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SUGAR AND COFFEE AGREEMENTS

WEDNESDAY, JULY 28, 1982

U.S. SENATE,
COMMITTEE ON FINANCE,
SUBCOMMITTEE ON INTERNATIONAL TRADE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 9 a.m. in room
2221, Dirksen Senate Office Building, Hon. John C. Danforth
(chairman of the subcommittee) chairing. :

Present: Senator Danforth. R ‘

(The committee gress release and the prepared statements of
Senators Dole and Baucus follow:]

[Prees release of July 12, 1982]

FINANCE SUBCOMMITTEE ON INTERNATIONAL TRADE SETS HEARING ON BILLs
IMPLEMENTING COFFEE AND SUGAR AGREEMENTS

The Honorable John C. Danforth (R., Mo.), chairman of the Subcommiitee on In-
ternational Trade of the Committee on Finance, today announced that the Subcom-
mittee will hold a hearing on Wednesday, July 28, 1982 on two bills which would
extend the legislation implementing the International Sugar Agreement and the In-
ternational Coffee Agreement. Chairman Danforth stated that testimony will be re-
ceived from both administration and private witnesses.

BT]}:le‘ hearing will begin at 9:30 a.m. in Room 2221 of the Dirksen Senate Office
uilding.

The two bills on which testimony will be received are:

S. 25639 introduced by Senator Danforth. S. 2539 would amend the International
Sugar Agreement Act (P.L. 96-236) bg' extending the termination date of the Act
from January 1, 1983 to January 1, 1985.

S. 2540 introduced by Senator Danforth. S. 2540 would amend the Internationsl
Coffee Agreement Act (P.L. 96-599)8? extending the termination date of the Act
from October 1, 1982 to October 1, 1983.

Consolidated testimony.—Senator Danforth 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 procedurc will enable the subcommittee to receive a wider
expression of views than they might otherwise obtain. Senator Danforth urges that
all vtv;tnesses exert a maximum effort to consolidate and coordinate their state-
ments. -

OPENING STATEMENT OF SENATOR ROBERT DOLE

Mr. Chairman, today the subcommittee will be considering two biils, S. 2539 and
S. 2540, which would extend thea]public laws implementing the International Sugar
Agreement and the International Coffee Agreement. These agreements, which the
Senate previously approved, are both designed to stabilize world prices, within mu-
tually agreed upon price ranges, by controlling the supplies of the two commodities
available in world trade. As the largest free market in the world for both commod-
ities, it is critical to the effectiveness of these agreements that the U.S. be able to
implement their provisions.

nder both agreements, producing countries agree to stockpile assigned quanti-
ties of coffee or sugar when prices are falling and then to release designated quanti-
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ties of coffee or sugar from these stockpiles when prices are risinilwithin the estab-
lished increments. In order to keep any exporting country from s ’gping more than
its assigned amount when quantitative restrictions are in effect, the signatories to
the agreements have committed to denying entry to any imports not accompanied
E{l proper documentation or to prohibit the entry of imports from nonsignatories.

rrently, the administration is authorized to contro! the entry of imports in accord
with the provisions of the. agreements. This authority expires at the end of this
year, however, and must be extended if the U.S. is to continue to be able to imple-
ment the agreements.

Mr. Chairman, it is my understanding that to date no one has voiced opposition to
the bills which you have introduced and it is my hope that we will be able to pro-
ceed with them if this remains the case.

STATEMENT OF SENATOR Max Baucus

Mr. Chairman, I am pleased that the Subcommittee is holding hearings on S.
2639, which extends current law implementing the International Sugar Agreemeént.

I am particularly interested in authorizing the President to regulate the entry of
sugar into the United States. The International Sugar Agreement should be ex-
tended for two rcasons: B

1. To keep the ISA cohesive and meaningful, we must be able to impose limits on
the e_ntrz of sugar from countries that are not ISA members. :

2. To help stabilize the price in the domestic sugar industry.

The domestic sugar industry now holds only 45 percent of the U.S. market
share—and this figure is declining. Many mills and refineries did not survive the
period of volatile sugar prices experienced by the U.S. industry over the past several

years.

In late 1974, world raw sugar prices hit 65 cents per pound. In 1978, the market
collapsed and the world price fell to 7 cents. By 1980, the price recovered to 42 cents
until today—when the tprice again sags below 10 cents.

In my homie state of Montana, last year’s sugar beet campaign odyielded over $45
million i(;l cash value. But, sagging prices threatened to drive producers out of the
sugar industry.

e renewal of the ISA combined with an adequate domestic sugar stabilization
program will assure that the domestic industry remains healthy.

I would ask Ambassador MacDonald at this point if it is not true that maintain-
ing a healthy domestic sugar industry is important not only for U.S. producers, but
for consumers as well. If domestic sugar supplies disappear, would we see an in-
crease in sugar prices? . )

Will the Administration strongly support the current sugar support level of 17
cents—which is below the world-wide average cost of production and almost half of
the U.S. cost of production?

Senator DANFORTH. The subject of this hearing is the extension

of the coffee and sugar agreements, and the witness is Ambassador
MacDonald. Ambassador, thank you.

STATEMENT OF AMBASSADOR DAViD R. DiacDONALD, DEPUTY
U.S. TRADE REPRESENTATIVE .

Ambassador MAcDoONALD. Mr. Chairman, I would like to express
Ambassador Brock's appreciation to you for holding these hearings
on two important pieces of legislation to particular industries. We
are here to speak on behalf of the administration in support of
Senate bills 2589 and 2540. I have a full statement, Mr. Chairman,
and a four-Bage summa'l{hy.

Ser:iator ANFORTH. The statement will be printed in full in the
record.

Ambassador MacDoNALD. Thank you. Both bills extend the life
of legislation that allows the United States to implement the Inter-
national Sugar Agreement and the International Coffee Agree-
ment. .
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S. 2640 will enable the United States to continue to fulfill its ob-
ligations under the coffee agreement for an additional 1-year
period. Specifically, the le%islation allows the President to regulaté
the entry of coffee into the United States by not allowing cofiee
from International Coffee Association members which is not accom-

ied by the proper documentation to enter the United States.
e President is also authorized to restrict coffee imported into the
United States from countries which are not members of the ICA.

The United States, along with all other ICA members, is partici-
pating in the negotiations for a new agreement, one that will be an
improvement over the current ICA. Specifically, these negotiations
are related to an amendment to the agreement which provides for
the prohibition of restrictive arrangements among coffee supﬂliers,
as occurred under the old coffee agreement. It would also change
the means by which the mix of different types of coffee are deter-
mined under the coffee agreement to be exportable.

Assuming these negotiations are successfully concluded this Sep-~
tember, the United States will agree to continue to participate in
the ICA throughout the extension year. This extension year will
give the United States and other ICA members time to complete
the parliamentary procedures needed to bring a new agreement
into force. For the United States, this will entail Senate ratification
i)f alnew treaty and congressional passage of new implementing

islation. : T
e National Coffee Association, which represents a large seg-
ment of the U.S. industry, has indicated that as long as the Gov-
ernment believes that the ICA is in the best interests of the United
States, it can accept and support the agreement. Various ents
of the industry have cited the need for market stability and believe
that the ICA is the best means of achieving this objective.

I would like to reiterate the need to take quick action on this
bill. It is imperative that we have new legislation in place by Octo-
ber 1, 1982, in order to be able to comply with our treaty obliga-
tions. Our failure to do so could disrupt the world coffee market
significantly, to the detriment of producers and consumers and of
our relations with the coffee-producing countries of the world.

S. 2539 will extend the legislation implementing the Internation-
al Sugar Agreement for 2 years, until lgecember 1, 1984. This leg-
islation gives the President authority to continue to assure that im-
ports of sugar into the United States are accompanied by the
proper documentation and that import restrictions on non-Interna-
tional Sugar Organization members are enforced.

The 2-year extension period will allow time for renegotiation of
the ISA, as well as for completion of parliamentary procedures
needed to bring it into force. :

While we recognize that the nonmembership of the European
Community has proved difficult to operate the economic provisions
of the International Sugar Agreement, the administration supports
our continued participation in the agreement. The 2-year extension
will allow time for continued consultations between the Interna-
tional Sugar Organization and the EC. These consultations are
meant to pave the way for EC accession to the current agreement
or participation in a new agreement.
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Desfite its shaky performance, the ISA has been marginallzv suc-
cessful in reducing price volatility in the face of conditions of both
substantial surplus and shortage. :

It would be worthwhile to take note of recent actions taken by_
our own Government in response to current instability in the world
sugar economy. In May the President made a decision to im
temporary quotas on sugar imported into the United States.
action was necessitated by the declining world price, with duties
and fees alone. )

As a result, we have been asked by ISA exporting members to
explain our quota program, and we have carried out useful discus-
sions to this effect in London.

We believe it is also important that we reaffirm our commitment
to working in the ISA to help address the problems of both the
world sugar economy in general, as well as thosc of individual
sugar-exporting countries in Latin America and other regions of
the world where we have an important stake in economic and
social stability.

We urge that S. 2539 be passed quickly. Such action will positive-
ly signal our continued support of multilateral efforts in this direc-
tion. The ISA will not increase U.S. consumer prices for sugar. On
the other hand, our failure to meet our treaty obligations under
the greement would tend to put further downwa ressure on
the aiready troubled world market for sugar, and could result in
the imposition of even more restrictive measures on sugar imports.

Thank you, Mr. Chairman.

[The statement of Ambassador MacDonald follows:]

STATEMENT OF AMBASSADOR DAvip R. MacDoNALD, DEPUTY U.S. TRADE
REPRESENTATIVE .

I am Ambassador David R. MacDonald, Deputy United States Trade Representa-
tive. I am here to speak on behalf of the administration in support of S. 2539 and S.
2540. Both are bills to extend the life of the legislation that allows the United States
to implement the International Coffee Agreement (ICA) and International Sugar

ment (ISA).
e ICA was due to expire on September 30, 1982. A resolution, supported by the
United States, was by the international coffee organization caﬂmg for an ex-

tension of the agreement for one year to September 30, 1983. The extension is condi-
tioned by a proviso that proposals for modification to the ment beyond October
1, 1988, shall be decided upon prior to September 17, 1982. This proviso results from
the consumer interest in improving the ICA through modifications of the economic
provisions. In order to continue to carry out its obligations under the ICA au.in
the one-year extension period (Segtember 30, 1982, to September 30, 1983), the ad-
ministration is seeking passage of S. 2540. .

Negotiations for modification of the ICA are ongoi.nﬁ; In negotiating modifications
of the ICA, the United States has sought to improve the system for distributing the
total quota among exporting members. Another important U.S, objective is inclusion
in a new agreement of a provision that would prohibit exporters from und i
collusive marketing activities outside the terms of the coffee agreement. Assuming
these negotiations are successfully concluded by mid-September, the United States
will a%ree to the extension year. The extension year will give the United States and
other ICA members time to complete parliamentary procedures needed to bring a
new agreement into force. For the United States, this will mean Senate ratification
of a new treaty and congressional e of new implementing legislation.

The ilxl:i})lementing legislation which we seek enubles the United States to contin-
ue to fulfill its obligations under the ICA. Specifically, this means that the Presi-
dent is authorized to regulate the entry of coffee into the United States by not al-
lowing coffee from ICA members which is not accompanied by the proper documen-
tation to enter the United States. The President is authorized to restrict coffee
imported into the United States from countries which are not members of the ICA.
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The current ICA entered into fcrce on October 1, 1976. All major producing coun-
tries and most major consuming countries are members. The United States has par-
ticipated in a series of coffee agreements dating back to 1962. °

e agreement seeks to assure a reasonable balance between world demand and
.'1:gsly of coffee and to assure fair pr'ces to consumers and remunerative prices to
producers. The agreement relies on export quotas to stabilize prices within an annu-
ally negotiated price range. Quotas are enforced by importing members by controls
on imports. - .

otas are adjusted at specified levels within the current price range of $1.15 to
$1.45 per pound. Quotas are tightened—thus reducing the available world supply of .
coffee—as prices fall. At the lower end of the range, the most restrictive quota is in
effect. If prices rise to the upper end of the range, quotas are gradually ircreased.
Quotas are removed (and "CA members may export without restriction) if prices
exceed $1.50. When quotas are in effect, the world quota is divided amony the
exgorting members of the ICA which currently includes alraost 100 perceat of the
ccifee producing countries, - .
Between 1976 and mid-1980, the economic provisions of the ment remained
suspended. This was because of high coffee prices, which resulted from frosts in
Brazil and supply disruptions in other exporting countries, and because of concerted
Erioe support activities by eight Latin American producers (known as the “Bogota

roup” or Pan Cafe). The United States refused to negotiate price and quota provi-
sions until this group agreed to cease any further market actions and to liquidate
its holdin‘fs of physical coffees and futures contracts. Faced with a firm U.S. posi-
tion and declining prices in late 1980, members of Pan Cafe Agreed to the U.S. con-
ditions. This cleared the way for the reintroduction of quotas in October 1980.

Since the negotiation and implementation of economic provisions, coffee prices
generally remained within, or slightly below, the established price range, indicating
that the agreement was providing some stability to the coffee market.

We believe the ICA provides benefits to importing members by prometing long-
term supply availability through the moderation of price fluctuations, The quotas
force exporting members to stock coffee. Also, the system used in the agreement to
distribute quotas among exporting members rewards those countries that store
coffee. These additional supplies would be available for shipment in the event of an
abrugt reduction of output which could result, for example, from a Brazilian frost.
Furthermore, I would point out that the price range established by the agreement
in which quotas operate is well below average coffee prices in the years prior to the
im’g:sition of economic provisions under the agreement.

e foreign policy implications of our continued icipation in the ICA are obvi-
ous. Coffee is a major export earner in many developing countries, with an annual
value in the world trade of around $12 billion. To the extent that the ICA has
helped stabilize prices, it has a very positive economic impact on these countries. As
the largest single importer of coffee, U.S. iarticipation in the ICA is essential to the
functioning of the economic provisions of the t:greement.

Coffee is a $3 billion industry in the United States, The industry is made up of
" importers, traders, brokers, roasters, and retailers. The National Coffee Association,

which represents a large segment of the U.S. industry, has indicated that as long as

the Government believes the ICA is in the best interest of the United States, it can
accept the agreement. Various ents of the industry have cited the need for

T.mr et stability and believe that the ICA is the best means of achieving this objec-
ive.

I would like to reiterate the need to take quick action on this bill. As mentioned
earlier, our current legislation expires September 30 of this year. Thus, it is impera-
tive that we have new legislation in place by October 1, 1982, in order to be able to
comply with our treaty obligations. Qur failure to do so could disrupt the world
coffee market significantly to the detriment of both producers and consumers and of
our relations with the coffee producing countries of the world.

Again, the legislation we are requesting would enable the United States to contin-
ue in the exi u?frecment for only oné more year. The Senate will have the op-
portunity to carefully examine our continued participation in the agreement during -
that period, assuming we successfully conclude negotiation of a new agreement.

The International Sugar Agreement (ISA) was originally scheduled to expire on
December 31, 1982. A decision was taken by the Council of the International Sugar

anization (ISO} to extend the ISA for two years. Thus, the administration is

seeking a two-year extension of legislation implementing the sugar agreement. This
legislation gives the President authority to control igngorts of sugar into the United

States to assure that imports are accompanied by the proper documentation and

that import restrictions on non-ISO members are enforcetl.

7~
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While we recognize that, owing to the non-membership of the EGC, it has proved
difficult to operate the economic provisions of the ISA, the administration supgorts
our continued participation in the ISA. We support the two-year extension with the
understan that it will allow time for continued consultations between the 1SO
and the EC. These consultations are meant to pave the way for EC accession to the
current agreement or participation in a new agreement. . v

“In 1977 the United States took the position that an effective ISA could improve
security of supply for consumers and still allow for reasonable return to U.S. sugar
{)roducem. We sought an agreement which would prevent prices from dropping so
ow as to discourage production and hence trigger scarcities. !

The basic objective of the agreement is to stabilize the price of sugar within an
agreed range, set initially at 11-21 cents per pound. The current e is 13-23
cents per pound. The price mechanism provides that when the price indicator is in
the lower third of the price range, export quotas are in effect and exporting coun-
tries are required to build up obligatory reserve stocks. -

The quota mechanism is based upon the assignment to each exporting member-of
a basic export tonn (or bet), which -has in recent years been determined by
export performance. en quotas are in-effect, members are required to restrict
their exports in accordance with their bet shares. Quota cuts generally do not
exceed 15 percent, although when lig(rices are below the price range exports may be
cut by an additional 2.5 percent. Exporters who ship in excess of their authorized
quota are subject to penalties. ‘

When the price indicator is in the middle third of the price range, there are no
quotas in effect and sugar may be freely traded. Near the top of the price range,
reserve stocks are required to be release& to the market. . ) :

Such is the basic outline of the agreement. Compared to previous agreements, the
1977 arrangement is improved in at least three respects. the price range was
widened to 10 cents per pound from the féew cents per pound of earlier agreements.
This change was intended to give much greater play to market forces. Except when
prices are at the lower end of the range, sugar may be freely traded. .

A second change came about because of the insistence of the United States and
other importers that quotas must be realistic and based as closely as ible on
ex _rt.tﬁerformano‘e. Importers also insisted rgson an effective shortfall provision.

e

e initial quota allocation inevitably retlected political ining as well as
historical performance, the agreement provided for a review and reregotiation of
bet’s after two years, and if renegotiations did not succeed in establi an accept-

able new bet schedule, bet’s are automatically revised in accordance with a formula

:;lhich gives n;maaing weight to export performance during the last three years of

e agreement. ’

The third and most important improvement in the agreement was the provision
for reserve stocks. Earlier agreements sought to meet the interest of importing
members in price protection at the upper end of the range by means of a aupply-
commitment price. Importers were assured of specific quantities of sugar when
prices exceeded established trigfer points. Such a provision might have been appro- .
priate when the ISA disposed of less than 50 percent of world sugar trade. But with
the breakdown of several preferential arrangements, the test part of world
traded sugar was thus covered by the ISA and a new approach was needed.

It was because of the insistence of the United States that the reserve stock provi-
sion in its present form was added to the agreement. When quotas are in effect, ex-
porting members are required to accumulate 2.5 million tons of sugar in special
stocks of uncommitted sugar additional to any supplies held for domestic needs or
special arranﬁments. To assist the exporters in holding such stocks, a fund is pro-
vided from which exportérs receive interest-free loans to be repaid when stocks are

released. The fee which finances the fund currently comes from a levy on the trade

which currently amounts to $1.66 pc metric ton. i , ’

. .As previously stated, the ISA has not worked as well as ex . For the first
two years of the agreement, prices were below the lower en%,r ce range objective—
LE., below 11 cents per u1l>ound. Prices strengthened late in 1979, but by the spring of -
1980, prices exceeded the top of the and remained there until February of
1981 when they began to ease. As we all know, the decline in price continued to
where we are today. World sugar prices are under 10 cents per pound. ’

While the United States became a provisional member of the inent at the
outset, the United States was unable for some 25 months to eom fully with the:
agreement. Altho this clearly impeded the ability of the to function, it
cannot be com to the problems caused by EC nonparticipation, which has seri-
ously hindered the operation of the agreement. :
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Using the delay in U.S. ratification as a pretext, the EC ignored repeated requests
to discuss with the council possible terms of accession or modifications of its own
sugar policy. As a result of its highly market, the EC has become one of
the world’s largest producers of sugar. e it imports a certain quantity of sugar
at preferential prices from certain former colonies who are signatories of the Lome
Convention, the EC re-exports this sugar and even more of its own heavily subsi-
dized sugar to the world market. We believe. that these exports are the single most
important factor in the current weakness in the world market. As moet of you
know, we are currently seeking to reduce the adverse effects of EC subsidy practices
both bilaterally as well as in the GATT and the ISA. : '

Despite its shaky performance, the ISA has been marginally successful in reduc-
ing price volatility in the face of conditions of both substantial surplus and shortage.
Export quotas in 1978-1979 reinforced market trends leading to a balance between
world production and consumption earlier than had supplies not been so restrained.
This led to the recovery of world sugar prices that began late in 1979,

The subequent release of over 2 million tons of ISA stocks in February 1980 assist-
ed in Elreventing world sugar prices from rising to even ter heights later in the
year. Indeed, the major reason for prices failing to reach the levels experienced in
the previous boom of 1974-75, despite a record global production shortfall in the
1979-80 year, was the persistent and ready availablity of sugar for prompt ship-
ment. This was in part the result of ISA special stock release and also the incen-
tives offered to member exporters under the agreement’s quota provisions to maxi-
mize shiugments during times when tmmta restrictions do not apply.

It would be irresponsible not to take note of recent actions taken by outr own Gov-
ernment in response to current instability in the world sugar economy. In May the
President made a decision to impose temporary quotas on sugar imported into the
United States. This action was necessitated by the declining world price of sugar
and our inability to defend our domestic support price with duties-and fees alone.
USDA demand estimates required a fairly restrictive quota to help remed{. the situ-
_ ation. This has caused some hardship for those exporting countries which had an-

ticipated larger shipments to the United States. As a result we have been asked by
ISA exporting members to explain our quota program and we have carried out
useful di ions to this effect in London. We have in particular noted that the
United States intends to administer quotas, for as long as necessary, in conformity
with our obligations under the ISA. However, we believe it is also important that
we reaffirm our commitment to working in the ISA to help address the problems of
both the world si.gar economy in general as well as those of individual sugar export-
ing countries in Latin America and other regions of the world where we have an
important steke in economic and social stability. We urge that S. 2539 be passed
?uickly. Such action will positively signal our continued support of multilateral ef-
orts in this direction.

1 should point out that that portion of the ISA price range in which export quotas
operate is substantiallti below the level at which sugar prices are supported in the

. United States. Thus, the ISA will not increase U.S. consumer prices for sugar. On
the other hand, our failure to meet our treaty obligations under the agreement
would tead to put further downward pressure on the already troubled world market
for * and could result in the imnposition of even more restrictive measures on
sugar imports.

_Senator DANFORTH. Mr, Ambassador, has the administration re--
viewed these two bills with various interested groups? Is there a
process for doing that? \ \ .

Ambassador MacDoNALD. Yes. We have gone through the usual
consultation processes, Mr. Chairman, with interested industry

oups. :
bﬂ%;xator DanrorTH. What is the response of those groups t{o the

Ambassador MAacDoNaLp. The International Coffee Association
says that as long as the U.S. Government believes that the coffee
,emn;lgn bill is in the interest of the United States, it will support
t ill. )

We have discussed it with all aspects of the sugar industry, and
they support the bill.
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Senator DANFORTH. Do you know of any domestic opposmon to -
either of the bills?

Ambassador MACDONALD. Nobody on our staff is aware of any. I
have not heard of any opposition.

Senator DANFORTH. Is it reasonable to assume that if there were
opposition, it would have surfaced?

Ambassador MacDoNALD. Yes. Because of our consultation proc-
esses established by Congress, we would surface that kind of criti-
cism if it were there.

. Senator DANFORTH. And do you believe that each of these bills is
in the best interest of the country and both are strongly supported
by the administration?

Ambassador MacDoNALD. Yes, sir.

Senator DAnFORTH. Thank you very much. That concludes the
hearing.

. [Whereupon, at 9:12 a.m., the hearing was adjourned.]

[By direction of the chairman the followmg communication was
made a part of the hearing record:]
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Mr. Chairman and members of the Subcommittee on Inter-
national Trade, I am pleased to offer the views of my company,
Consolidated Foods Corpcration of Chicago, Illinois, on
Senator Danforth's bill, S. 2540, to extend the International
Coffee Agreement. My namehis Daniel J. Brennan, Vige-Presidént -~
Taxes and Insurance, of Consolidated Foods Corporation.

Consolidated Foods Corporation is primarily engaged in

—-providing consumer packaged goods ég the public. Overseas
subsidiaries of Consolidated Foods are in the business of
buying, selling, and distributing coffee. The overvhelming
experience has been that the international coffee agreement
has had a very beneficial effect on the marketplace. Previously,
coffee, like most commodities, was subject to wide swings in
the price. These seemingly uncontrolled gyrations in price
of course had a very disconcerting effect on sellers and con-
sumers alike. However, since implementation of the International
Coffee Agreement, these gyrations have been greatly diminished,
both iﬁ>number and effect. 1In short, both our subsidiaries
and the consumers have benefitted. Consolidated Poods Corpor=
ation believes this agreement should be extended and supports
S. 2540.

In conjunction with this discussion of the International
Coifee Agreement, Consolidated Foods would also like to briefly
address a problem in the tax laws concerning the coffee income
of these foreign subsidiaries. Specifically, I refer to the
anomalous problem addressed in S. 2509 introduced by Senators

Percy and Dixon. -
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Présent law -- Under present law, the earnings of foreign
corporations owned or controlled by U.S. persons are generally
subject to U.S. income tax only when they are actually remitteé
to the U.S. shareholders as dividends. This procedures is
generally referred to as "deferral."”

In 1962, in response to a request by President Kennedy,
Congress enacted partial repeal of "deferral" in what is
commonly referred to as "subpart F" of the tax law. At that
timé, the President emphasized the removal of tax deferral
in the éase of what have been called "tax havens." These
tax havens were being used by American firms who arranged
their corporate structures to significantly reduce or eliminate
their tax liabilities both at home and abroad. However,
certain “f the subpart F rules were adopted in order to meet
the problem of diversion of income from U.S. taxation.

There are five categories of income which the Congress
decided to tax currently to the U.S. shareholder of a con-
trolled foreign corporation because they fall either into the
tax haven category or into situations where there is an attempt
to escape tax by shifting U.S. ihcome abroad. These five
categories include: 1) income from the insurance of U.S. risks;
2) passive investment income such as dividends, interest,
royalties, and rents (referred as foreign personal holding
company income); 3) sales income earneé by the foreign subsidiary
on the sale of property purchased from, or sold to, a related
company if the property was qeither manufactured in nor sold

for use in the country in which the subsidiary is incorporated
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(referred to as foreigﬁ base company salesAincome); 4) income
from services performed by the foreign subsidiary outside of

the country in which it is incorporated (referred to as foreign
base company income); and 5) shipping income earned by a foreign
subsidiary outside of tES country in which it is incorporated,
if that income is not reinvested in shipping assets (referred
to as foreign base company shipping income).

In considering possible investment income such as dividends
to be tax haven type income, the Congress recognized the need
to maintain active American business operations abroad on a
competitive footing with other operating businesses in the same
foreign countries. However, the Congress saw no need to maintain
deferral of U.S. tax on income from portfolio investments. But
there were a number of exceptions t§ the rule of taxing foré&gn
personal holding company income.

In 1969, the Code was amended to broaden and clarify one
exception. By amending Section 954(b) (4), an item of income
received by a controlled foreign corporation was excluded from
foreign base company income if both the creation or acquisition
of the controlled foreign corporation and the effecting of the
transaction giving rise to the income did not have as one
of its principal purposes a substantial reduction of income
taxes. The rationale behind this exception was that facts
and circumstances should sometimes prevail where tax avoidance
was Agt a motivating force in the transaction.

Later, the Tax Reduction Act of 1975 adopted an exclusion

to the taxation provisions of subpart F for income arising



—13

from the sale between related parties of agricuitural commodities
which are not grown in the U.S in commercially marketable
quantities. The rationale of that amendment was obviously

that since the activity could not have been performed in the

U.S. under any circumstances (because the commodities were

not grown in commercially marketable quantities here) that

no avoidance of . S. taxation was involved. So, there is a

history of granting exceptions where inequities could be shown.

Consolidated Foods Corporation's Operations Abroad -- Consoli-

dated Foods Corporation owns a 65% interest in a company, Douwe

Egberts Koninklijke Tabaksfabriék—Koffiebranderijen ~ Theehandel,
B.V., which in incorporated in the Netherlands. Douwe Egberts is
a large multi-national company which has been in existence

for centuries. To be precies, it was founded in 1753,
Consolidated Foods purchased its interest in 1978 in order

to quickly penétrate the European markets.

Douwe Egberts trades in consumer products such as tobacco,

tea, coffee, spirits, etc. Among its meny subsidiaries is

a wholly-owned company in Switzerland named Decotrade. It

is of interest that Switzerland is one of the major international
coffee trading centers of the world. Decotrade is a major
international coffee trading operation. It buys from any number
" of coffee growing companies and sells not only to its sister
companies around the world, but also to unrelated parties.

The income generated therefrom is exempt from taxation as
subpart F income because coffee is not grown in commercially

marketable quantities in the U.S. This exemption would apply
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whether Douwe Egberts earned the income by performing the coffee
trading either through a branch or through a subsidiary in .
Switzerland. However, if Decotrade, -the Swiss coffee trading
subsidiary, declares a dividend (from its coffee earnings)

to Douwe Egberts, the present U.S. tax law reclassifies the
income in Douwe Egberts' hands from that of exempt coffee income
to taxable diviéend income. This anomaly occurs because divi-
dends, whether from<§ubsidiaries or from unrelated ccmpanies,
are deemed by the Internal Revenue Code to be foreign personal
holding company income. (It should be emphasized that this
would not be the case if thé company had earned the income
through a branch. Additionally, if Decotrade were a branch,

the Dutch would not tax the operations, since they are taxed

in Switzerland.)

We had been of the opinion, as did our tax counsel, that
a dividend from Decotrade to Douwe Egberts would be exempt
from subpart F treatment under Section 954(b) (4). The I.R.S.
refused to so rule, apparently under the theory that no out-
side compulsion to pay dividends could be shown. This appears
to us to be an unduly restrictive interpretation of the statute.
We at Consolidated Foods believg the current interpretation
by the I.R.S. produces an inequity, and S. 2509, in essence,
redresses that interpretation.

Even if Section 954(b) (4) did not exist, there still would
be, in our view, an ineguity. Clearly, the form of the trans-
action is dictating the tax treatment here. This is a violation
of the general tax concept that susstance should prevail over

form. -
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We should point out that there has been no attempt on our
part to move what would otherwise be U.S. income abroad in
order to excape U.S. taxation. This ircome, whefhei earned
directly through a branch or indirectly through a subsidiary,
should not be taxed to us under subpart F.

The foreign personal holding company rules were originally
included in the subpart F provisions in order to tax passive
types of incofRmyhere that income is not needed in the normal
operations of a bLsiness. Although the coffee trading income
is received by™louwe Egberts as income classified as a dividend,
it is not truly passive income not needed in its operations.
The coffee trading income, when repatriated to Douwe Egberts,
will be retained to be used in its normal business activities.
In fact, the Dutch tax authorities insist upon the payment
of such a dividend to preclude bouwe Egberts from borrowing
to fund its business operations and deducting the interest
for Dutch tax purposes. Douwe Egberts is hard pressed to argue
that if a dividend is paid, significant tax ramifications occur
to its parent under the U.S. subpart F rules. It should be
noted that the funds are used, in part, to pay a cash dividend
of approximately 40% of earnings, to'its'shareholders. To sum
up, there is no U.S. tax policy being circumvented here, no
U.S. tax being avoided, no use of tax havens. Nonetheless,
the impact of the law is that Douwe Egberts and Consolidated
Foods have keen placed in a severe competitive disadvantage

in trying to run their European operations.
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We believe that the current situation is inequitable,
and that the correction of this situation will not in any way
adversely affect the operation of the policies incorporated
in subpart F.

Thank you, Mr. Chairman, and members of the Subcommittee
for giving me the opportunity to express our views on the
International Coffee Agreement and the peculiar effect of

the U.S. tax laws on our subsidiaries' coffee income.
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