28%
TRANSPORTATION 3 18 12 -6 -33%

TOTAL (190) 1439 1453 14 1%
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TABLE 13
NUMBER OF AMERICAN EMPLOYEES, 1976-79

BY PER CAPITA INCOME & LEVEL OF TAXATION
OF HOST COUNTRY

1976 1979 Change Percent Change

Low Income Low Tax (38) ‘ 236 159 -17 -33%
Low Income Medium Tax (6) 140 100 -40 -29%
~ Low Income High Tax (30}, 322 290 -32 -10%
Medfum Income Low Tax (40) 87 123 36 41%
Medium Income Medium Tax (6) 15 14 -1 -7%
Medium Income High Tax (9) 1 10 . -1 -9%
High Income Low Tax (9) 445 478 33 30X
High Income Medium Tax (0) - - - -
High Income High Tax (14) 101 82 -19 -19%
TABLE 14

VALUE OF EXPORTS BOUGHT OR SOLD, 1976-79
BY PER CAPITA INCOME & LEVEL OF TAXATION
OF HOST COUNTRY
(Millions of Dollars)

1976 1979 Change Percent Change

Low Income Low Tax (37) 177.1 182.26 5.16 2.9%
Low Income Medium Tax (7) 51.78 87.34 35.56 65.5%
Low Income High Tax (26) 1183.53 2225.4  1041.87 88.0%
Medium Income Low Tax (34) 243.34 470.9 227 .56 93.5%
Medium Income Medium Tax (4) 27.19 53.63 26.44 97.2%
Medium- Income High Tax (8) 61.75  85.94 24,19 33.2%
Higi\ Income Low Tax (16) 357.55 473.86 116.31 32.5%
. High Income Medium Tax (0) - - - -
High Income High Tax (8) 70.18  94.18 24.0 34.2%

80-612 0—81—9



LOW-TAX COUNTRIES (87)
Argentina

Spain (4)
Uruguay (3)
Hong Kong {(6)
Venezuela 17)

ama (8)
Suftzerland (3)
Japan (5)

United Kingdom (8)
Brazil (24?
Guatemala (2)

MEDIUM-TAX COUNTRIES (11)
Singapore (4

Taiwan (2)
Costa Rica (5)

HIGH-TAX COUNTRIES_(42)
Colombia (4)

Phillipines (3)
Belgium (1)
Mexico (6)
Korea s ;

Italy (6
Indonesta ;
Australia
Thafland (2)
Ecuador (1)
Portuga) (1) |
Peru (3)

South Africa (1)

UNKNOWN (9
TOTAL (149)
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TABLE 15

VALUE OF EXPORTS BOUGHT OR SOLD, 1976-79

18.97
27.19
30.34

21.44
1315.46

6.38
22
2.80

8Y LEVEL OF TAXATION

OF HOST COUNTRY

(Millions of Uollars)

A979  CHANGE
127.% 2;
8.
6. Oi 3. 76
18.94 10. 16
327.07  139.44
40.65 12.96
194.31 54.91
45.78 12.40
233.77 49.00
140.00 -7.00
70 ~1.30
140.97 62,00
53.63 26.44
56.53  26.19
30.81 9.37
2405.52 1090.04
17.52 11.14
.52 .30
6.56 3.76
32.89 16.54
2146.62 1011.50
76.91 30.68
9.90 3.35
87.62 20.24
.97 .20
2.50 .00
1.00 .00
14.48 -1.16
8.03 -6.49

70.90 26.19
3744.41 1527.28

PERCENT CHANGE
Adj. for

Ajusted Inflation

i

166% 110%
122% 76%
116% 69%
74% 38%
47% 16%
39% 108
37 8%
27% 0%
-5% -25%
-65%  -72%
1% 41
97% 56
86% a7x
a4y 14%
8% 43
175% 117%
136% 86
134% 85%
101% 59%
89% 49%
66% 31%
51% 19%
308 3%
26% 0%
0% -21%
0% -21%
-7% -27%
-45% -56%
59% 25%
69% 33%
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TABLE 16

VALUE OF EXPORTS BOUGHT OR SOLD, 1978-79
BY LEVEL OF TAXATION
OF HOST COUNTRY -
(Mi111ons of Dollars)

197 1979 CHANGE PERCENT CHANGE

Adj. for
Adjusted Inflation
LOW-TAX COUNTRIES (80 1007.64 1128.47 120.83 12% -1%
Spain {4) 4,18 6.03 T.87 [174 Fii4
Argentina ; 84.86 118.86  34.00 40% 24%
Hong Kong 14.10 18.94 4.84 34X 18%
Switzerland (3) 152.02 194,31 42.29 28% 13%
Japan (5) 36.40 45,78 9,38 26% 1%
Panama (8) 36.67 40.65 3.98 11% -2%
Brazil (24) 127.00 140.00 13.00 10% -2%
United Kingdom (9) 213.02 234.47 21.45 10X -2%
Uruguay ? .88 .91 .03 k7 4 -8%
Venezuela 18) 336.28 327.82 -8.46 -2% -14%
Guatemala (2) 2.25 .70 -1.55 -699% -73%
MEDIUM-TAX COUNTRIES (14) 133.80 175.37 41.57 31x 16%
Singapore (7 51.62 88.03 36.41 71% 51%
Taiwan (2) 49.80 56.53 6.73 . 14X 14%
Costa Rica {5) 32.38 30.81 -1.57 - -5% -16%
HIGH-TAX COUNTRIES (46 1987.95 2421.21 433.26 22% -8
Chile (2) 2.41 17.09 8.68 360X 308%
Peru (3) 8.51 14.48 5.97 70% 51%
Phillipines (4) .66 1.12 .46 70% 50%
Mexico (6) 25.21 32.89 7.68 30% 16%
Korea (6) 1744,17 2150.62 406.45 23% 9%
Belgium (i) 5.60 6.56 .96 17% 4
Indonesia (2 8.60 9.90 1.30 15% 2%
Australia (7 79.84 87.62 7.78 10% -3%
Thailand (2) .92 .97 .05 5% -8%
Ecuador (1) : 2.50 2.50 0.00 0x -12%
Portugal (1) 1.00 1.00 0.00 X -11%
Italy (6) 78.27 76.91 -1.36 -2% -13%
Columbia (4) 19.10 17.52 -1.58 -8% -19%
South Africa (1) 11.16 8.03 -3.13 -28% -36%
UNKNOWN (9) . 60.23 70.90 10.67 18% 4%

TOTAL (149) 3189.62 3795.95 606.33 i9x% 5%




LOW-INCOME COUNTRIES (70).
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TABLE 17

VALUE OF EXPORTS BOUGHT OR SOLD, 1976-79

BY LEVEL OF PER CAPITA INCOME

1976
1412.41

MEDIUM-INCOME COUNTRIES (46) 332.28
HIGH-INCOME COUNTRIES (24)  427.74

UNKNOWN (9)
TOTAL (149)

PETROLEUM (9)
MINING (1)
TRANSPORTATION (1)
SERVICES (8)
CONSTRUCTION (3)
MANUFACTURING (49)
WHOLESALE TRADE (40)
FINANCE (5)

OTHER,
UNCLASSIFIABLE (33)
TOTAL (149)

44.71
2217.14

OF HOST COUNTRY
MILLIONS OF U.S. DOLLARS

1979

2495.00
610.47
568.04

70.90

3744.41

TABLE 18

CHANGE

1082.59
278.19
140,30

26.19

1527.27

PERCENT CHANGE

77%
84x%
33%
59%

69%

VALUE OF EXPORTS BOUGHT OR SOLD, 1976-79

BY TYPE OF BUSINESS ACTIVITY

MILLIONS OF U.S. DOLLARS

1976 .

2217.14

1979
45.40
.w
m.w
6.70
2110.50
34.“

574.37
11.03

179.98
3744 .41

CHANGE

27.44
.w
45.80

1000.28
277.37
158.72

2.02
11.38

1527.27

PERCENT CHANGE

153%
167%
131%
129%
90%
61X
38%
2%

"
69%
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1978
1979
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TABLE 19

LOST BUSINESS DUE TO INCREASED TAXES
OR U.S. WORKERS OVERSEAS

{MILLIONS OF DOLLARS)

Lost Business Due Lost Business Due
To Increased Cost To Fewer U.S. Employees
NUMBER OF NUMBER OF

AMOUNT COMPANIES AMOUNT COMPANIES

0 0 2.2 2

0 0 3.25 2

2 1 3.3 2

2.9 6 249.1 18

TABLE 20

EXPECTED CHANGE IN EXPORTS
DUE TO HYPOTHETICAL 20X REPLACEMENT
OF U.S. WORKERS OVERSEAS

AVERAGE PERCENT

DECLINE

TRANSPORTATION (3) 30%
FINANCE (6) 22
OTHER, UNCLASSIFIBLE (3) 7%
WHOLESALE TRADE (21) 15%
MANUFACTURING (31) 12%
PETROLEUM (9) 9%
SERVICES (6) 6%
CONSTRUCTION (2) 5%
MINING (2) 0%

TOTAL (75) 13%
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TABLE 21

NUMBER OF FIRMS RESPONDING
THAT THEY EMPLOYED NO AMERICANS

Mmericans  Amiricans  Responses N Americans
Belgium ‘ 1 3 4 25%
Italy 15 10 25 60%

. Phillipines 1 8 9 11%
Spain 1 5 6 17%
Unfted Kingdom 11 52 63 17%
TOTAL 29 78 107 ' 27%

for all responses 29 274 303 10%
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TESTIMONY PRESENTED BEFORE
THE SENATE FINANCE COMMITTEE
April 24, 1981

Stephen Van Dyke Baer, Director
Of International Compensation

Research And Development

Organization Resources Counselors, Inc.
1211 ﬁvenue of the Americas
New York, New York 10036

The Changing Pattern Of US
Expatriates Abroad. - A
Summary of Results From

ORC's Periodic Surveys of

Personnel Practices And Compensation

For Expatriate Employees

Organization Resources CounselorsInC. 1625 1 Streel, NW.  Washington, 3C 20006



Summary of

Findings

As a percent of all expatriates employed by U.S.
multinational corporations, U.S. expatriates comprised
84 percent of the total in 1972, 73 percent in 1976

66 percent in 1979 and 37 percent in 1980.

In terms of host locations for U.S. expatriates em;
ployed by U.S. multinational corporations abroad in
1972} 50 percent were in Europe, 2 percent in the
Middle East and 47 percent in other areas of the

world.

By 1980 that distribution had shifted to 25 percent

in Eﬁrope, 40 percent in the Middle East and 35 per-

cent in all other areas. ‘

Of the substantial increase in the American presence

in the Middle East, the great bulk has been concentrated

in Saudi Arabia. 1In 1972 U.S. expatriates in Saudia Arabia
accounted for 67 percent of the total expatriate work
force. But in 1980 U.S. expatriates accounted for

only 24 percent of that expatriate work force.
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Non-American expatriates employed in Saudia Arabia as
a percent of total has grown from 33 percent in 1972

to 76 percent in 1980.

In terms of the number of U.S. expatriates, the survey,
completed by more than 300 U.S. corporations indicated
that in 1979 those companies employed 36,756 Americans
offshore. 1In 1980 that number had decreased to 22,580,

a net reduction of 14,176 representing, a 39 percent

decline.



April 24, 1981

TEXT OF STATEMENT

Organization Resources Counselors, Inc. (ORC) wishes to thark
the Senate Finance Committee for its invitation to'prévide
background information that the Committee might wish to use in
carrying out its deliberations with regard to reconsideration
of U.S. Tax Policy as it may affect U.S. citizens working

abroad.

The information provided in the body of this statement has

been summarized from ORC's Survey of Personnel Practices and
Compensation for Expatriate Employees.‘ The survey is completed
by responsible officials of cooperating ORC multinational
client corporations and to the best of our knowledge reflects

an accurate accounting of each company's practices.

ORC has been conducting such surveys since 1948, initially at
two year intervals but more recently on an annual basis. The
data summarized are éhose for the years 1972, 1976, 1979, 1980
which were provided by 192, 257, 305, 306 companies in those

respective years.

The increase in sample size since 1972 is a consequence of
ORC's market growth in the provision of International Services.

Today in excess of 800 U.S. firms use ORC as a source of
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place-to-place cost of living indexes and housing measures;
counsel on a broad spectrum of employee relations issues and

for the conduct and coordination of seminars and meeting groups.

The U.S. Federal Tax Regulations obtaining with reference to
U.S. citizens employed offshore are but one of many factors
affecting the level and geographic distribution of that employ-

ment.

Decision makers must also recoynize that changes in markets,
availability of natural resources, relative costs of production,
the vigor with which and public policy under which non-U.S.
firms compete in the market place may also affect the level

and locational distribution of the U.S. expatriate population.

In undertaking its deliberations the Committee would seem well
advised to consider issues such as the tax revenue impact,
employment effects and balance of payments effects which might

be associated with tax policy options.

In the eight years from 1972 to 1980 as the tables below dem-
onstrate, there have been dramatic shifts in both the numbers

of Americans employed offshore and their offshore employment
locations. Levels have substantiél%y diminished and the location-
al distribution has shifted emphatically to the Middle East

from Eurobe.



It is a popular contention that a high level of American
presence abroad are positively teléted to high levels of
domestic employment, increases in the U.S. share of inter-
national trade, potential increases in U.S. tax revenue, in-
creased opportunities for new business and the like. Should
this be true it would seem logical that reductions in such

presence would have an adverse effect on the U.S. economy.

It is not within the purview of this statement to support or
refute this contention, rather its intent is only to provide
the Committee with infbrmation ORC has assembled on the current
and historical levels and locational distribution of employees

of U.S. corporations working offshore.
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TABLE I

Summary of U.S. Multinational Expatriate Employment Statistics n)

Nationalities as a

percent of total

ITEM SURVEY YEAR
1972 1976 1979 1980
Companies Participating 192 257 305 306
U.S. Expatriates NA 28,679 36,756 22,580
Other Expatriates NA 10,597 19,240 38,091
Total Expatriates NA 39,276 55,996 60,681
U;s. expatriates as a 84.0 73.0 65.6 37.2
percent of total A
Expatriates of Other 16.0 27.0 34.4 62.8

n) Survey of Personnel Practices and Compensation for Expatriates -

selected years. ORC, Inc. 1211 Avenue of the Americas,

New York, New York 10036
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TABLE II

Work Locations of U.S. Expatriates

LOCATIONS SURVEY YEAR

1972 1976 1980
Europe 50% 23% 25%
Middle East 2 23 40
Other Areas 48 54 35
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TABLE III

Saudi Arabia

Percent Distribution of

All Expatriates Present

ITEM SURVEY YEAR

1922 1976 1980
U.S. Expatriates 67% 44% 24%
All Other 33 56 76
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TABLE IV

Work Locations for Expatriates other than Americans

1980
LOCATION PERCENT
Saudi Arabia 64
Other Middle East 3
Eﬁrope 7
All Other 26
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TABLE V

Country of Origin of Non-American
Expatriates in the Middle East

1980
COUNTRY OF ORIGIN PERCENT OF TOTAL
UK . 30
Philippines ‘ 21
Pakistan 11
Thailand 10
India ‘ 9
Canada 2
Other Countries 17

80-612 O—8l——10
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Notes to Tables

The sample universe of companies is drawn each year from the
ORC, Inc. International Services client base. Of the 800 plus
companies contacted in 1979 and 1980 more than 300 cooperated

in each year.

No attempt was made to ratio estim;te or "weight" the sampie
returns to the sample universe primarily because no employment
control totals were available. ORC is-willing to supply the
Committee with a list of cooperating companies and a copy of
the 1979 and 1980 survey collection documents, if it so re-
quests. It will not however be possible to disclose the
individual company data reports since ORC believes that to do

so would constitute a breach of client confidentiality.

SVB/qlg
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- Senator CHAFEE. Thank you, Doctor. I appreciate your testimony.

This is helpful and we have this from Mr. Baer too.

~All right, now a panel of Mr. Gore, Mr. Brown, Mr. Niemi, Mr.

Angarola, and Dr. Crawley.

Now, gentlemen, again, I will have to—much of this is indeed,
repetitive, so please summarize your statements to the greatest
extent possible. ‘ ~

Why don’t we take it in the order here. Mr. Gore. Now, are we
missing somebody? )

Mr. DuBos. Mr. Chairman, there has been a substitution. We
notified the committee within 48 hours. I am representing Mr.
Gore. My name is Thomas DuBos. '

l'l Se;nator CHAFEE. All right, now, Mr. DuBos. Now is Mr. Brown
ere? -

Mr. DuBos. He is, yes.

Senator CHAFEE. Mr. Niemi.

Mr. Niemi. Right here, sir.

Senator CHAFEE. Mr. Angarola and I guess Dr. Crawley is miss-
- ing. OK, gentlemen, Mr. DuBos.

STATEMENT OF THOMAS DuBOS, THE NATIONAL FOREIGN
TRADE COUNCIL

Mr. DuBos. Thank you, Mr. Chairman, I am a representing the
National Foreign Trade Council. I am member of their tax commit-
tee. The National Foreign Trade Council is a nonprofit organiza-
tion consisting of a cross-section of 600 U.S. companies with highly
diversified interests engaged in all aspects of international trade
and investment.

I am pleased to appear, today, on the four bills before this
subcommittee, The NFTC is delighted with the interest shown to
liberalize the existing rules set forth in sections 911 and 913 of the
Internal Revenue Code relating to the taxation of foreign earned
income of Americans overseas.

All of these bills, Mr. Chairman, represent a substantial improve-
ment over the existing law. A full statement has been submitted
for the committee. Our remarks, orally, will be very brief.

The National Foreign Trade Council endorses Senate Bill 598,
introduced by Senator Jepsen, as being the most effective in elimi-
nating the competitive disadvantage imposed on U.S. businesses by
the present tax laws.

All of the other bills before this subcommittee, would continue
ghedcostly pyramiding and the costly and complex compliance

urden.

Senator CHAFEE. What would you want for residency? Mr. Jep-
sen’s bill, as I understand, is 17 out of the 18 months. Are you
willing to go with that?

Mr. DuBos. We could go with that Senator. We think the 11 out
of 12 is a better test.

Senator CHAFEE. All right.

Mr. DuBos. Many U.S. companies have been forced to replace
U.S. citizens abroad with foreign nationals. This causes a transfer
of technology and know-how to these foreign nationals, which leads
to a reduction in U.S. exports. .
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Prior studies have been cited, this morning, the Chase Econome-
trics, the President’s Export Council report of last December and
the GAO report, which was mentioned this morning.

The Foreign Earned Income Act of 1978 has failed to meet the
objectives which was intended by Congress. The equity that was
sought, has not been achieved. The simplification which was the
general goal, has not been achieved. Liberalization of the rules for
taxation of U.S. citizens working abroad is essential to enhance the
competitiveness of U.S. international business and to create more
export-related jobs at home and improve our balance of payments.

Thank you, Mr. Chairman. ’ .

Senator CHAFEE. What do you say about Mr. Chapoton’s proposal
that you would, indeed, exempt all income, earned income, beyond
. what would be the person’s salary at home?

Mr. DuBos. I think, Senator, since the relationship of this thrust
is to improve exports, there is no need for the threshold. That is
why we favor Senator Jepsen'’s bill. :

Senator CHAFEE. Well, Mr. Chapoton does represent the Treasury
and obviously the support of the Treasury is always a help in
getting this legislation passed.

Mr. DuBos. Indeed, it is.

Senator CHAFEE. What would it do to employment of Americans
abroad. The American would go abroad, he wouldn’t be any worse
off. He'd be just as well off, financially, presumably. Would he or
wouldn’t he?

Mr. DuBos. It is presumable, I think, Senator. All of the condi-
tions, when you take living in areas of hardship, the Middle East,
certain hardship areas, the money is just not going to compensate
the individual for living and his services abroad.

Senator CHAFEE. Well, then Mr. Chapoton says they would be
willing to recognize that. The additional bonus for going abroad
would be tax free, as well as the cost of living. Let’s take a man at
$50,000 and so they say we will pay you $75,000 and in addition we
will pay all the costs of living. Now, the person is getting an extra
$25,000 and the $25,000 under Mr. Chapoton’s example would be
tax free.

Mr. DuBos. Yes, sir.

Senator CHAFEE. What about that?

Mr. DuBos. Well, we are delighted with the Treasury’s change in
thinking. I think, however, it continues to impose some of the
compliance complexities which we will hear from another panel
dealing with the public accounting firms.

We feel that now is the time to include the export related posi-
tion and go all the way.

Senator CHAFEE. Also, I suppose, one of the answers would be
that it increased the cost of the companies sending them and
reduces their competitiveness.

Mr. DuBos. Exactly. :

Senator CHAFEE. All right, Mr. Brown. Thank you, Mr. DuBos.

Mr. DuBos. Thank you, sir.
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STATEMENT OF BEN JARRATT BROWN, U.S. AND OVERSEAS
‘ TAX FAIRNESS COMMITTEE

Mr. BrRowN. Mr. Chairman, I am Ben Jarratt Brown. I am with
the U.S. and Overseas Tax Fairness Committee. The views I ex-
press, today, also reflect those of the American constituency over-
seas and the Association for the Advancement of International
Education. :

For the first time in memory, the TFC, a fountain of statistics on
this subject, will be extremely brief and nonstatistical in its com-
ments. I will truncate my remarks even further, at this point.

I would like to say for the record, that the problem, quite simply
put, is this: Current U.S. tax practices mean fewer Americans
overseas. Fewer Americans overseas mean less business for Ameri-
can firms and fewer jobs at home. Less business for American
firms means lower business revenues and therefore, lower tax reve-
nue on corporate payroll and profit accounts.

The points are obvious and you have seen many data, and today
will see more that back the points. I do not propose to get any
further into data, but I think a point should be made that has not
yet been made.

Without minimizing the importance of the data being presented
today, I want to point out that there are many intangible benefits
to an American presence overseas. If they could somehow be meas-
ured and statistically tabulated, as is the current custom, the bene-
gtg would far exceed any quantifiable values we are discussing

ay.

The more Americans we have overseas establishing commercial,
cultural, and social bonds, the less the likelihood of misunderstand-
ings and the greater the prospect of international security. We
know that to be a fact, but we can’t prove it with numbers.

I am reminded, however, that the Federalists Papers, the founda-
tion of thought and wisdom and reason, upon which our still won-
derful Nation rests, do not rely on data and statistical methodolo-
gy, but on the sheer power of human reason guided by the weight
of human experience. That, in the final analysis, is what is needed
now.

We applaud the new directions set out by the President and
under debate in the Senate and the House to restore our Nation's
economic vitality. What we propose is in that spirit. It is our view,
that for many reasons, Americans must be able to work overseas.
They must, at least, have the same tax standing as citizens from
competing nations. .

We believe that any new tax remedy must be: (1) simple, (2)
complete, (3) lasting, that is, not subject to attrition by inflation,
and (4) absolutely effective.

It should not invite a new round of restrictive regulation writing
at the Treasury Department. It should announce to all business,
large and small, here at home and to our friends abroad, that we
mean to come alive again in the global market.

There is an old axiom that you don't tax the farmer until the
crops are harvested. In this case, we are trying to tax the farmer
before the crops are even planted.
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The ideal solution is complete elimination of U.S. taxes on
income abroad - ith perhaps, a nonceiling safeguard against slight
risks of abuse.

That requires no fundamental change in the historic tax g:licy.
That solution will yield a boundless harvest in business, in jobs and
i{n tax revenues.

Senator CHAFEE. Are you talking earned income?

Mr. BROwN. I am king earned income, yes, sir. Thank you.

Sl:ar;ator CHAFEE. So, you'd be for the total exemption. Is that
right?

Mr. BrRowN. Yes, sir, it is.

Senator CHAFEE. What about residency?

Mr. BrRowN. We would go for, I think, an 11 out of 12 months,
which would be an adequate test.

Sex}altg‘;' CHAFEE. Is anybody suggesting a lower residency than 11
out of 127

Mr. BRowN. Not that I am aware of. I don’t think it is realistic.

Senator CHAFEE. What about the workers on the oil rigs? They
wouldn’t thus be covered.

Mr. BrRowN. That is a special case and frankly, we don’t deal
with that. -

Senator CHAFEE. All right, Mr. Niemi.

STATEMENT OF DONALD R. NIEMI, ISSUES ANALYSIS MAN-
AGER, CATERPILLAR TRACTOR CO., REPRESENTING THE
EMERGENCY COMMITTEE FOR AMERICAN TRADE

Mr. Niem1. Mr. Chairman, I am Don Niemi representing the
Emergency Committee for American Trade or ECAT, in support of
legislation to reduce or eliminate the U.S. income tax burden on
income earned overseas by American citizens. :

ECAT is an organization of the leaders of 63 large U.S. business
firms with extensive overseas business interests. Its member com-
panies had 1980 worldwide sales of close to $600 billion and em-
ployed over 5 million people.

I am also issues anagsm manager for Caterpillar Tractor Comga-
ny and will draw on Caterpillar's experience with respect to this
issue. :

ECAT member companies are concerned about the way current
tax treatment of income earned overseas by American citizens
hurts U.S. exports. .

There are two reasons for concern. One is the high cost of send-
ing Americans abroad, which can lead to contract losses by making
U.S. bids uncompetitive.

Caterpillar’s tax equalization program cost about $12 million in
1979, most of that attributable to U.S. taxation of overseas earned
income. Tax equalization payments cost 80 percent of the average
Caterpillar foreign service employee’s base salary in 1979 compared
with 15 percent of base salary back in 1972,

Senator CHAFEE. Now, Mr. Niemi, I think, be sure and highlight
this because I am going to have to cut you off in exactly 5 minutes.

Mr. Niemu. I plan to, sir.

The other reason for concern is the impact on a broad range of
U.S. exports when Americans abroad are replaced by citizens of
other countries. We are pleased, therefore, to note the congressional
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interest in this problem. Any of the four bills under consideration,
today, would represent an improvement over the current law and
we in ECAT welcome these bills and express our appreciation for

~ . them.

Which is the best bill? I'd like to address that question in the
context of factors we believe the subcommittee should consider.

Point No. 1 is that we need to take into account the tax policies
of countries with which we compete. With some limited qualifica-
tions, other industrial countries exclude foreign personal income
from taxation. We think the closer we come to doing the same, the
better, and S. §98 provides for total exclusion.

S. 408 and S. 436 establish an exclusion that we thought, until
quite recently, would be adequate. In November of 1978, the aver-
age Caterpillar foreign service employee had a base salary in the
mid to upper thirties. By January of 1981 that average base salary
had risen, because of inflation, to over $50,000. The average total
cost per employee, taking in foreign service incentive premium and
make-whole payments is now approximately three times that
amount, or $150,000.

Senator CHAFEE. Well, now explain that, will you? What are you
saying that in order to get the person to go overseas that is what
the incentive payment is you are describing or in addition to that
you have so-called make-whole payments? Is that right?

Mr. Niem1. Well, there is a person’s base salary and then he gets
an incentive payment to induce him to go overseas and then there
are cost-of-living payments, housing allowances, educational
allowances, et cetera. If you add all of those up, the base salary,
plus incentives, plus make-whole allowances, it all comes to about a
three times base salary, or about $150,000 right now for the aver-
age worker.

“Senator CHAFEE. Well, what would you do? Let’s say you have
the same person and now you're saying if his salary was $50,000 at

" home, it would cost you $150,000 to put him abroad.

Mr. Niemi. Right.

Senator CHAFEE. Now, let’s say that his salary is $50,000 at home
and }tll_ae girst $50,000 was tax exempt. Now, what would you have to
pay him! )

_Klr. Niem1. The first $50,000 is tax exempt. Well, there would be
an incentive premium. You would be paying all of his various
allowances. Those would be taxable income.

Senator CHAFEE. Well, the housing wouldn’t be under the bill I
had. The housing, the first $5,000 or something, would be taxable.
Any housing above that would be nontaxable.

Mr. Niem1. Right. But, we are talking about our average employ-
ee, today, Senator. Looking at what has happened with inflation in
the last several years and anticipating the possibility of that in-
creasing even more, we see that within a few years we'd be back in
a difficult situation. :

Senator CHAFEE. Here's my worry. Going to an unlimited
amount, is the problem that some lawyer, smart lawyer or account-
ant, would come up with a system whereby we would have a
flagrant example that would bring down the whole system like it
has been brought down in the past. We just want to avoid that.
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I feel that, I am very nervous about going to an unlimited
amount,

Mr. NieMm1. Well, we recognize this danger. Of course, that is how
we got a ceiling in the first place back in the 1960's. There may

have to be some kind of restrictions to correct abuse situations.
" Senator CHAFEE. You are not suggesting anything on unearned
income? :

Mr. Niemi. No.

Senator CHAFEE. All right. Well, thank you, Mr. Niemi. Mr.
Angarola. ‘

Mr. ANGAROLA. Thank you, Senator Chafee.

STATEMENT OF MR. ROBERT T. ANGAROLA, AMERICAN
CITIZENS ABROAD

Mr. ANGAROLA. I represent American Citizens Abroad, a non-
rofit group which we believe represents the typical American
iving overseas. These are people such as school teachers, pension-
ers, small businessmen. ,

I think the various panelists and previous speakers have ad-
dressed the economic impact of driving Americans back home quite
eloquently.

I would like to spend a little time on the idealogical and political
gos(;;s that these moves have caused and the negative impact it has

ad.

Our tradition, as exemplified by tax policy before 1962, was to
encourage Americans to live overseas. We encouraged direct com-
petition with other ideologies in the foreign marketplace, the ideo-
logical marketplace.

y forcing these people back home and out of foreign countries,
we are losing that battle. I think the movie star syndrome of the
picture of the affluent American living on the shores of the
ﬁditerannean has led to the unfortunate consequences we face

ay.

. Our typical member is a school teacher struggling to survive in a

very expensive European city teaching American or, perhaps more
importantly, foreign students, or the small businessman trying to
develop markets in West Africa.

We have to recognize that our tax ﬁolicy affects these people
much more dramatically and directly than it does the few people
who actively avoided the just payment of taxes.

Senator CHAFEE. Didn’'t we take care of the school teacher last
year in that legislation?

Mr. ANGAROLA. The statistics that we have are anecdotal. We
don’t have vast resources to research this directly. We have indica-
tions that people in developing .countries in particular, are very
severely affected by the tax policies.

The concept we would sugport in changing the policy, would be
to go toward the residency based taxation, as every other country
does. That, of course, would exempt earned income and “unearned’’
income. We are talking about pensions and annuities. '

We would o;zgse any cap on the amount of income which would
be exempted. Any cap would discourage the positioning of senior
managers and entrepreneurs abroad, the people who hire Ameri-{
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can workers and order American goods. These are the very people
we want to encourage to live overseas. .

Any such cap would also make administration of the tax law
much more complex. We would support a mechanism such as that
described bi Mr. Brown, which would allow scrutiny of obvious
abuses by the IRS. Perhaps, put a limit of $200,000, $500,000 on
people who exempt that much income, allow the IRS to look at
those people more closely and to take action if it is warranted.

We would also oppose any legislation that differentiates among
U.S. citizens on the basis of country of residence or function or
profession.

We believe that the test of benefit to the United States should
not rest only on exports, but that we should look at the ideological

benefits that accrue from having Americans in foreign countries.
" We believe that tax relief is necessary soon. This will result in
benefits, not only to America, in terms of increased exports, but
also in terms of sending the American message across the world.

Thank you.

Senator CHAFEE. Well, I think you are opening a whole new area
here, that I think we’d have considerable trouble with, Mr.
Angarola. _

ou’re sugges gg that the Americans, retirees, that go to
Mexico, be exempted. They would be included.

Mr. ANGAROLA. They would be included.

Senator CHAFEE. I think that we have enough troubles selling
this legislation. One of the fine arrows in our quiver is the increase
in exports. We are talking strictly earned income as we understand
it and to get into retirees, I think, would bog us down.

Mr. ANGAROLA. I would like to say that we su%port what Mr.
Chapoton has said. That, in fact, perhaps now is the time for the
Treasury Department to go back and look at the concept of resi-
dency base income taxation and to .await their study.

In the meantime, we firmly support and totally concur with the
analysis provided regarding exports. We would certainly support
what has been said by the other panelists here.

Senator CHAFEE. Well, I want to echo that the views that have
been expressed here and Mr. Brown, particularly, I think that you
have the value of having Americans abroad, the sort of intangible
value, is very precious. .

. Where do the people in our State Department come from that
are linguistic experts? In many instances they are children of
Americans who have lived abroad for many years, be they mission-
aries, or be they business persons.

For us to drastically reduce the numbers of Americans living
abroad, raising their children abroad, I think it is harmful to our
Nation for a host of other reasons than exports.

[The prepared statements of the preceding panel follow:]
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SUMMARY

l. S.408, S.436, S.598 and S.867 would liberalize the existing
rules relating to the taxation of foreign earned income of
Americans overseas and would represent a substantial improve-

ment over existing law.

2. The National Foreign Trade Council endorses S$.598 which
would eliminate the costly pyramiding as well as the costly
and complex compliance burden. It would also bring U.S. law

into line with international practice.

3. Many U.S. companies have been forced to repléce U.Ss.
citizens abroad with foreign nationals. This has caused a
transfer of technology and know-how from U.S. citizens to

foreign nationals and a reduction of U.S. exports.

4. The Foreign Earned Income Act of 1978 has failed to meet
the objectives intended by Congress. It does not lead to
equity between Americans working overseas and those working

at home. Taxable income and tax liability of U.S. expatriates
are frequently far in excess of what would@ have been incurred

had the employee remained in the U.S.
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5. Liberalization of the rules for taxation of expatriates
is essential to enhance the competitiveness of U.S. inter-
national business and to crees’ e more export related jobs at

home and improve our balance of payments.
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April 22, 1981

My name is Thomas J. DuBos, and I am a
member of the Tax Committee of the National Foreign
Trade cOuncil,.a non-profit organization whose
membership comprises a broad cross-section of over
600 U.S. companies with highly diversified interests
engaged in all aspects of international trade and
investment. The Council is pleased to submit
comments on S.408 (Senator Chafee) S.436 (Senator
Bentsen), S.598 (Senator Jepsen) and S.867 (Senator
Moynihan) . All of these bills would sub-
stantially liberalize the existing rules set forth
in Sections 911 and 913 of the Internal Revenue Code
relating to the taxation of foreign earned income
of Americans overseas, and would, therefore,
represent a substantial improvement over existing
law. The Council believes that S.598 (Senator Jepsen)
would be most effective in eliminating the competitive
disadvantage imposed on U.S. business by the present
tax laws. S.598 would exempt from taxation the eérned
income of citizens working outside the United States

who meet the bona fide foreign residence or physical

presence tests. That bill would eliminate the
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céstly pyramiding of tax discussed gelow as well as
the costly and complex compliance burden currently
imposed 6n U.S. expatriates. Other major industrial
_nations do not tax the foreign earned income of their
citizens. s.598-would bring U.S. law into line
with international practice. U.S. citizens would
continue to pay income tax to the foreign country
where they are employed, the)same as citizens of
other countries. |

The U.S. first taxed foreign income to
correct what was considered to be an abuse of the
tax system by a few highly paid individuals. Through
a succession of revenue acts, culminating in the
Foreign Eerned Income Act of 1978 (FEIA), the U.S.
tax burden on citizens abroad became more burden~-
some and complex. Most U.S. corporations in order
to attract U.S. citizens to work abroad, have found
- it essential to institute a tax equalization program
which reimburses overseas empioyees for taxes
attributable to their foreign employments. That
tax reimbursement, as well as other allowances re-
iated to the foreign assignment, is included in
the U.S. taxable income of the employee, thereby
increasing his U.S. tax liability. Since that
additional liability is reimbursed to the employee
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by many firms under their tax equalization pro-

gram, such firms are finding it prohibitive to keep
U.S. expatriates abroad. To remain competitive,

they have been forced to replace U.S. nationals

with foreign citizens not subject to home country
taxation. In addition, many U.S. contractors bidding
on foreign projects have been losing bids to foreign
based competitors because of the higher cost of

using U.S. employees on foreign projects, largely
attributable to the additional tax cost.

The President's Export Council, in its report
'Tﬁe Export Imperative", December 1980, points out
that the replacement of U.S. citizens by foreigners
abroad- has resulted in a sharp loss of American
business abroad. This loss of business to foreign
‘competition reduces the number of U.S. jobs and
increases our balance of payments deficit.

The Chase Ecénometrics study "Economic Impact
of Changing Taxation of U.S. Workeérs Overseas"
(published June 1980), reiterates and quantifies
this conclusion. Some 85,000 jobs would be lost .
in 1980, and a drop of $12 billion in export dollars
would be a likely result if U.S. exports diminish
by 5%. The 5% reduction is not arbitrary. The

Chase study states on page 27:
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"The presence of Americans overseas

helps generate export business. In re~
sponse to GAO's 1977 survey, 88% of over-
seas affiliates of U.S. companies estimated
that U.S. exports would decline by at least
58 if the 1976 legislation were implemented.
In addition, a 1978 study by Treasury's
Office of Tax Analysis projected that a
decline of 10% in the number of overseas
workers would result in a 5% decline in
real exports. Many overseas Americans are
involved in work which involves sub-
stantial procurements or the potential for
large amounts of follow-on work, They.also
tend to be employed in highly skilled
positions, thus involving the export of
high value-added services rather than

lower value-added commodities and products.
The reduction in exports due to the tax
changes is difficult to quantify with
precision, but responses from hard;hit
firms are indicative of the type of effects
which have occurred and as a result of the

Tax court decision and the 1978 legislation:
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Important new support is found for substantially
liberalizing the Sections 911 and 913 provisions in
the Report to the Congress by the Comptroller General
of the United States entitled "American Employment
Abroad Discouraged by U.S. Income Tax Laws" dated
February 27, 1981. The Council endorses the findings
and conclusions of that report. 1In particular, we
endorse the conclusions of pages 15 and 16, -which
state:

"The FEIA of 1978 falls far short of meeting
the equity objective of the law as intended
by the Congress. It does not, for the most.
part, lead to equity between Americans
working overseas and those working at home.
However, the firms we surveyed reimburse
most of their employees for these extra
taxes. The mechanics of the law are such
thét various deductions fail to fully ré-
lieve Americans of taxation on certain
income reflecting excess costs of living
overseas, most notably allowances associated
with housing and the general cost of living.
Furthermore, the FEIA does not even consider
certain income reflecting other excess

foreign living costs. The tax reimbursement
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is by far the most significant item of
additional income. It is given by a firm
to compensate an employee for excess taxes,
both U.S. and foreign, that are incurred
as a result of overseas employment. This
tax reimbursement may often amount to more
than 30 percent of an individual's base
salary.

- The end result of the FEIA's failure to
meet its equity objective is a taxable in-
come and, hence, tax liability, often far
in excess of what an individual would have
incurred had he remained in the United States.
Employees of large corporations generally
receive tax reimbursements from their em-
ployers, but this in turn is taxed, adding
to taxable income and tax liability.

Not all firms provide tax reimbursements,
however. Employees of such firms, as well
as self-employed individuals, must reevaluate
their decisions to continue working overséas.
Simplification has been a general goal
of national tax policy during the last several
years, The FEIA does not realize this goal.
It is extremely difficult for an American

‘working abroad to éorrectly prepare a tax

80-612 O—81——11
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return under the new law. Consequently,
many firms provide expensive tax preparation
services to such employees. Employees of
firms that do not brovide such services and
self-employed individuals must incur sub-~
stantial added costs.®
We believe that a liberalization of the rules
for taxation of expatriates is essential to enhance
the competitiveness of U.S. international business
and every effort should be made to improve the foreign
business of American firms in order to create more
export-related jobs at home and improve our balance
of payments. When American firms replace U.S. citizens
abroad with foreign nationals as they have been forced
to do because of U.S. tax laws, those U.S. firms are
exporting U.S. technology and know-how when they train
the foreign replacements. They are alﬁo replacing
a potential purchaser of U.S. goods and services with
a potential purchaser of foreign goods and services.
Putting our technology and purchasing power in the
hands of foreign nationals has adversely affected
U.S. technological advancement. When exports are re-
duced there are fewer sales to support costly

Research and Development, and there are fewer trained
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Americans on which technological and know-how
advancement is built. The Council strongly objects
to provisions such as those contained in H.R. 5829,
reported by the Senate Finance Committee in 1980.
That bill limited the liberalized benefits of
H.R. 5829 to individuals working in developing
countries and individuals performing export related
or charitable services. Those restrictions would
be discriminatory, unnecessary, and would inter-
fere with the optimum utilization of personnel in
the multinational enterprise. They would severely
ret#rd the objectives of encouraging exports and im-
proving our competitive position in the international
markeiplace, In addition, many problems would arise
in determining whether a particular job qualified for
liberalized benefits, and a substantial amount of time
of both government and industry employees would be '
spent on regulations and particular situations with
little revenue impact.

We recommend that the Congress act at the
earliest possible time to liberalize Sections 911 and
-913 to eliminate the disadvantage currently facéd

by American business.
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U.S. & OVERSEAS TAX FAIRNESS COMMITTEE, INC.
STATEMENT FOR THE RECORD

THE UNITED STATES SENATE

COMMITTEE ON FINANCE .
SUBCOMMITTEE ON

TAXATION AND DEBT MANAGEMENT

April 264, 198

JOBS AT HOME, JOBS ABROAD
MORE BUSINESS, MORE
REVENUES

SUMMARY
This statement documents in full detail and with extensive data and
citations the following points:

I. Current U.S. tax practices mean fewer Americons overseas.

2, Fewer Americans overseas meon less business for American
firms ond fewer jobs at home.

3. Less business for Americon firms meons lower business
revenues 'Erg- tEre?ore, lower tax revenues on corporate payro!l and

ptofn accounts.

This statement points out that no other nation taxes incomes earned
by its citizens at work in foreign countries; ond it maokes the case that
Americans can only be competitive and maintain their share of inter-
national markets if they are placed on the same tax footing as-those with
whom they must compete overseas.

The Tax Fairness Committee calls for total exclusion of income
earned by Americans overseas from U.S. taxes with no ceiling or cap but
with an odequate non-ceiling, non-cap provision to avoid the few instances
were some abuses might otherwise be possible.
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U.S. & OVERSEAS TAX FAIRNESS COMMITTEE, INC.
STATEMENT FOR THE RECORD

THE UNITED STATES SENATE

COMMITTEE ON FINANCE

SUBCOMMITTEE ON

TAXATION AND DEBT MANAGEMENT

April 24, 1981

JOBS AT HOME, JOBS ABROAD
MORE BUSINESS, MORE
REVENUES

Mr. Chairman and Members of the Committee:

This statement it submitted on behalf of the U.S. & Overseas Tax
Fairness Committee, In:. Among our members are more than sixty of the
larger U.S. companies rhat export U.S. goods and services.

Our constituency, though, goes well beyond that.

Through our work with other groups with like interests, we can speak
with authority to the concerns of most Americans whose prosperity and
security depend on our nation's commerce with other nations,

That's a large constituency: Few Americans think of their jobs as tied
to sales to foreign countries. But we know, by the most conservative
estimates, that at least 10 million Americon jobs in this country and abroad
are tied indirectly to exports.

That constituency is threatened.

t's threatened by national policies that discourage and often penalize
trade abroad. It's threatened by naticnal policies that make us less able to
compete overseas. It's threatened by national policies that limit our presence
in foreign markets,
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The blunt truth is that we've created a vast, uncoordinoted mixture of
competing, often contradictory ond self-cancelling objectives ond policies --
notably tax policies — laws and regulations that are clogging our vital arteries
of trade with other nations. Americon exports today are subject to controls
and restraints imposed by at least five federal departments and over eighty
different agencies.

In contrast, our trading partners omong the industrial nations have
moved into the global markets with no such inhibitions, or at least very few.

We've lost, or are rapidly losing, our competitive edge overseas.

We con look to current U.S. tax proctices for much of the blame.

Our purpose today is to make one basic point. And the point is this:
No policy has proved to be more of a disincentive to exports -- more
destructive of our nation's export interests -- than the policy of taxing
Americons at work overseas.

We need to change that policy.

And let us stress this fact at the outset: The changes we'll propose,
though they call for the virtual elimination of taxes on overseas Americans,
will generate -- not cost — revenues for our national treasuries.

We're proposing changes that will produce new tax revenues. There will
be no real net revenue loss or cost.

As matters now stand, the proctice of taxing Americans at work
overseas is strangling us in overseas markets. The result is a highly potent
disincentive that is:

o Cutting into our nation's economic growth and efficiency.
. Addﬁng to our nation's unemployment.

¢ Reducing our nation's tax revenues and increasing taxpayer
expenses.

« Producing greater imbalances in our national budget and in
both our trade and payments accounts.

o Devaluing our currency and destabilizing the world monetary
system.

« And, undermining our international prestige and influence.
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The fact is, when you add taxes you add to our costs. |f you impose
taxes on our exports that other nations do not impose on theirs, our costs will
tend to be greater. If our costs are greater we will not be competitive in the
sale of goods and services of like quality or calibre,

This point we stress: Any tax that hikes the price of our goods and
services above the price of the goods and services offered by other nations is
effectively a tariff. If other nations do not import what we offer for export
because of the tax premium we add to our price, we're talking obout a taritf
pure and simple.—_T& fact that it originates in our own tox policies does not
alter the effect on us.

How many other nations apply a tariff ogainst the sale of their own
goods and services? None.

We can't compete with that. kind of burden,
Consider:

o« Because we've failed to remain competitive in recent years,
our share of world markets, which stood at close to 24% at the start
of the decade, now stands at less than 14% aond is dropping fast.

‘'« Because we've not done enough to make markets for out
exports -- because our policies have actually discouraged it -- we've
accumulated trade deficits in excess of $150 billion since 1976.

Think about it: If our export policy -- aided by realistic tax practices --
hod been to do whatever had to be done to keep our share of overseas
markets:

o We'd have o much heaithier, more efficient and productive
economy.

e Unemployment would probably be about half what it is today.

o Our dollars would buy more both at home and abrocd because
our dollar would be stronger and inflation would be weaker.

. o We'd be taking more tax revenues into our treasury and we'd
be taking less out of our treasury for welfare and other expenses.

Gentlemen, what we're saying is that this country must increase its
exports. We have no choice. Our country needs the business and our people
need the jobs.

The question is, "How do we do it?"

We will focus on part of the answer -- on what we of the Tox Fairness
Committee propose.
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Our position is this:

Our national policy must be to encourage a very
substantial increase in the presence of Americons
in toreign markets.

Current U.S. tax laws run directly counter to such a policy. The
unvarnished focts are these:

e Only Americans are taxed on incomes earned abroad.

e No other nation taxes the incomes earned by its citizens
employed in foreign markets,

From those two facts flow a series of consequences that boil down to
this:

o Fewer Americans in overseas markets.
e Fewer Americon exports.

In case after case what we've found is this: Because of the tax
premium on Americans it often costs twice as much or more to employ an
American overseas as it does to emplov anyone else,

For example, Gilbert/Commonwealth International found in an actual
cose that it would have to pay an American in middle management $62,500
for that person to take home 27,480. If the {irm hired a West German the
firm would only have to pay $36,700 for the person to take home $29,244
( ofter payment of taxes to the host country only ).

Since Americaons cost more to employ overseas than anyone else, the
overseas employment of Americans aodds to the costs of doing business
overseas.

Consider:

¢ An unmarried American working in Saudi Arabia ot a base
salary of $30,000 can foce U.S. taxes of $35,444.

e A married American with two children and a base salary nf
$40,000 in Hong Kong can face a U.S. tax bite of $31,238,

Under current U.S. tax law, Americans are taxed not only on their base
salaries but also on a host of cost differential allowances. As a result of tax
revisions in 1978 they are not now taxed on all such allowaonces. But they are
taxed on enough of the so-called "keep whole" allowances that the tax bite
on imputed earnings may exceed actual earnings or real income.
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Those added tax costs apply only to Americans. An employer does not
have to take those tax costs into account in offering the same job at the same
base salary to anyone other than an American,

No one else is subject to them or anything like them,

If the employer wanted to hire 100 Americans on single status on a base
satary of $30,000 for a project in Saudi Arabia, his added costs of doing
business, due solely to the costs of providing tax equalization for those
Americans, would be more than $3.5 million. That's $3.5 million in business
costs that favor the competition which does not incur suth costs,

There are limits to the costs even a large corporation can absorb and
remain profitably in business. And there are limits to the costs that a
customer will allow a corporation to pass along.

Any company that goes beyond those limits is not competitive.

American companies that employ Americans overseas more and more
generally are forced to exceed the iimits. They can't pay the taxes on their
American employees and remain competitive.

So the trend is not to employ Americans overseas. The trend is to

employ anyone excegt_—ﬁmericons. In fact, the trend is to get rid of

Americans already on overseas payrolls and to send them home.

Surprisingly, we're often asked: "Why does that matter? What does the
employment of Americans overseas have to do with exports?"

Any American who's been in business should know the answer:
Trade is people doing business with people. You certainly don't build a
market by staying at home. You don't meet people who might be interested
in what you have to offer by staying at home. You don't moke contocts, get
;Lsibility or establish credibility and earn confidence and trust by staying at
me.

You can't create a foreign market for American goods and services by
proxy .

Sheikh Nasser Muhammad Ashemimry, who is chairman of the Saudi
Arabian Marketing Corporation, in a recent talk to o group of Americon
businessmen summed it up this way:

"We can attract experts from England,
France, italy, Germany, Korea, Japan,
and so on, for much less because their
countries' tax laws encourage their
citizens to work abroad. They know .
that their citizens will return and spend
the bulk of their money in their mo-
therland. Since the United States'
foreign tax laws no longer encourage
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the American citizen to work abroad,
America is suffering the additional loss
of having o people—~to-people contact,
which is the basis of most freindships
between counfries.” [ Our emphasis
added. )

That speaks for itself!

ny policy that keeps Americans ot home -- that limits our presence
in foreign markets -- is foolish. And yet that's the effect of our current tax
policies. How severe is the problem? Very! And in limited time ond space
we can only give you some indication of tﬁe consequences and their severity.

Over the past four years, we've presented volumes of case histories,
dato and various reports before various committees of both the House ond the
Senate.

We've presented many specific cases or single anecdotes. Taken
collectively, they tell a devastating story. We will present a few recent cases
as we go along to aid your insight into the kinds of things that are
happening -~ how and why,

We have good data at this point on the overall impacts. One source is
based on the findings of a Chase Econometrics study:

o The employment of Americans overseas during o recent
twelve month period was reduced by about 10%.

« The effect was about a 5% reduction in the potential level or
trajectory of exports from the U.S.

e That resulted in o loss to the federal treasury of about $6
billion in tox revenues and an added loss in state and local revenues of
$700 million on corporate profits and $100 million on personal earnings.

e« The immediate impaoct was a loss of 80,000 in the domestic
economy as a result the 5% downturn in the export trajectory. That
added another $200 million in taxpayer expenses for unemployment and
related costs, .

Chase proves the obvious: Americon exports follow Americon people
into foreign markets, The link is inescopable. You keep your place in the
market only if you're there to claim it. Americans overseas, whatever their
occupations, directly or indirectly, create a demand and pave the way in
foreign markets for goods ond services produced in the U.S.

They direct business back to the U.S. domestic economy,

it*'s fair to ask, as some have, whether or not the Chase findings might
be overstated.
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Clearly, as with all ossessments of this sort, an allowance must be
made for some margin of statistical error, plus or minus. For the sake of
discussion let's say that Chase overstates its findings by as much as 500%.
Even then the business and attributable tax revenue losses still far exceed all
revenues Treasury may hope to collect by keeping current tax practices in
place. That holds true even if you use the Treasury Department's own
demonstrably highly inflated static tax cost estimates.

But there's no way the Chase study is off by 500% either plus or minus.
If there is marginal error -—- ond it would be just that, marginal -- the margin
is more apt to err towards understdtement than towards overstatement. Thot
becomes clear when you take a close look at how the estimates were
generated.

Let's look first at the estimated 10% drop in the overseas employment
of Americans:

. The Chase surveys look at aoctual reductions in the
employment of Americans overseas. They document what's happening
in fact -- not what might happen given this tax policy or that.

e Chase found that current U.S. tax policies have forced U.S.
engineering and construction firms to reduce the overseas employment
of all Americans overseas by U.S. firms by 9% to 11%, with strong
evidence that the trend is continuing especially in the manpower
intensive high growth service sectors. Roughly 75% of all new positions
overseas are going to other thon Americaons.

e Chase arrives at the medion estimate of 10% reduction in the
employment of Americans overseas as well within the safe range.

Turning to the Chase estimate of a 5% loss in exports, the fact is that
Chase exercises. similar restraint:

o Through the network of overseas Americon Chambers of
Commerce, Chase has collected data from almost two hundred
respondents to date. The data support a conclusion that each 1%
reduction in the employment of Americans overseas results in a |% loss
in U.S. exports. That's an elasticity of 1.0.

¢ But Chase also had access to an earlier Treasury Department
study. That study had nothing like the volume of the Chase data to
back it. Nevertheless, it arrived at the conclusion that each 1%
reduction in the American presence overseas results in a loss of 1/2%
in U.S. exports. That's an elasticity of 0.5.

o Chase, further, drew on other studies and the results of its
own surveys -- all of which pointed to an elasticity of 0.5 os
exceptionally sofe.
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o Chase had ample data in foct to warrant the use of its higher
1.0 elasticity estimate. But to err on the side of caution, it used the
Treasury Department's own elasticity estimate which of course w
substantially lower. -

o Chase gives the result in a progress report to us:

"If we apply the lower elasticity of 0.5 to the
existing decline in employment, the implied
r?&uction in“exports is 5%, If we were to
toke the higher elasticity ond the 1980
expected decline in employment [ of Ameri-
cans overseas ), we would obtain an esti-
mated reduction in exports of 0% or

higher."

« The Chase estimate of a 5% drop in U.S. exports in relation
to a 10% drop in U.S. overseas employment has solid foundation,

How does all of this s&uare with recent estimates from the vorious
federal sources that, even though our trade deficits are continuing to grow,
our exports have increased in the post three years.

The onswer is that it squares perfectly,

Chase does not say that exports have decreased in obsolute terms by
5%. Nor does it say that the overseas employment of Americans has dropped
in absolute terms by 10%.

What Chase does say is this: The comparative level or trajectory has
changed from what it would otherwise have been.

The distinction is considerable: If the momentum of exports and of
overseas employment of U.S. citizens increase in absolute terms for other
reasons ( the result on on undervalued dollar, for example ), then the losses
in potential exports and overseas employment become correspondingly

greater.

Obviously, a given percentoge of a larger number is o larger number.

Unhappily, the current estimates of increased exports are more
imagined than real. : .

The source of the estimate has been verified as the monthly "Summary
of U.S. Export and Merchandise Trade." That source does, indeed, suggest an
annual increase in the range of 25% -- in something.

That "something" is the unadjusted raw dollar value or price of exports
in inflated, not constont, doliars and with no accounting made for exchange

rate fluctuations and other variables.
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Moreover, as noted in the explanation of the statistics, certain changes
were made in January 1978 in what was included in the tabulations -- the
export of nonmonetary gold for example -- which would cause an artificial,
purely accounting surge in the dota.

In no way would that reflect real change in exports.

All the data really show is an upward change in the prices of exports.
The upward change in prices combined with the accounting change in 1978 in
fact mask general flattening in real merchandise exports on a unit or on a
market shdre bosis until the past eighteen months when there appears to have
been some increase in exports in unit volume combined with a continued
decline in market share,

That increase is the product of a devalued dollar overseas and the
correspondingly highly inflationary pressures at home.

Generally accepted weighted Commerce Department data show that the
prices of U.S. exports rose 6.8% from 1977 to 1978, 15.3% from 1978 to 1979,
and 17.6% through 1980.

Port of that increase in prices is attributable to increases in toxes --
including taxes on foreign earned income. Apply those price inflation rates
to the raw data in the "Summary of U.S. Export and Merchandise Trade," and
the result is that the "25% increase" virtually evaporates.

If, despite all of this, we were to accept the interpretation of the
tables as originally offered we would then have to conclude that the way to
wipe out the massive deficits in our trade accounts is simply to raise the
prices of our merchandise for export by imposing more taxes.

Perhaps it was simply by inodvertance, but completely overlooked are
data only scveral columns removed and on the same pages that show a
virtually unbroken string of monthly deficts in the U.S. trade accounts since
1976.

They total approximately $100 billion -- which does not include onother
$50 billion since those tables were prepared.

One other point needs to be made about the basis of the Chase findings.
Chase did not limit its sources. |t examined all known Americans overseas
on U.S. export performance.

Sources included:

o The General Accounting Office « The Treasury Department « The
Commerce Department «+ The U.S. Chamber of Commerce « The
Overseas American Chambers of Commerce ( almost 200 responses to
date ) « The American Consulting Engineers Councit « The National
Association of Manufacturers « The Center for Strotegic and
International Studies ot Georgetown University « McGraw-Hill, and

o Others.
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Those estimates were used with complete confidence in the highly
regarded Chase model of the domestic economy for purposes of assessing both
the business and the tax revenue impacts -- and for determining the first year
impacts on domestic employment.

As you may know, the Chase model has been in use for more than ten
years. It's widely used by U.S. businesses and by many agencies of
government to help in planning and policy making.

Boiled down, what Chase finds is this:

"The increased cost of employing U.S. work-
ers overseas and the reduction in the number of
U.S. workers overseas reduces the competitiveness
of U.3. goods ond services abroad ond results in a
substantial drop in U.S. exports . . . The return of
American workers from overseas will increase the
domestic' labor force but will not increase the
number of domestic jobs., Therefore, unemploy-
ment increases."

It's worth noting that the Georgetown Center for Strategic and
International Studies independently reaches similar conclusions.

Georgetown looks at what wouid happen if U.S. exports were increased
by $15 billion. Georgetown estimates that the result would be an increase in:

« U.S. consumption by $20 billion per year,

e Employment by | million jobs,

o U.S. output by about $37 biltion per year,

o Private investment by $4 billion per year,

o Federal tax revenues by $9.5 billion per year,

o State and local tax revenues by about $2.7 billion per year.

Georgetown, of course, is looking at a hypothetical export increase.

Chose is looking ot a roughly corresponding actual decrease in export
trajectory.

Georgetown and Chase opproach from opposite directions. But they
meet with estimates that are very much in line, though the Chase estimates
are universally somewhat lower,

There appears to be one key variance: Georgetown estimates that one
million jobs are at stake. Chase estimates that 80,000 jobs are at stoke.
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The variance, however, is more apparent than real: Georgetown's
estimate projects the vltimate impact. Chase, on the other hand, limits its
estimate to the known immediate impact. Allowing for substantial temporary
elasticity Chase does not attempt to estimate the ultimate impact on jobs as
the losses in exports work their way through the economy.

It is significant, we believe, that two orgonizations, operating com-
pletely independently, and approaching the problem from opposite directions,
have arrived at results that come as close as they do.

Two additional studies reinforce the findings of Chase and Georgetown.
They are: ‘

e A report by the Orgonization Resources Counselors, Inc.
entitlied, "The Diminishing Number of U.S. Expatriates At:cad."

o A report by the General Accounting Office dated February 27,
1981, entitled “"American Employment Abroad Discouraged By U.S.
Income Tax Laws."

Both confirm that our nation's tax practices are, indeed, producing a
diminished presence of Americans overseas at roughly the rate of a 10% loss
per year. That suggests a total loss in the trajectory of American overseas
employment of about 40% since 1976.

The GAO report makes the following conclusions:

"To adequately promote and service U.S.
products and operations in foreign countries,
U.S. companies employ a large force of U.S.
citizens abroad. GAQO surveyed a group of
major U.S. companies which reported that
U.S. tax provisions established by the Foreign
Eorned Income Act of 1978 are a major
disincentive to employment of U.S. citizens
overseas,

GAO found that the Act does not fully meet
its goal of relieving toxes on income re-
flecting excessive costs of living abroad for
the employees of these companies. Further,
tax returns are difficult ond expensive to
prepare under the Act's complex rules.

Most of the companies surveyed reimburse
U.S. employees abroad for excessive taxes,
making them more costly than citizens of
competing countries, who generally are not
taxed by their home countries. The greater
costs have led these companies to favor
third-country nationals.
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GAO vurges that Congress consider placing
Americans working abroad on an income tax
basis comparable to that of citizens of com-
petitor countries."

Is any of this a surprise?

For more than four years, we've been collecting data, some in the form
of anecdotes that point to exactly the kinds of conclusions inevitably reached
by Chase, Georgetown, GAO, ORC and others.

We've had no doubts about the impacts of the improvident U.S. tax
practice.

o We knew that that tax pollcy was forcing Americon workers to
return home in substantial numbers.

e We knew that we were losing substantial business revenues
overseas as a result,

o We knew the tax policy was misdirected with the result that
it was not producing a real net gain in tax revenues for our nation's
treasuries but producing large losses in potential tax revenues.

There are no surprises.

The current U.S. practice of taxing Americans overseas is costing our
nation dearly and is gaining our nation nothing.

Up to this point we've discussed what economists and deta specialists
tike to call the "macroeconomic" picture.

We'd like to put a bit more life into that picture. We'd like to show you
a bit of the "micro" side. What follows are some actual cases that should give
you some insights into the kinds of things that are happening.

If you have any doubt that Americans are currently being forced out of
jobs overseas, consider these cases:

. One of the Tax Fairness Committee's engineering and
construction company members reported on March 27, 1980 that it now
employs 103 Americans overseas, down from 2200 in .1977.

o Teleconsult reports to us that, on a smalil job in Jordan, "We
have had to replace all but 2 of the |4 American engineers with foreign
engineers."

« Berger International reports that on a project in Nigeria it has
been forced to cut its staff of 35 Americans in 1977 to 2 in 1980. The
company further reports that 40% of its overseas staff was Americon
before 1976 as compared to 17% at present.
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o The editor of Near East Business Magazine reported that by
late 1977 more than a thousond of the 3,‘&% Americons who were
working in the United Arab Emirates at the beginning of the year had
packed up and left because of recent changes in U.S. tax laws. Today
only a few hundred remain, .

o Reports another Tax Fairness Committee member firm: "Our

manpower commitments are increasingly being met by supplying
personnel from our offiliates in UK., Italy, France, and Spain.
In @ major contract in Soudi Arabia, 95% of the 300 expatriate
supervisors, including top level, are supplied by our U.K. affiliate. This
work force mix has obvious ramifications as far as purchasing policies
are concerned."

o And another member firm advises us that "we currently have
3 positions on a highway construction manogement project in Kuwait
which we have been unable to fill with Americans because of the
potential tax liobilities. Over the past several months we have filled
€ key positions with Englishmen and Europeans because of our inability
to recruit American staff."

¢ Abdullah Dabbogh, a Saudi diplomat, pointed out late in
1980 in New York that, "Americans are still being priced out of
competition in overseas markets." He notes that in 1976, 65% of
employees in U.S. firms operating in Saudi Arabia were Americans., He
says the figure is now down to 35%.

o Jennifer D. Milre, M.A. recently completed a study of the
impacts of current U.S, tax practices on the presence of Americans in
England. Yet the study found that there has been a 20% decline in
Americans at work in England since 1975, England is a high tax country
where the impact of U.S. taxes would not be as great as expected.

o Harza Engineering Company makes this report: "We estimate
that this year alone we will pay out nearly $1,000,000 to keep a few
key U.S. overseas employees "whole." This is necessary because of
taxes they must pay to cover high cost-of-living ‘allowances,' If the
situation does not improve, we expect foreign clients to turn to
Germans, Japanese, Canadians, etc. who can provide the management
and technology without the costs."

o Enserch Corporation, a natural resources development com-
pany, makes the following report:

"In November, 1979, we were renegotiating o
service contract with Aramco in Saudi Arabia. At
Aramco's request ( because of a generally higher
level of American expertise in a number of areas
of the petroleum business ) we were asked to use
U.S. personnel, including welding inspectors, weld-

ers, civil mechanical engineers and an ac-
countant, n we presented the Aramco nego-

tiator's figures showing the cost to the project of

80-612 O—81——12
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U.S. labor, they requested that we return with
cost projections for non-U.S. citizens, Today,
there are 62 contract personnel on that job -- 60
United Kingdom nationals, one Pakistani, and one
Saudi. The cost of using Americons was $10,000
to $12,000 per year higher for each employee, in
large measure because of the present tax treat-
. ment of U,S. citizens, Thus there was a cost
differential involved of more than $600,000 just on
this project., Jobs which would have gone to 62
Americans were lost to foreign competitors."

Those are just some examples among the volumes of cases we can site
that show that Americans are not being employed as they once were oversegs.

Even in the teeth of evidence of that sort, we're still confronted with
claims that there are instances where the employment of Americans overseas
has actually increased.

Let's look more closely at that kind of claim:

« Aramco notes in a survey completed in February 1980 that,
"In 1970, 50% of Aramco's expatriate ( non-Saudi ) workforce of 1,725
employees was American,” In contrast, because of U.S. tax practices,
Aramco's report continues, "Americans are now only 23% of the 16,500
expatriate workforce and number some 3,800 rather than the 8,200 as would
have been the case if U.S. expatriates had remained at the 50% level."

That's cold comfort by any standard. What it really shows is that we've
not kept pace with a rapidly expanding market. The share of Aramco jobs
held by Americans today is less than half what it was in 1970. That means
that our exposure and influence have been cut by half in a growth market
that's virtually exploded.

Yes, you'll find instances where more Americans are at work on
projects overseas than in prior years, You'll even find some Americans at
work today in foreign places where there was no work at all for anybody a
few years ago.

But those variances do not hide the underlying truth: The share of the
international job market held by Americans is down. Way down.

And that is having another effect that has been given too little
attention. Americans are not being employed as they once were in our own
country to staff the international operations in the home offices of American
companies. )

Why?
The answer should be obvious:
¢ If an American firm cannot staff its overseas operations with

Americans and remain competitive it will not staff its overseas
operations with Americans.
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« |f Americans have no direct experience overseas -- if they do
not know those markets firsthand -- they will not be qualified to deal
in international operations even from company home offices.

s American companies will have to look elsewhere for the
experience and skills needed to operate in international markets, They
will have to bring in citizens from other countries who have the
qualifications,

There's nothing hypothetical in this. It is happening right now. We're
seeing a lot of it already. ‘

And it's going to continue to happen -- and to happen more
frequently -- until this country decides that it's in its own best inerests to see
to it that American firms can afford to employ Americans in their operations
overseas.

But does all of this really meon that U.S. firms are losing business
overseas?

It does. Again, we con give exomple after example.

Look, for instance, at what's been happening just to U.S. engineering
and construction firms that are attempting to compete overseas:

o That industry's share of the Middie East market has dropped
from over 10% to less than 1.5% since 1976 ( down from first to
twelfth place in market share since 1976 ).

+ Worldwide, the some industry has dropped from first place in
contract awards omong the competing industrial nations to eighth place
as of the end of 1980 for a 4.3% share of the worldwide construction
as compared with 16% in 1976.

It's true, of course, that you can measure market shares of engineering
arid construction contract awards in two basic ways:

e You can look at the number of contracts awarded to American
firms out of the total,

e You con look at the dollar value of the contracts awarded ta
American firms out of the tofal,

If you win a few big dollar contracts, you may have a higher market
share on a dollar basis and a lower share on a numbers basis.

American firms are losing by either measure. In fact, they're tending
to lose more heavily on "big ticket," big doliar awards.

McGraw-Hill recently made a survey that makes the point. McGraw-
Hill looked at 14 Middle East countries between May 1978 and June 1979 ond
found that:



176

Tax Fairness Committee
April 24, 1981
Page 16

e Out of a total of 220 contracts awarded during that period
only seven ( 7 ) went to American firms - about 3% of the total on
a numbers basis.

o Out of the total dollor value of those contracts -- $21.8
billion -- only $346 million went to American firms -- about 1.6% on
a dollar basis.

Going a bit deeper, a survey by Arab News spotted another closely
related and very disturbing trend. Arab News looked at contracts awarded by
the U.S. Army Corps of Engineers, on projects the Corps manages for the
Saudi Arabian government, for the period from July 1976 through September
1979, It found that:

« American engineering and construction firms only managed to
win $333 million out of the $1.2 billion awarded by the Corps.

Moreover:

e Out of the $333 million attributed to American companies,
$206 million actually went to a U.S.-Korear jcint-venture in which the
Koreans provided the bulk of the project staffiag. ( in addition, Korean
firms won about half of the contracts, or $598 million out of the $1.2
billion awarded by the Corps during the period. )

Gentlemen, you should know that because of the tax problem, American
engineering and construction firms are not even competitive on overseas
construction projects funded by various agencies of the U.5. government with
U.S. taxpayer's dollars!

The problem does not stop with the Corps of Engineers:

'« Each year the U.S. spends about $5 billion in U.S. taxpayer
funds for various foreign assistance programs. Many of those funds are
channeled into The World Bank, American engineering and construction
companies have not been able to win a major project awarded by The
World Bank in the past two years.

¢ Looking a bit further we find that, although U.S. tax payers

pay 23% of the total subscriptions to The World Bank, our share of

. World Bank procurements in goods and services was only 20.5% last
year. ,

Over and over again the pattern is clear. American.engineering and
construction firms, though still competitive and even superior in technicai
resources, are losing out overseas because of price,

One more piece of evidence: A recent survey of engineering and
construction firms found that, though judged technically best qualified on the
short lists, the firms were disqualified on the basis of costs attributable to
U.S. tax policies. For 1978, a sampling of major losses to U.S. firms included
documented contract losses of $4.157 billion for one, $4,076 biltion for
another, and $1.4 billion for a third.
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We con toke some comfort, of course, in the fact that Americon firms
are not completely out of overseas markets. But most of the American firms
still operating overseas are in trouble,

For example:

« Berger international reports that it is in trouble in Nigeria
( which has a $5 billion surplus position with the U.S. ) on a sewage
infrastructure project for Abuja, a new city for 3 million people with
5 new satellites of 100,000 to 200,000 people because of its inability to
staff with Americans -- and faces diversion of equipment sales from the
U.S. to the U.K. valued at $36 million for the first phase ( or
approximately 5% of the total amount ).

Now, we've shown that the U.S. tax treatment of Americans overseas
has been knocking them out of competition and forcing them to return home.
We've shown that American business overseas is losing business as a result,

Let's look at what that means at home:

¢ A member of the Tax Fairness Committee performed an
analysis of a loss of 25 contrdcts in one year with a total value of $1.3
billtion and found that:

¢ The losses cost 598 potential U.S. engineering and
construction supervisors jobs overseas;

e The losses cost conservatively 1800 jobs in the U.S. for
engineering support;

e« The losses cost $637.594 million worth of goods and
services that were to have been purchased in the U.S. or about
13,000 jobs associated with those lost export sales by conser-
vative estimate.

Why is it so difficult to convince people who've never worked overseas
that it's important to have Americans overseas where they can direct business
back to our economy? '

A few more examples:

o Tippetts-Abbett-McCarthy-Stratton ( TAMS ) notes that its
only product is professional services" and that "75% of our revenues are
generated from overseas contracts." TAMS says that "30% of our
professional staff is stationed overseas and 60% of our home office
manpower concerns projects overseas."

e One American firm estimates that its $230 million con-
struction project near Riyadh generated 600,000 man-hours of work in
the U.S. Much of that can be attributed to $90 million worth of
U.S.-mode equipment and materials that would not otherwise have gone
into that project.
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e An analysis by Arab News found that $18,000 worth of
American products exported fo the Middle East support one American
job at home. An American construction firm in the Middle Eaost
employing |0 Americans and purchasing $1.4 million in U.S. equipment
generates some 77 American domestic jobs."

The cases we've cited are principally in the field of engineering and
construction. That industry is particularly hard-hit by current U.S. tax
practices because it must be able to provide substantial numbers of skilled
technical people on large projects overseas. It is manpower intensive.

But the impacts are felt in all sectors.

For example, the Asia Pacific Council of American Chambers of
Commerce, which represents some 4500 Americans working throughout Asia,
reports that:

"In terms of trade with the U.S., East Asia is the fastest growing
region in the world and its imports are roughly equivalent of those of
Western Europe. While other industrial nations have enjoyed an
increasing share of growth in this market, that of the U.S. has been
declining." )

The report goes on to note that the area is of vitai importance to the
U.S. domestic economy and observes that, "U.S. exports to our region provide
direct employment for over a mitlion Americans and indirect employment for
a million more."

Americans are being forced to leave that area and return home. They're
being forced to abandon parts of the rapidly growing market to the
competition. And that will mean job losses at home.

A recent analysis by Arthur Andersen & Company looks at the same
problem from a slightly different perspective. In a report prepared in June
1980 the firm notes that:

"From 1965 through 1978, sales of the 50 largest foreign
industrial companies increased 595% ( from $68.4 billion in 1965 to
$475.6 billion in 1978 ). The corresponding increase for the 50 largest
U.S. companies was only 317% ( from $147.2 billion in 1965 to $613.4
bitlion in 1978 ). Stated another way, in 1965 total sales of the foreign
companies were 46% of the sales of their U.S. counterparts; by 1978,
foreign companies' sales had increased to 78% of U.S. companies’ sales.

The Arthur Andersen firm notes that, "The only other major country
that showed a decline in competitive position was the United Kingdom.”

Although it currently oppears that the highest growth potential in the
international markets is in the services sector, demand for quality manu-
factured goods will also continue to grow,
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At present we export:
e 63% of our office machinery production,
o 43% of our construction machinery production,
e 35% of our aircraft production,
e 32% of turbine and generator production,
o 26% of our computer production,
e 24% of our pump and compressor production,
o [8% of our farm mochinery production,

Any policies that odversely impact our presence in overseas markets
will not only cut into exports in areas where we continue to be strong, as in
the exports of office machinery, but will also be felt where there is
substantial potential for growth, as in the export of farm machinery.

We think it's worth noting here that because of the high costs of
keeping Americans overseas -- costs greatly exacerbated by the way the U.S.
government taxes them -- many of the medium to smaller businesses in the
U.S. simply can't afford to venture into overseas markets.

Estimates are that about 250 major U.S. firms account for about 85%
of all the manufactured goods exported by the U.S. The balance of about 15%
is accounted for by about 25,000 smaller American companies. In contrast,
small business accounts for about 40% of the exports from Japan. An
estimated 300,000 U.S. small businesses produce goods or services that could
readily be exported.

If it were not so costly to employ Americons overseas to represent
American goods and services more small businesses would take the plunge.

The blame for the declining U.S. share of world markets cannot be
placed entirely on the U.S. policy of taxing the foreign earnings of Americans.
But just as clearly that poticy cannot be held blameless.

it is @ majar cause.

(.Zentlemen, what all of this says is this:

o The U.S. is not sufficiently competitive in exports.

¢« Our tax codes are partly to blame.

e We're losing our share of overseas markets as a result.
¢ Someone's picking up the shor.e we're losing.

o« Someone is unemployed in Madison because we lost sales
that gave the job to someone who's hoppily at work in Osaka.
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We need to have more Americans -- not less -- in foreign markets. We
can't meet that need if we continue to operate under current tax practices.
What we're calling for, of course, is effectively the elimination of U.S. taxes
on incomes earned by Americans overseas.

It is the only practical remedy. It is the only realistic solution.

Yet, there are still people who have problems with that proposition.
Among their basic arguments are these:

e Such o change would cost too much in tax revenues.

o The current tax policies haven't been in force long enough to
measure their impacts -- to know whether they're adverse or not.

Let's look at each a little more closely:

The people ot Treasury have said that our proposal would cost anywhere
from $495 million to as much as $700 million in lost tax revenues.

That is not the case.

Let's go back to 1976 for a minute. At that time, the peopie at the
Treasury Department testified in support of a proposal to greatly reduce or
eliminate the amount of income Americans working overseas could exclude
from U.S. taxes. The apparent aim was to end suspected abuses of the
exclusion provisions, principally by movie stars and the like. Treasury said at
that time that the change would only add about $48 million in taxes spread
among all Americans other than t.S. government employees living overseas.

The idea was that the total sums were negligible, that most Americans
would hardly miss their share of the sums involved, and that those who were
living high on the hog overseas by taking undue advantage of the exclusion
would be brought up short.

An appealing notion. The proposal became law.

Today we're hearing a completely different story: Treasury now says
that it would cost much too much in tax revenues to revert to the practice
of effectively exempting typical Americans working overseas from U.S. taxes.
Somehow what was a modest little tax bite that most Americans overseas
would hardly even notice has become a hugh revenue source the national
treasuries can hardly survive without,

Somehow the overseas Americans' $48 million loss became the
Treasury's 5495 million to $700 miilion gain! The people at Treasury have
said that the 1976 estimates were apparently made on the basis of incomplete
data. We're inclined to agree. But we don't think the current estimates have
much going for them either. We've looked at explanations of the methods
used to estimate the tax or revenue effects of any proposals we might make.
They are static.
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o And reploced it with a $15,000 exclusion off-the-bottom ( which
resulted in an actual maximum tax benefit of less thon $3005 ).

The fact is that by 1976, the $20,000 exclusion off-the-top was already
woefully inadequate. Its effect had virtually been wiped out by rampant
inflation overseas.

In that light, the effect of the 1976 action cannot be overstated. The
action had a deep psychological effect. And becouse it was seen as a major
shift in traditional export policies, it caused considerable changes in corporate
overseas marketing strategies and commitments.

Despite the fact that implementation of the law was twice delayed, the
fact cannot be ignored that it was the law: All business and personal
decisions had to be made on the assumption that the 1976 action would sooner
or later take force.

It has had a profound effect as all of our material shows.

At least as profound was the impact of two Tax Court Rulings in 1976,
Those rulings, for the first time as a matter of actual tax practice, made all
employer "keep whole" contributions to the employee taxable as income to the
employee,

The practice took force from the date of the rulings in 1976,
The rulings remained fully in force until the provisions of I.R.C. Section 913
provided some relief late in 1978. For the interim period every American
overseas had to proceed in his or her personal plonning on the basis of the
court rulings as did any U.S. company hiring Americans for overseas
assignments.

Even then relief was clouded. In the case of the new Section 911,
Treasury took another eighteen months to write regulations -- which when
finally released proved highly restrictive. They virtually wiped out the
effects of the relief in 1978. And, of course, a similar cloud hung over the
new Section 913 even longer.

What we've had since (976 is sheer chaos.

The impacts of the 1976 and 1978 actions were immediate, real and
sustained. They set in motion momentum which continues -- the forced
return of Americans from overseas markets.

"Where do we go from here? What will work?"
-

We suggest that of all the trode disincentives currently in operation,
none can be reversed as readily or produce more immediate positive results
than the current U.S. practice of taxing the incomes earnéd by Americans
abroad,
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Finally, we'd like to make the point that this country's trade policies
must also take into account the many non-trade benefits of an Americon
presence overseas -- benefits that are, or should be, obvious.

it takes little imagination to realize the potential damage to our future
_ influence in the Middle East that stems from the fact that, due almost
entirely to U.S. tax policies, the percentage of Americans on the faculty at
the University of Petroleurn and Minerals in Dhahran, Saudi Arabia, has
dropped from 89% in the early 1970's to less than 15% today. That's where
many of tihve future leaders in the Middle East are now in training. Think what
that shift will cost our nation -- its vital interests, influence and security --
in the years ahead.

It is symptomatic of a proceés that is in full flood around the world.

And, of course, you'd still have to cope with all of the strange problems
that crop up the minute you try to tax solely on the basis of citizenship --
the minute you try to give extraterritorial effect to your domestic tax codes.

Another category of equally bizarre problems arises from exchange rate
variances. And still another category arises from a host of instances where
the host country tax laws run directly counter to our own tax laws. You have
to break one to comply with the other.

Our current tox practices whoily ignore the value to the U.S. in the
international market place of American dedication, drive, energy ond
resourcefulness -- things we take for granted here at home and that are built
into our culture and work ethic.

Our current tax practices wholly ignore our greatest asset -- the people
we can and should be sending overseas in greater numbers. In most parts of
the world Americans are especially liked for a very basic reason: Americans
will not hesitate to ro!ll up their sleeves and sweat alongside the people in
whose country they're working in order to get the job done, That sets us
apart -- and makes us especially welcome.

Anyone with experience knows that it's those qualities that give us a
substantial advantage in overseas markets -- an enormous appeal -- if we can
afford to keep Americans in the international marketplace. And that, of
course, goes to the issue,

Americans must have incentives to work overseas. They must at leagst
be on the same tax footing as the citizens from the competing industrial
nations. And we're showing you today that the incentives we need will cost
the government nothing. [t will net the government billions of dollars in
added real tox revenves.

If there is any concern that special tax consideration for overseas
Americans may still be perceived as somehow unequitable, we ask you to
reflect on the current policies and ask:
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o "What's fair to Americons about an American tax low that
encouroges the employment of anyone except Americans."

e "What's fair to Americans about an American tax law that
denies Americans payrolls and puts them on the welfare rolls?"

We thank you for your interest and hope with your help we'll start to
move back toward our proper share of overseas markets this year.

Prepared by:
. U.S. & Overseas Tax Fmrness Committee
' Ben Jarratt Brown
Vice President Operations
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The Emergency Committee for American Trade believes that the
current tax treatment of American citizens working overseas
is far too costly and is detrimental to U.S. exports.

ECAT welcomes S.408, S.436, S.598, and S.867 as significant
improvements over present system.

On the whole, other countries do not tax the incomes of their
citizens working abroad.

For one representative ECAT member company -- the Caterpiliar
Tractor Co. -- the average base salary for its overseas em-
ployees in January, 1981, was about $50,000. Average total cost
per overseas employee-- inctuding the foreign service incentive
premium and "make whole" payments -- was approximately three
times that amount, or $150,000.00. These costs have increased
by one-third in the past two years.

ECAT believes that Congress should fashion a law under which the

vast majority of Americans working abroad are not liable for U.S.
income tax on their overseas earnings. Otherwise, American com-

panies won't be able to afford to have Americans working overseas
and will replace them with forefign nationals to the detriment of

U.S. exports.

ECAT recommends that the tax treatment of Americans working
abroad should be stable and simple and should place the United
Statesiin a competitive position with the tax practices of other
countries.

The income exemption levels of S.408 and $.436 are inadequate.
The $75,000 exemption level, for example, covers one-half of
the $150,000 it costs a typical ECAT company to maintain an
American employee overseas.

$.598 which exempts an American worker's income overseas from
U.S. tax clearly matches the tax policies of competitive
countries, establishes a stable policy, and provides for ad-
ministrative simplicity.
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Mr. Chairman and members of the Committee, I am Donald Niemi, repre-
senting the Emergency Committee for American Trade (ECAT) in support of
legislation to reduce or eliminate the U.S. income tax burden on income
earned overseas by American citizens. ECAT is an organization of the
leaders of 63 large U.S. business firms with extensive overseas business
interests. Its. member companies had 1980 worldwide sales of close to
$600 billion and employed over five million people. ECAT's purpose is
to advocate and support expansionary international trade and investment

policies.

I am also Issues Analysis Manager for Caterpillar Tractor Co. -- a
member company of ECAT -- and will draw on Caterpillar's experience with

respect to the issue before this Committee.

_ ECAT member companies are concerned about the negative impact on U.S.
exports of current tax treatment of income earned overseas by American

citizens.

There are two reasons for such concern. One is the high cost of sending
Americans abroad., These high costs can lead to contract losses since they

make U.S. bids uncompetitive.

The other reason for concern is the impact on a broad range of U.S.

exports when Americans abroad are replaced by citizems of other countries,
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who are more familiar with products and services from their own home
countries -- and therefore are less likely to specify or order U.S.

products.

Exporters need to send Americans abroad -- to stay in touch with customers
changing needs, seek new business opportunities, provide key services,
and understand how goods and services we export must be adapted to local

conditions.

Most ECAT compaunies provide a tax equalization program for American em-
ployees working outside the United States. Without such a program, most

American employees would be reluctant to accept foreign assignments.

The cost to Caterpillar of our tax equalization program in 1979 was $12
. million, most of which was attributable to U.S. taxation of overseas
earned income. Tax equalization payments cost 80 percent of the average
Caterpillar Foreign Service Employee's base salary in 1979, compared

with 15 percent of base salary in 1972.

That's a cost from which competitor companies based in other countries
are largely exempt because other countries do not tax their non-resident
citizens on foreign earned income. In an increasingly competitive
world, there i{s a particular need for the U.S. Government to examine

costs that affect only U.S. companies.

We're pleased to note the congressional interest in this problem and the

several constructive proposals advanced for dealing with {t. Any of the
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four bills under consideraton today -- S. 408, S. 436, S. 598, S, 867 -~
would represent an improvement over the current law. We in ECAT welcome

these bills and express our appreciation for them.

Which is the best of these bills? 1I'd like to address that question in

the context of factors we believe the subcommittee should consider.

Point number one is that we need to take into account the tax policies
of countries with which we compete. With some limited qualifications,
other industrial countries exclude foreign personal income from taxationm.

The closer we can come to doing the same, the better.

When Congress in 1963 first established a ceiling on the amount of over-
seas earned income that could be excluded from U.S. taxation, the limit
was set high enough so that most Americans abroad paid little or no U.S.
income tax. The average base salary of Caterpillar's U.S. Foreign
Service FEmployees in January 1968, for example, was $17,750. In those
days, the purchasing power of the dollar around the world was still
strong, and "make whole" payments for such items as housing and cost of
1living differentials were relatively modest. To place Americans abroad
back on a competitive footing with citizens of other countries, we
believe that Congress should fashion a law under which the vast majority
of Americans working abroad do not pay U.S. income taxes on their overseas

earnings.

That can be done in any of several ways. One way ias to exclude all

overseas earned income, as in S. 598. Another approach is to establish
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an exclusion ceiling high enough that the total income and allowances of

most Americans abroad would fall below the ceiling.

Still another approach is a combination of an exclusion plus a housing
allowance deduction that would result in most Americans not paying U.S.
income taxes on overseas earned income. That's the basic approach of

S. 408 and S. 436,

Both bills establish an exclusion that appeared to be adequate not long
ago. In November 1978, the average Caterpillar Foreign Service Employee
had a base salary in the mid-to-upper-thirties. By January 1981, however,
the average base salary had risen, because of inflation, to over $50,000.
Average total cost per employee -- inciuding the foreign service incentive
premium and '"make whole" payments -- is now approximately three times
that amount, or $150,000. These numbers may sound high, but they are

the costs we face today. The exclusion levels in S. 408 and S. 436

are thus not adequate to deal with our 1981 costs.

Both of these bills have a fair and workable housing allowance exemption.
Rousing is one of the more expensive cost items for many Americans
working abroad. In 1979, the cost to Caterpillar for Foreign Service
Employee housing allowances averaged 33 percent of base salary. I

should note that Caterpillar’s compensation system requires the employee
to pay a fair share of housing expenses. The 33 percent housing allowance
payment is in addition to the employee's fair ghare. Housing allowances
in 1979 ranged from 3 percent to 51 perceant of base aaiary, depepding on

overseas location.

80-612 0—81—13
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Point two is the need for a stable policy in this area — s bill that
would put this issue to bed for at least the rest of this decade. That
means some way should be found to deal with the impact of possible con-
tinued infl.ation or major fluctuations in the foreign exchange value of
the dollar. If inflation averages 7 percent over the next 10 years, for
example, 1991 costs and prices will be approximately double their current

levels.

S. 598 deals with this problem very effectively. S. 436 and S. 408 both
allov for expansion of the exclusion. But as I noted, inflation has
already made the exclusion levels in these two bills inadequate for the
average Caterpillar Foreign Service Employee. We believe our experience
is similar to that of other BéA'l‘ menber companies. Whatever higher level
of exclusion is established today 1s very likely to be inadequate for
tomorrow, as witnessed by our owa corporate experience. S. 867, while
less generous in some respects, would permit the exclusion of 80 percent

of any level of income.
Our third point is the need for simplicity in new legislation.

The 1978 law began with reasonably clear concepts, but has turned into
an adainistrative morass. Caterpillar has a full-tl:: staff of five tax
accountants who work year round on the returns of some 340 U.S. Foreign

Service Eaployees.

The average Caterpillar Foreign Service Employse's tax return is about
»
25 pages in length. Even a simple returu with no incows other than
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vages and no itemiszed deductions —- corresponding to a two-page U.S.
roturn ~- requires 17 pages if filed by an expatriste. Not surprieiugly,
such returns are expensive to prepare. We estimste that the average
cost per return is $750.

Let =8 cite an example of l_:bo kinds of problems that have arisen under
the 1978 lav. ’

The housing deduction is the most complex deduction and -- as presently
defined -~ is also one of the most inadequste. It provides a deduction
for the excess cost of housing over s bass housing amount. - That base
housing smount is supposed to rcptuu':t the employes's fair share of
housing costs, or what he would pay were he living in the United States
and esruing the same base salary. The base housing amount i3 caiculated
as 20 percent of foreign earned income minus oth'ot deductions and actual

housing costs.

While the houaing deduction alone is complicated, there are other compli-

cations. Overseas employees of U.S. firms typically receive other '"make

whole" type payments. Exsmples are non-deductible moving expense reimbursements,

incoms tax reimbursements, and education allowances. Such reimbursement
amounts increase the employee's tax liabil{ity, thereby resulting in a

higher tax reimbursement, which further increases tax liability.

That's one of the reasons our $50,000 per year employees have to report
$150,000 & year incomes. With such artificially inflated incomes,

FPoreign Service Employee returns are selected more often for audit.
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Audits are time consuming ordeals for both the prepsrer and the IRS,
adding to costs for both sides. '

We urge the Congress to strive for a sivple end clesr law. Last year,
the Senste Finsnce Covmittes developed a bill that sought to categorize
Americans employed abroad, limiting the exclusion of earned incoms to
individuals engaged in certain kiands of business _ace}vttiu. We hope
this subcommittes will avoid drawing such distinctions, which are ox-
traordinarily difficult to apply in the varied and constantly changing
world of‘ 1ﬁterut£om1 trade. If the current law is complex, it's a

model of simplicity compared to last year's proposal.

There is one technical point on which we'd like to offer a suggestion.

In defining income that may be excluded, several 9£ the bills refer to }
"amounts received from sources within a foreign country.” That wording --
which 1is also contained iu the present law — creates problems. For
example, tax roi;burceaeat payments for l?ouiign Service Employees may be
made by the parent company in the United States directly to the Internal
Revenus Service. That payment is regarded as additional taxable income
by the IRS, It is clearly income attributable to foreigu employment,

but is not techn.ically from a source within a foreign country. We urge
the committee to use the langusge of S. 436, which permits exclusion of
‘nountu that constitute earned income attributadle to urvic'u performed

during an uninterrupted period of foreign residence.

Where do we come out with respect to the four bills before the Committee?

All four bills represent aun improvement over current law. S. 598 most
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clearly achisves tha thres gosls I mmtionsd earlier, i.e., matching the
tax policies of competitor countries, sstablishing s policy that we can
w.—-—
expect to remsin stable for a number of ysars, and simplicity. We
zecognize that 8. 598 will need amendment to prevent abuses such as
cases of people vho earn very high incomes and establish foreign residences

solely as device for avoidsuce of U.S. taxes.

“The most important objective for the member companies of ECAT is to see
a good bill passed by Congress on a timely basis. We welcome the
attention of this subcomittee to this important issue and thank you for

the opportunity to present our vievs.

N e
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Mr. Chairman, Members of the Committee:

Thank you for allowing me to testify on the important
issue of tax relief for Américans living overseas. I repre-
sent American Citizens Abroad, a non-profit, non-partisan,
voluntary association whose purpose is to promote the in-~
terests of Americans living outside of éhe United States,
ensure that their rights are observed and protected, and pro-
vide a vehicle for Americans overseas to communicate more
directly with'policy and opinion makers in the United States.
We are represented in over 50 countries throughout the world
and our membership includes individuals from many professions
and walks of life. -

MostAother panel members will focus on the pardship'
current United States tax policy has caused American firms
and individuals doing business overseas and the negative
impact it has had on our export performance. American Citi-
zens Abroad agrees with their conclusions and fully supports
their efforts to have §§ 911 and 913 amended to bring the
United States into conformity with thé tax practices of our
major competitor nations. I however would like to speak prin-
cipally onLthe effect our tax policy has had on the typical
American living overseas, )

Prior to 1962 the U.S. government did not tax foreign-
earned income. This was due primarily to a recognition of
the benefits derived from having Americans overseas who would

not only bolster our commercial- standing in the world but also



transmit our social and economic ideology to other peoples.
We correctly believed that the most effective means of con-
vincing people that the American way of life and the American
form of qovornhhnt were the best models to follow was to

have our citizens live and work in foreign lands. By doing
this. we could show, first-hand, the superiority of our oco-
nomic system and, perhaps more important, could help tranltor
to other societies our concept of freedom and worth of the
individual.

v Because of a few isolated instances of wealthy overseas
Americans taking advantage.of existing loopholes in the tax
law and actively avoiding their responsibilities as citizens, -
in 1962 our tax policy changed. The actions of these indi~
viduals gave Americans living in the United States an impres-
sion that every American abroad owned liméusines, wore mink
coats, and resided in mansions on the shorés of the Mediterranean.
This stereoiype is of course far from reality. The small busi-
nessman trying to gatablish a market in a West African country,
the construction énqineer working in the Mid-East desert, or the
low-salaried teachef struggling to survive in an expensive
European city bear little resemblance to this image of afflu-
ence. It must be kept in mind that our current tax policies
affect many more people, and affect them more seriously, than
the few who precipitated the 1962 change in law.

As the other panel members have demonstrated, our tax

policy has made it more and more difficult for Americans to
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live abroad. Top corporate positions overseas, even ini American
companies, are being filled by non-Americans; teaching posi-
tions are being filled by non-Americans, even in schools
with predomihantly American students; influential positions
in foreign corporations are now being filled by non-Americans.
In addition to the impact this has had on exports, it has driven
out of foreign countries the very people we need to transfer our
ideals to citizens of other nations. We are a country built
upon the tradition of the "Yankee Trader,” the entrepreneuriﬁl
capitalist who through his own efforts makes a better life for
himself, his family, and his society. This is the capitalist
system at its best, a system we have attempted at great ex-
pense to have other nations adopt. Our present tax policfkis
thwarting this effort.‘ It can be argued that by driving
Americans from the international marketplace we are doing the
" Kremlin's wqu since the people of other countries cannot
directly compare our two systems, As Congressman Bill Alexander
has stated recently on the floor of the Congress:

The American entrepreneur abroad does more

to build respect and admiration for the

free enterprise system than all the tanks

and airplanes we could ever deploy. The

- thoughtful and dedicated overseas American

does more to bring about a better under-

standing of our political ideas and in-

stitutions than all of the propaganda

expenditure we might be tempted to use

as a substitute, The economic develop-

ment of the rest of the world, and the

creation of markets for American products,

are fostered more by dedicated American

entrepreneurs than by all of our bilateral

and multilateral assistance programs com-
bined. -



Cor the whderdsveloped nations than some
munism if allowed to compete equally.

No othexr country in the world taxes its nationals who
live away from home. Our tax policy has therefore not allowed
our citizens to compete equally in the international market-
place. We lose not only economically, but also ideologically,
politically and culturally. The overseas American is the best
vehicle possible for demonstrating that our way ol'lifo is an
efficient and productive one. Americans working in developing
countries prove by their actions and successes that our system
is effective.

Por these reasons, American Citizens Abroad urges Congress
to enact legislation replacing existing rules for taxing Ameri-
cans overseas with a single exemption based upon residency
outside of the United States.

Such legislation would place Americans resident abroad
in the same position as nationals of every other industrialized
country. It would be a boon to exports from the United'States.
and to the rendering of services abroad by U.S,-controlled
businesses. ’Thls approach'wou;d also strengthen the position
of Americans overseas who are promoting and protectiﬂg the
many‘interests of the United Statei in social, political,
cultural and 1deologiya1 spheres. The revenue cost of this
straightforward appféach is, comparable to the cost of more
complex measures proposed now and in the past. In fact, a

recent study questions whether tax relief along these lines
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would result in a revenue loss. More probably it would en-
gender greater revenues for the Treasury due to increased
exports and creation of jobs in the United Statos.l/

American Citizens Abroad supports the concepts toun&
in H.R. 2014, the "Tax Treatment of Americans Abroad Act,"
which applies the principle of residence taxation to Americans
'abrpad. Every major competitor nation applies this principle
to citizens living outside its borders. We should do the
same. This approach would exempt all foreign-source earned
income, as well as pension and annuity income attributable to
work performed while abroad. This latter income, unfairly
called "unearned" income, includes pensions, interest and divi--
dends upon which tax has often hlrgady bern paid. The retired.
American abroad or the widow or widower play vital roles in

© projecting American values and defending by example the effi-

cacy of the American way of life.

—

_;/ "Economic Impact of Changing Taxation of U.S. Workers
Overseas,” Chase Econometric Associates, Inc., June
1989. The Treasury Department estimates that it would
lose about $500 million in tax revenues if taxes on
overseas Americans were eliminated. A February 1981
GAO study found that since the 1976 tax policy change,
the percentage of Americans employed abroad has been
reduced from 20 to 50 percent in some important export
industries. A Treasury Department study estimated that
a 10 percent reduction in American presence abroad re-~
sulted in a 5 percent reduction in exports. The Chase
report assumed only a 5 percent export reduction and
concluded that the Treasury would lose $6 billion in
tax revenues on corporate profits alone -- 12 times
the revenue gained by taxing earned income.
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In tho interest of equity and simplicity, American
‘Citizono Abroad opposes any cap on the amount of income
which would bo excluded. In oxder for the United States to
be competitive internationally and to increase its exports, A
we must encourage senior managers and entrepreneurs to live and
work overseas. These are the peopls that hire American workers
and order American goods. In addition, the marginal revenue
increase from taxing these individuals would be small. We
support efforts aimed at preventing a reoccurrence of the few
‘abusea which led éo the 1562 tax policy change but we believe
,thii can be accomplished without prejudice to the millions of
Americans who legitimately reside abroad.

-- American Citizens Abroad is extremely concerned over possible

enactment of a more comp;ex proposal (such as the bill reported
by the Seﬁatelrin;nce Committee last year which tied benefits
to Americans abroad to an "export related" test) which would

discriminate against many who are serving in vital roles that

- are not uniquely related to just one aspect of the American

national interest. We are oppésed. therefore, to any proposal
that differentiateé among U,8. citizens on the basis of country
of residepcy or‘physical presence, or on the basis of function
or profession. .

American Citizens Abroad 1£.committed to worklng with
rembers of Congress and the Executive Branéh to develop appro-
priate rules fof'taxing Americans overseas. These rules

should be fair to all taxpayers. They should give Americans
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overseas an equal chance to compete for employment abroad, and
to allow exports to grow. This change in tax policy will re-
sult in increased ;mployment at home to meet the demands of
newly developed markets. This Committee can formulate these
rules and American Citizens Abroad stands ready to assist in
any way possible.

Thank you.
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Summary

United States tax policy has placed the members of
American Citizens Abroad at a severe competitive dis-
advantage when compared to nationals of other countrie!.

Prior to 1962 there was no tax on foreign-earned income

in recognition of the benefits derived from having Americans
overseas who would not only bolster our commercial standing
in the world but also transmit our social and economic ide-
ology to other peoples.

Americans working abroad show first-hand the superiority
of our economic system and help transfer to other societies
our concept of freedom and worth of the individual.

The excesses of a few individuals who actively avoided
taxes led to the 1962 change in our tax policy and gave
Americans living in the United States the wrong impression
that all Americans abroad lived lives of great affluence.

The typical American, as reflected in the membership of
American Citizens Abroad, is the small businessman trying
to establish a market in a West African country, the con-
struction engineer working in the Mid-East desert, or the
- low-salaried teacher working in an American school strug-
gling to survive in an expensive European city.

These typical Americans are by far tie vast majority of
U.8. citizens living abroad and are more seriously affected
by our current tax policies than the few who precipitatead
the 1962 change in law.

We are a country built upon the tradition of the entrepre-
neurial capitalist who through his -own efforts makes a
better life for himself, his family and his society.

By driving these people out of the international market-
place, we are affecting our national security and doing
the KXremlin's work by not allowing people of other coun-
tries to compare directly our two systems.

American Citizens Abroad asks that U.8. citizens be taxed
in the same manner as every other industrialized country
taxes its nationals, i.,e. on the basis of residency.

This taxation principle would expand exports from the
United States and increase the provision of services abroad
by U.8.-controlled businesses as well as strengthen the
position of Americans overseas who are promoting and pro-
tecting the many interests of the United States in social,
political, cultural and ideological spheres.
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American Citizens Abroad supports H.R. 2014, "The Tax

Treatment of Americans Abroad Act," which exempts all

foreign-source earned income as well as pension and

:gnui:y income attributable to work performed while
road.

American Citizens Abroad opposes any cap on the amount

of income which would be exempted since this would dis-~
courage the positioning of senior managers and entrepre-
neurs abroad who hire American workers and ordex Ameriocan

goods. .

American Citizens Abroad supports efforts aimed at pre- -
venting a reoccurrence of the akuses which lel to the 1962
tax policy change.

American Citizens Abroad opposes any legislation which
differentiates among U.8. citizens on the basis of coun-
try of residencs or physical presence, or on the basis of
function or profession -~ the test of benefit to the United
States should not. rest only on exports.

American Citizens Abroad is committed to working with the
Congress and Pxecutive Branch to develop equitable rules
of taxation which will allow Americans an equal chance to
compete for markets abroad and permit exports to grow.

Tax relief is needed as soon & possible.
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Senator CHAFEE. Well, thank yoﬁ very much, gentlemen. The
next el will be Mr. Morrione, Mr. Castles, Mr. Hammer, and
Mr. Henning. Mr. Morrione.

. STATEMENT OF MR. MELCHIOR 8. MORRIONE, ARTHUR
ANDERSEN & CO.

Mr. MorrIONE. My name is Melchior Morrione. I am a tax part-
ner in the New York office of Arthur Andersen & Co. and I am
responsible for coordinating the firm’s expatriate tax practice.

e beliave the major tax policy issue is the declining competitive
position of U.S. companies in world markets. The economic balance
among nations has decidely shifted. An analysis of data in our
written statement demonstrates that the U.S. multinational compa-
ny no longer dominates the international marketplace. The com-
petitiveness of the U.S. company has been significantly weakened
and as a result, multinationals of other companies have moved in
to exploit the ogportunities available.

As a result, the cost of products and services has assumed a more
important role in international trade. The advantage of superior
quality and technolgy is no longer held by the 1J.S. multinational
and as a result cost is the greatest factor in international competi-
tion. ) L ‘

The increased cost incurred to reimburse U.S. expatriate employ-
ee for additional U.S. taxes has seriously impaired the competitive
position of the U.S. multinational. Most of our foreign competitors
do not tax the foreign earnings of their nationals residing abroad,
as you have heard. ’ :
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