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Decemeer 6, 1973,

ANALYSIS OF U.S. TAXATION OF FOREIGN INCOME
AND FOREIGN PERSONS

It is the purpose of this memorandum to provide an analysis of
U.S. tax provisions relating to the taxation of foreign income and in-
come of foreign persons. The paper emphasizes the taxation of corpo-
rations because the Administration’s tax proposals would primarily
affect corporations.

Present U.S. Tax Structure

A U.S. corporation is taxed on its worldwide incoine becauze of
the broad scope of section 61(a). The worldwide taxable income is
computed by deducting from worldwide gross income all allowable
deductions on a worldwide basis. If the income of the corporation is
subjected to tax in a foreign jurisdiction that tax can be credited
against the corporation’s T7.5. tax to thie extent that the tax was levied
on foreign source income. In the alternative those taxes can be de-
dncted from its gross income under section 164(a) (3). Special pro-
visions provide exemptions from tax or lower rates of tax for certain
corporations doing business abroad. These corporations are Western
Hemisphere Trade Corporations, Possessions Corporations and China
Trade Act Corporations. In addition. a special provision is provided
for certain corporations engaged primarily in exporting from the
U.8. Domestic International Sales Corporation provisions, sections
991 through 997 of the Code.

A more detailed explanation of the Administration’s proposals are
contained in the Department of the Treasury’s Proposals for Tax
Change dated April 80, 1973 (at pages 159-168), in the Departiment’s
releases dated April 10, and June 11, 1973, and in testimony by
Frederic V. Hickman, Assistant Secretary of the Treasury for Tax
Policy, before the Ways and Means Conimittee on May 10, 1973. A.
copy of all four doctiments is attached hereto. In addition, an explana-
tion of the Administration’s proposals relating to the taxation of for-
eign oil and gas income is contained in testimony by the Honorable
George P. Shultz, Secretary of the Treasury, before the Ways and
Means Committee on February 4, 1974, and in the Department of the
Treasury’s press release of the same date. A copy of Secretary Shultz’s
testimony is attachéd.?

Foreign corporations (as well as nonresident alién in‘dividuals%
are generally taxed only on their income from U.S. sources, although
in limited cases foreign source income may be taxed as well. The
method of taxation and the rate of taxation depends upon whether
the income is effectively connected with the conduct of a trade or
business within the U.S.

1 See pages 20 fI.
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If the income of a foreign corporation is not effectively connected
it is taxed by section 881 of the (,J;de only if it is from sources within
the U.S. and is fixed or determinable income (such as interest, divi-
dends, or rents). These items are taxed at a rate of 30 percent of their
gross amount, or at a lower rate provided by treaty. All other non-
effectively connected income is exempt. Thus, capital gains from the
sale of property of a foreign corporation is exempt provided it is not
effectively connected with the conduct of a trade or business in the U.S.

The income of a foreign corporation that is effectively connected
with the conduet by that corporation of a trade or business in the
11.S. is taxed under section 882 at the regular corporate rates. Gen-
erally. only 11.S. source income is taxed although in certain cases
effectively connected foreign source income would also he taxed. De-
ductions are allowed agninst effectively connected gross income to the
extent. that they are connected with income which is effectively con-
nected with the conduct of a trade or business within the U.g: The
foreign tax credit is available to foreign corporations only in special
circumstances in an amount determined under section 906.

The TJ.S. shareholders of a foreign corporation are generally not
taxable on the income of that corporation until a dividend is actually
paid. There are two exceptions to this: foreign personal holding com-
panies and controlled foreign corporations. These will be discussed
below. Under section 243 ofgﬁm Code, a corporation receiving a div-
idend from a domestic corporation is entitled to exclude most of that
dividend from its taxable income on the théory that it has already been
subject. to tax. Dividends froin a foreign corporation are not entitled
to the exclusion. Likewise, dividends from a foreign corporation are
not entitled to the $100 exclusion of dividends received by individuals
provided by section 116, Therefore, the U.S. shareholdors of foreign
corporations would be taxed fully on dividends received from those
corporations. A United States corporation which in any taxable year
owns at least 10% of the voting stock of a foreign corporation from
which it receives dividends is entitled to a foreign tax credit for the
taxes paid by that corporation. Section 902.

A U.S. corporation or resident taxpayer may elect under section
901 to credit t}ie foreign income taxes paid against U.S. taxes, In addi-
tion, nonresident aliens and foreign corporations may take the credit
to the extent foreign taxes are levied on income which is effectively
connected with the conduct of a trade or husiness in the U.S. In gen-
eral, the provisions provide a credit against the U.S. tax for foreign
income taxes actually paid by the taxpayer. The aniount of the tax
which may be credited in any one year is limited hy section 904.
Section 904 (a) provides the taxpayer with a choice of one of two sepa-
rate limitations on the amount of foreign tax which he may credit
n%n.m'st his U.S. tax. The first is the “per-cotintry limitation” under
which the credit may not exceed the same proportion of the U.S, tax
which the taxpayer’s taxable income from sources within the cowitry
assessing the tax bears to his entire taxable income for that taxable
year. The limitation is comiputed on a country-by-country basis if the
taxparr has foreign source income from miore than one coiintry, The
alternative choice is provided by section 904(a) (2) and is called the
“overall limitation”. Under thaf limitation the taxpayer’s entire for-
elgn source income is aggregated in determining the amount of foreign
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tax for a particular year which exceeds the amount allowed under the
elected limitation, In addition, special rules are provided under sec-
tion 904(f) for aggregating interest income and dividends from a
Domestic Intematldha% Sales Corporation on a country-by-country
basis. Examples of the operation of the foreign tax credit appear in
the Treasury Department explanation of February 4, 1974.

As explained above, with two exceptions, the United States share-
holders of foreign corporations are not currently taxable on the income
of those corporations until the income is repatriated in the form of
a dividend.

The first category of corporations, the income of which may be
currently taxable to its shareholders even though not distributed, is
a “foreign personal holding company.” Sections 551 through 558 of
the Code. A foreign corporation is a foreign personal holding com-
pany if at least 60% of the corporation’s gross m-:ome for the taxable
Yyear is foreign ,Personal holding company income (which is passive
income such as dividends, interest, rents and royalties), and if at any
time during the taxable year more than 50% in value of the corpora-
tion’s outstanding stock is owned directly or indirectly by not more
than 5 individuals who are citizens or residents of the United States.
The intent of the foreign personal holding company provision is to
prevent a small group of taxpayers from incorporating their invest-
ments overseas in order to escape taxation of investment income at the
individual level. If the requireinents are met then the shareholders of
the corporation will be taxable on their pro rata share of that corpora-
tion’s “personal holding company income.”

The second category of corporations, the income of which may be
currently taxable to its shareholders even though not distributed are
corporations subject to the provisions of Subpart F of the Internal
Revenue Code. éections 951 through 964. Subpart F taxes certain
United States sharcholders on their pro rata share of defined cate-

ories of foreign income (subpart F income) even though that income
18 not distributed currently. The subpart was aimed at the practice of
using “a foreign base company” in international business operations
to shelter foreign source income from foreign taxes as well as U.S.
taxes. Prior to the adoption of subpart I a corporation could establish
a sales subsidiary (called a “base company”) in a tax haven country
and sell manufactured goods to that subsidiary. The subsidiary would
in turn sell those goods to buyers outside of the tax haven country. By
proper manipulation of prices a good portion of the profit could be
allocated to the “base company” and tgus‘taxes could be avoided or
minimized.

To be subject to subpart F a corporation riust be a “controlled for-
eigm corporation”, A controlled foreign corporation is one more than
50¢z of whose combined voting power is owned by U.S. persons on
any day of the taxable vear, U.S. persons for purposes of this.test
are limited to those owning 10% or more of the total combined voting
power of the corporation, Section 957. Once it is determined that the
corporation is a controlled foreign corporation each of the sharehald-
ers who owned 10% or more of the combined voting power of the
corporation on the last day of the taxable year must report their pro
rata share of the undistributed subpart T income of the corporation.
Complex rules are provided for increasing the basis of the stock of
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the corporntion for amoutits of undistributed income taxed to the
shareholders and for insuring that income which has been taxed
under subpart F will not be subject to tax a second time. Sections 961
and 959, respectively. In addition, section 960 provides for a deemed
paid tax credit, similar to that provided by section 902, for the amount
taxable to shareholders of controlled foreign corporations.

The sharsholders of a controlled foreign corporation are taxed on
thres classes of income: “Subpart F income” as defined in section
952; withdrawals of amounts previously excludéd from Subpart F
by reason of their having been invested in less developed countries
(section 955) ; and increased earnings which are invested in the U.S.
within the meaning of section 956.

“Subpart F income” consists of “foreign base company income”
and income from the insurance of U.S. risks, Foreign {)mse company
income it turn includes “forcign personal holdin company income”
which is foreign personal holding income as defined in scction 553
adjusted in accordaitce with the provisions of section 954(c), and
foreign base company sales and scrvice income, “Foreign base com-
pany sales income” is the income of a controlléd foreign corporation
derived fromn the selling of property purchased from a related per-
son, or from buying personal property for sale to a related person
if the property is produced and sold outside of the country o
incorporation of the controlled foreign corporation. “Foreign hase
company service income” is income derived from the performance of
techhical, managerial, engineerifig, architectiiral, or like services out-
side of the country of incorporation of the controlled foreign cor-
poration if such services are performed for, or oh behalf of, a related
person.

Exceptions to the defiriition of forcign base company income are
provided in the case of income derived from the use of vessels and
airplanes in foreign commerce, and certain income from qualified in-
vestments in less developed countries. In addition, the income of a
foreign corporation is exempted if less than 80% of its gross income
for the taxable year is foreign base company income. If more than
70% of the corporation’s income for the taxable year is foreign base
company income its entire gross income will be treatéd as foreign
base compdtiy incoms for the year. Another safehaven from subpart
F is provided through the mechanism 6f making minimum distribu-
tions within the meaning of section 963, which allows the U.S. cor-

ovate shareholder to average income from high tax countries with
ncome from low tax countries.

Administration Proposals

The Administration’s proposals would not change the basic tax
structure which is outlined above. However, in three sitiiations the Ad-
ministration’s foreign tax proposals would provide changes in the
above described provisions.

FOREIGM TAX HAVEN MANUFACTURING CORPORATIONS

The first change, the Administration’s “Foreign Tax Haven Manu-
facturing Corporation” proposal, would add to subpart F an addi-
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tional defined category of corporation, the income of which would be
taxable to its U.S. shareholders even if not distributed.

Where a foreign country %ives undue tax incentives to encourage
American investment there, by means of a “tax holiday” or similar
income tax incentive, the earnings of a controlled foreign corpbration
that manufactures within that country woiild be taxed currently if
the corporation makes a new or additional investmment there. In addi-
tion, w}here & controlled foreign corporation makes a new or addi-
tional investment in a foreign country, the corporation’s earnin
would be taxed currently to its U.S. shareholders (whether or not dis-
tributed to.them) if 25% or more of the corporation’s gross receipts
are from the manufacture and sale of products destined for the United
States, and if the effective foreign tax rate on the corporation’s in-
come is less than 80% of the U.S. tax rate.

These changes would be accomplished by an ar.endment to the sub-
})art, IF provisions by adding a new category of income taxable to share-
r0lders of controlled foreign corporations under section 951. This
would be the shareholders pro rata share of foreign tax haven manu-
facturing income as defined in a new section 965. The proposal would
not create a new class of subpart F income in order to avoid the ex-
clusions from subpart F which were discussed above (such as the so-
called 70-30 rule, and the minimuum distribution rule). The rules con-
tained in subpart F would apply for purposes of determining whether
or not the corporation is a controlled foreign corporation. In addition,
the mechanical rules for computing the exclusion from gross income
for previously taxed incothe, the increase in basis for amounts taxed
to a shareholder under section 961, and the election.by individual
shareholders of a controlled foreign corporation to be taxed as a cor-
poration under section 962 would apply.

The proposal would also amend section 904 (f), which provides for a
separate limitation on the foreign tax credit in the case of certain
interest income and dividends from a DISC, to provide for a sepa-
rate limitation in the case of foreign tax haven manufacturing income,
This will prevent a United States shareholder from using excess for-
eign tax credit to offset his tax liability under the new rules.

RECOVERY OF FOREIGN LOSSES

The second change, The Administration’s “Recovery of Foreign
Losses” proposal, would amend the foreign tax credit limi*ntion to
reduce % (and consequently the allowable credit) in certain cases, and
would provide for the inclusion in income in certain cases of amounts
previously deducted. Under present law it is possible for U.S. compa-
nies to reduce their U.S. income tax by operating through a foreig
branch, rather than through a foreign su{))sidiury, during the initial
loss years of a foreign business operation. As explained above, in this
case the U.S. corporation is actually conducting the operations abroad
and would be fully taxable on its worldwide income, and likewise
would be entitled to take these initial losses as an offset against its
U.S. income. If the corporation is on the per-country limitation at
the time a loss from a foreign transaction has occurred, it does not
have to reduce the limitation for foreign taxes paid on foreign income
from other countries as it would if it were on the overall limitation.

28-364—T74—2
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Thus, the corporation gets the full eredit for other foreign taxes paid,
plus the full deduction for the foreign losses, When the foreign oper-
ation in the country of loss becomes profitable, taxes are often paid
to such country without taking into accounit the prior losses. As
explainéd above under the discussion of the foreign tax credit, the
credit would be allowed by the United States for such taxes and it
may effectively eliminate any United States tax on the income earned
during the profitable period. The same result occurs in the case of
a taxpayer on the overall limitation who has an overall loss on his
foreign operations. In either case the United States bears the burden
of the taxpayer deducting large losses which greatly reduce United
States taxes, while the foreign country collects the taxes on the oper-
ations once it becomes profitable with the United States tax eliminated
by the foreign tax credit.

The same result is possibl: where taxpayers incur large start-up
losses in the early years of an operation in a foreign country, and then
incorporate the operation in the foreign country once it becomes profit-
able. Assuming that the new corporation does not meet the require-
ments of the Foreign Personal Holding Company or subpart F provi-
sions no United States tax would be paid, even if the foreign country
takes the prior losses into account, unless the earnings are repatriated.

In much the same way a domestic corporation deriving its income
from sources within a possession of the United States can file a con-
solidated return with an affiliated group of which it is a member in

ears in which it has losses and offset those losses against the domestic
Income of the group. In profitable years that same corporation may
be treated as a “Possessions Corporation” under section 931 of the
Code. A corporation qualifying as a “Poscessions Corporation”, al-
though incorporated in the United States, is not taxable by the United
States on its foreign source income. This means that the losses are
used to offset United States taxable income of the group while the
income of the later years will not be considered as gross income for
pur‘[i)oses of computing the United States tax.

The Administration’s proposals would seek to change these results
in two ways. In cases in which the domestic corporation cotitinttes to
operate as a branch abroad the proposal would reduce the limitation
on the foreign tax credit in those subsequent years by the amotint of
the previously deducted losses. This rule would not apply if the for-
‘eign country allows for a carryover of the losses. In cases in which
a corporation first files a consolidated return and then elects to be
treated as a Possessions Corporation or in cases in which a foreign
branch is later incorporated, a new section 84 would be added to the
Code to provide for an inclusion in gross income of an amount equal
to the amount of the carlicr losses. This subsequent inclusion in gross
income woiild also take place where property which incurred the losses
is disposed of.

Foreign Oil and Gas Income

The third change, the Administration’s proEosals affecting foreign
oil and gas income, would modify existing law by limiting the percent-
age depletion allowance for oil aid gas to wells located in the United
States. In addition, the foreign tax credit would be amended to treat
only a portion of the foreign tax paid with respect to income from for-
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eign oil and gas properties as a creditable tax. The balance would be
treated as a deduction,

The proposals would change the system explained above in two re-
spects. First, in denying percentage depletion to U.S. taxpayers op-
erating oil and gas wells abroad they would make such taxpayer’s tax-
able income from foreign sources greater than a similarly situated tax-
payer doing business only in the U.S. Second, in recharacterizing an
otherwise creditable income tax payment as a deductible expense, they
would deny the ability to credit the foreigh tax payments against the
U.S. tax on other foreign source income.



DEPARTMENT OF THE TREASURY RECOMMENDATIONS
ON CHANGES IN THE TAXATION OF FOREIGN SOURCE

INCOME
Summary

The Treasury recommends the following modifications in the rules
relating to the {axation of foreign income:

(1) United States shareholders would be taxed on future undis-
tributed earnings of a controlled foreign corporation engaged in manu-
facturing or processing activities where the corporation makes new or
additional investment and is allowed a foreign “tax holiday” or similar
tax incentive with respect to such investment.

(2) United States shareholders would be taxed on the future undis-
tributed earnings of a controlled foreign corporation where the cor-
poration makes new or additional foreign investment in the manufac-
turing or processing of prodiicts exported to the United States market,
if the income from such investment is subject to foreign corporate tax
significantly lower than in the United States.

(3) Where a United States taxpayer has deducted foreign losses
against United States inconie, such losses would be taken into account
to reduce the amount of foreign tax credit claimed by such taxpayer on
foreign earnings in later years.

Explanation

TAX HOLIDAY PROPOSAL
1. Background.

Under existing law, the income of foreign corporations operating
abroad is generally not subject to current United States taxatjon, re-
gardless of whether the stockholders of the corporation are U.S. or
foreign. The Subpart F provisions of the Internal Revenue Code,
adopted by the Congress in 1962, represent an exception to this general
rule in the case of certain tax haven activities conducted bv corpora-
tions controlled by U.S. stoclkholders. The great bulk of United States
investment abroad in manufacturing and processing facilities is |
located in countries which impose substantial corporate income taxes.
Investment decisions in such cases are made on the basis of general
business considerations in which tax burdens are a largely neutral
factor. However, there has been an increasing tendency by both devel-
oped and developiiig countries to deviate from théir normal corporate
tax structures by offering tax related incentives, such as holidays from
taxation, to attract foreign investment. This has led in some significant
cases to United States companies making investments in manufactur-
ing facilities abroad in order to obtain special tax benefits. These tax
incentives are an unwarranted and undésirable use of income tax struc-

(8)
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tures and create a distortion in the application of our existing tax rules
with respect to foreign source income.

9. Basio Proposal.

United States sharehnlders wotild be taxed on future undistributed
earnings of a controlled foreign corporation engaged in manufactur-
ing or processing activities where the corporation makes new or addi-
tional investment and is allowed a foreign “tax holiday” or similar
tax incentive with respect to such investment.

3. Detailed Description.

A. Tazation of United States Shareholders. It is proposed that a
new section 951(&)61) (C) be added to the Internal Revenue Code to
provide that the United States sharcholders, as defined in section
951(b), of a controlled foreign corporation engaged in manufactur-
ing or processing aboard be taxed currently on their ro rata sharo
of the earnings of such corporation if it is allowed a foreign tax in-
vestment incentive (i.e., the earnings of such a corporation would be
deemed to be distributed currently to its shareholders)® These pro-
visions would operate independently of the exceptions of Subpart F.
Once the income of a foreign corporation is subject to current taxation,
its income would continue to be taxed currently thereafter, whether to
the same shareholders or to the new sharcholders and whether or not
the foreign tax incentive continues to apply.

B. Manufacturing and Processing. A new section would be added
to the Code to define a corporation engaged in matifacturing and
processing abroad. The new rules would apply to a controlléd foreign
corporation engaged in manufacturing or processing (including re-
fining) outside of the United States, provided that more than 10 per-
cent of the unadjusted basis or the corporation’s assets are used in
manufacturing and processing operations.

C. Ewisting Foreign Investment. In the case of an existing facility,
current taxation would not occur unless or untii the investment made
after the effective date and during a period when the applicable for-
eign tax incentives are still in effect exceeds 20 percent of the unad-
justed basis of existing mantifacturing assets. It would make no dif-
ference whether the investment was funded from new capital or
reinvested earnings. This rule provides a margin for norial modern-
ization and replacement of existing facilities,

D. Foreign Branches of Controlled Foreign Corporations. For pur-
poses of applying these rules, a branch of a foreign corporation lo-
cated outside of the country of incorporation will be treated as a
separate corporation.

4. Foreign Tax Incentive

The Treasury Department would be granted authority to deter-
mine which foreign practices constitiite tax investment incentives.
This authority could be exercised by determinations with respect to
general categories of incentives, such as an exemption or reduction of
tax for a period of time or for cash grants that are not required to he
taken into account as taxable income. The authiority could also be
exercised by determindtions with respect to specific incentives in spe-
cific countries, including local and regional incentives. Incentives
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would include those provided by law or regulations or individially
negotiated arrangements. The fact that there is a generally low rate
of tax in a country would not be considered by itsﬁf a tax incentive.
The Treasury wotld liave anthority to exempt tax benefits determinéd
not to be significant in anéiint or eflect and to make determinations
prospective in appropriate cases, and would be prepared to rule on
the ]smtus of tax arrangements under which foreign investments are
made.

6. Treaty Fwrceptions
. The legislation would preserve discretion in the Executive, sub-
ject to Senate approval, to enter into bilateral income tax treaties
whieh wonld make these rules inapplicable to specific incentives, in
order to promote investment in appropriate situations and with ap-
propriate safegaards.
6. Limitation on Tax Credit

Income treated as distributed under this provision would not be

entitled to be taken into account for the over-all foreign tax credit
comptitation, but. would be separately computated.

PROPOSAL WITH RESPECT TO CONTROLLED FOREIGN CORPORATIONS
EXPORTING TO THE UNITED STATES

1. Background

In addition to the problem of foreign “tax holidays” and similar
tax incentives designed to induce United States investment abroad,
there are certain cases where United States companies make foreign
investments with the specific purpose of proditcing for the United
States market. Such “runaway plants” ave often established to take
advantage of significantly lower foreign corporate tax rates.
2. Basic Proposal

In addition to taxing shareholders on the future undistribiited
carnings of controlled foreign corporations taking advantage of a
tax lmﬁzlay or other foreign tax incentive, United States sharcholders
would be taxed on the futiire undistribiited earnings of a controlled
foreign corporation where the corporation makes new ov additional
foreign investiient in the minufacturing or processing of products
exported to the United States market, if the income from such invest-
ment is subject to foreign corporate tax significantly lower {han in
the United étntes.

3. Detailed Desceription
A.- Taration of United States Shareholders. New section 951(a)
(1) (C) of the Code would provide that the United States sharehold-
ers, <« defined in section 951(b), of a controlled foreign corporation
engaged in maniifactiring or processing abroad be taxed currently on
their pro rata.share of the earnings of such corporation, even though
the corporation is not taking or has not taken advantage of a foreign
tax investinent incentive, if:
(1) 25 percent or miore of the corporation’s gross receipts are
from the manufacture and sale of products destined for the United
States market, and |
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(2) The effective rate of tax on the income of the controlled
forcign corporation is less than 80 percent of the United States
tax rate,

B. Ewisting Investment. This provision would not apply unless or
until investment made after the effective date of this pro?osal exceeds
20 pereent of the unadjusted basis of existing manufacturing and proc-
essing assets. ) ‘

C. Frorcign Branches of Controlled Foreign Corporations. For pur-
poses of applying these rules, a branch of a foreign corporation located
outside of the country of incorporntion will be treated as a separate
corporation.

D. Limitation on. Tax Credit. Income treated as distributed under
this provision would not he entitled to be taken into account for the
over-all foreign tax credit computation, but would be separately
computated.

E. Eaceptions. The President wounld be given authority to exempt
companies in partienlar industries if he determines that it is in the
pulilie interest to do o, The legislation would preserve diseretioin in
the ixecutive to enter into income tax treaties, subject to Senate ap-
proval, which would make these rules inapplicable in specifie sittia-
tions, in order to promete investment in appropriate situations and
with appropriate safegnarvds.

RECOVERY OF FOREIGN LOSSES PROPOSAL
1. Background

Under existing law, United States taxpayers may deduct losses
from foreign transactions for purposes of computing their taxable
income. Thus, the foreign losses reduce the U.S‘? tax on U.S. source
income. In addition, a United States taxpayer is allowed to credit
against his United States tax on foreign income an amount equal to
the U.S. tax imposed on the foreign income with respect to which the
foreign taxes were paid. In the alternative, the foreign taxes may be
deducted. If the taxpayer chooses to credit his foreign taxes the amount
creditable is limited to the U.S. tax imposed on the foreign income
with respect to which the foreign taxes were paid. The limitation may
be computed either separately for each country (the “per-country”
limitation), or on an over-all basis (the “over-all” limitation) under
which all foreign income taxes and foreign source income are
aggregated.

A taxpayer who is on the per-country limitation at the time a loss
from a foreign transaction 1s incurred does not have to reduce the
limitation for foreign taxes paid on foreign income from other coun-
tries as he would if he were on the over-all lintitations. Thus, he gets
the full credit for other foreign taxes paid, plus the full deduction for
the foreign losses. When the foreign operations in the country of loss
become profitable, taxes are often paid to such country withotit takin
ifito account the prior losses. The tax eredit allowed by the Unite
States for such taxes may effectively eliminate any United States tax
on the earned income during the profitable period. The same resnlt
occurs in the case of a taxpayer on the ovor-an]ilhitn‘tibns who has an
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over-all los : an his foreign operations, In such cases the United States
bears the burden of the taxpayer's deducting large losses which greatly
reduce U.S. taxes, while the forei%n country collects the taxes on the
operation once it becomes profitable with the U.S. tax eliminated by
the foreign tax credit.

It is also presently possible for taxpayers to incur large start-up
losses in the early years of an operation in a foreign country, and then
to incorporate the operation once it becomes profitable. In this case no
U.S. tax would be paid, even if the foreign country takes the prior
losses into account, unless the earnings were repatriated.

2. Basic Proposal

Modify the limitations on the foreign tax credit provided by section
904 to provide a special limitation for taxes of a foreign country which
are excessive because the foreign country has not permitted losses of
the enterprise to be offset against subsequent profits, and to provide
recapture of losses where the legal form or ownership of the enter-
prise changes.

3. Detailed Description

A, Tt is proposed that a new subparagraph (3) be added to section
904(a) of the Code to provide that if a taxpayer sustained a loss
(whether ordinary or capital) in a foreign country or possession of the
United State in a taxable year, then to the extent that the loss was
not taken into account in such year for purposes of contputing the
foreign tax credit limitations provided by section 904(n) (1) or (2),
then for purposes of computing the limitation on the foreign tax
credit sucﬂl loss would he taken into account in succeeding taxable
years as a reduction of the taxpayer’s taxable income from sources
within such country or possession. The amoiint of the reduction in any
one year is not to exceed 25 percent of the taxpayer’s income from such
country or possession compited without regard to such reduction. The
amount of the losses not taken into account shall be earried forward
in the ten succeeding years until exhausted. Such a reduction will not
be made, however, to the extent that the loss has been allowed by the
foreign country where the loss was incurred and has thereby reduced
the amount of foreign tax paid.

Thus, if a taxpayer has elected the per-country limitation, and sus-
tains a loss for 1973 in country X, the taxable income from sources
within such country for 1974, for piirposes of computing the limita-
tion on the amount of the foreign tax credit that may be taken, is to be
reduced by the amount of the 1973 loss but only to the extent that. the
adjustment does not exceed 25 percent of the corporatioi’s taxable in-
come from X for 1974, Any excess wounld be carried over to subsequent
years. Likewise, a taxpayer who has elected the over-all limitation and
sustains an over-all loss on his foreign operations in 1973 would re-
duce his taxable income from sotirces withoitt the U.S. in 1974 by the
amount of thiit Joss subject to the 25 percent of taxable income limita-
tion, Detailed rules relating to the allocations of losses among years,
countries and classes of income would be provided in Treasury
regulations,
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B. In cases in which material income producing capital assets used
in the trade or business which gave rise to the losses are disposed of
before the prior losses have been fully taken into account, including
cases in which the enterprise is transferred to a corporation before the
losses have been fully taken into account, the losses not previously
taken into account would be included in the taxpayer’s gross income
m the year of disposition of the property.

C. Section 904{(1) will be amended to provide that taxes not allowed
as a credit by reason of the application of new section 904(a) (3) may
not be carried back or carried forward.

28-364—74——3



DEPARTMENT OF THE TREASURY MEMORANDUM
FOR THE PRESS

(For fmmediate Release—June 11,1973) -

The Treasury Department today issued the attached statement ex-
})In‘ining in greater detail the tax change. relating to “foreign tax
waven manufacturing corporations” which the Department proposed
on April 30, 1973.

Foreign Tax Haven Manufacturing Corporations

Thoe Treasury Department “Proposals for Tax Change” presented
to the Ways and Means Committee on April 30, 1973, contained pro-
posals with respéet to “foreign tax haven mantifacturing corpora-
tions.” The proposals were stated in broad terms and numerous
inqitiries have been received concerning the application of those pro-
posals to particular situations. This further statement is intended to
respond more particularly to those inquiries. ,

Taxpayer testimony before the Ways and Means Committee ex-
prosse(ll particular concern over the Treasury’s proposal that the statu-
tory definition of a “tax holiday” be stated in broad standards, leaving
substantial discretion to the Treasury Department. This statement
outlines Treasury views as to how those and other standards might be
expressed in the drafting of a statute. Where particular numerical tests
are empleyed, they are tests which appear reasonable on the basis of
facts presently known to the Treasury staff. The Treasury Department
remains open to suggestions for tests which might better achieve the
objectives of the proposals and would support appropriate changes
of this nature in the legislative deliberations.

The objective of the Treasury’s proposals is to deal with those situa-
tions in which foreign tax systems provide tax inducements which are
so major that they cause American capital which would otherwise be
invested in the United States to be invested abroad—thus exporting
jobs and prosperity. Most foreign investinent does not fall in this eate-
gory, but is made in response to cost and market factors unrelated
to taxes, It is the Treasury purpose to so fashion the proposals that
they would not apply to investment decisions made on t{le basis of
non-tax costs and market factors. Thus, the legislation would affect
only a minority of situations and would operate primarily as a deter-
rent and not as a revenue prodiiéing measure, Specific features of the
proposal should be evaluated in the light of that objective, and the
Treasury is amenable to such changes in the proposals as may serve
to further that objective. It is as important, in the Treasury view, to
exclude from the provisions those investments which are clearly made
for non-tax reasons as it is to include those investments which are made

(14)
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for tax reasons. However, in achieving these purposes, it remains nec-
essary that there be objective standards which may be administered
with a mininium of uncertainty and controversy.

A. Incentives Covered by Proposal

The following incentives would be considered as major tax induce-
ments to investment to be covered by the proposal:

L. Kaemption from Income 1'ux. An exemption from incoine tax of
manufacturing and processing income for a period of years from the
time the facility is placed in substantially full operation. A period
of more than a single year, perhaps three to five years from the time
operations begin, is appropriate, since very few companics
would make a long term major investment decision based solely on
income taxes for a very short term period. In setting the period, ac-
cotint should also be taken of the fact that the first year or more of op-
eration is often, if not usually, a period of tax loss in which a tax hoii-
day is of no benefit. The period prescribed might, alternatively, be
measured from the time construction commenced (in which case a
longer period would be appropriate) or from the time the company
commenced to show profits (in which case a shorter period would be
appropriate).

2. Rate Neduction or Partial IFaemption. A reduction of the gener-
ally applicable corporate income tax rate of more than 30 percent for
manufacturing and processing income (including situations in which
the equivalent of such a rate reduction 1s achieved through “reinvest-
ment reserves,” i.e., deductions allowed by some countries for profits
reinvested in the business).

3. Capital Cost Recovery Incentives. Any Combination of deprecia-
tion, investment allowance, and investméiit credit which results in an
aggregate cost recovery which is substantially greater than the equiva-
lent U.S. cost recovery that would rvesult if such assets were eligible
for the investment credit and depreciation (other than buildings) were
compiited under ADR rules. Such a rule might, for example, be ex-
pressed in terms of an aggregate cost recovery in the forcign country
which is 50 percent greater than the maximum equivalent U.S. cost re-
covery over some specified period, such as tlie first 30 percent of the
cost recovery perim{ assumed for ADR purposes. Some taxpayers have
urged that depreciation dednetions should be deleted from such a test
because they are a deduction to which the taxpayer is entitled at some
point. However, depreciation is included in the Treasury proposal on
the ground that extreme depreciation deductions can create the practi-
cal equivalent of a tax holiday.

4. Grants. Grants of cash or property would be treated as a cost re-
covery tax benefit, subject to paragraph 3. (To the extent that such
grants reduce basis the({ are coniparable to depreciation allowances,
to the extent that tfley o not reduce basis they are comparable to an

investment credit.)
B. Incentives Not Covered by the Proposal
The following incentives would no¢ be major tax inducements to be

covered by the proposal:
1. Exemptions, Rate Reduction and Capital Cost Recovery Items.
Any such item which is not included under the tests described in sec-

tion A, above.
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9, Local Incentives. Incoific tax concessions, other than grants, by
any local, regional or similar governmental authority of a non-
national nature, where the income taxes at the local governmental level
under consideration, in the absence of a concession, would constitute
less than perhaps 20 to 30 percent of the combined local and national
income taxes otherwise applicable.

8. Public Facilities. Fxpenditures by a public body of a public or
public utility character, including improvements to water supplies,
sewers, roads, railway spurs, harbors and waterways and similar items.

4. Taw Concessions Other Than Income Taxes. Remission or other
concessions of property, transfer, excise, customs duties, and similar
taxes, by whatever authority imposed.

C. Treaty Exceptions.

1. General Principles. Tax treaties would be used to exempt incen-
tives from the preceding rules on a biliteral nepotiated basis. In order
to avoid cconomic disruption during the period required to negotiate
treaty exemptions, adjustment might be made in the effective date
provisions, as explained below. Any such treaty recognition of for-
eign tax incentives would be contingent upon the existence of satis-
factory bilateral tax, trade and cconomic relations with the foreign
country which would warrant the extension of an incentive to U.S.
investors.

The United States need not passively and unilaterally permit tax
incentives to be offered by any country and accepted by U.S. inves-
tors regardless of economic distortions that might be mvolved. In the
European Economic Community the member nitions have, and con-
tinue to negotiate rules among themselves, based vpon reciprocal bene-
fits and with appropriate safeguards, as to which incentives will be
E:rmittcd to affect investment decisions. By requiring that exceptions

made by treaty, the United States can recognize appropriate ex-
ceptions to the general rule but still retain a strong bargaining posi-
tion with vespect to the excessive practices of other countries.

The Congress can, if it deems it desirable, control the shape of those
treaty provisions by including standards for treaty exceptions in the
Internal Revenue Code.

2. Specific Exemptions. The Treasury Department view is that the
tax holiday rules and run-away plant rules should not be applied to
situations in which there is no reasonable possibility that United
States exports could repiace the foreign mamifacturing or processing
operation. These determinations are best made on a country-by-
country basis, and not on a company-by-company basis. However, in
order to allow time for the negotintion of appropriate treaties, one
of the following alternitives might be provided in the statutory
provisions:

(a) The provisions would be effective immediately to determiine
whethier the investment constituted a tax holiday or run-away plant
investment, but earfiings from affected corporations would not be cur-
rently taxable to sharcholders until an effective date following the date
of ‘enactment (e.g., 5 years after the enactment) at which time they
might, or might not, be exempted by treaty, or, if they met the criteria
described below, by an executive order. )

- (b) Alternatively, the provisions would be effective immediately
except that the following categories of operations would be exempt
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from the effective date for a period of five years, and new investments
of this type made thereafter would be exempt only if covered by
treaties or an executive order. Such possible exceptions would include:

1. The flow of raw materials, in crude or processed form, where
the country of origin and destination are both foreign countries.

2. Operations where facilities must be located abroad because:

(a) processing must be done before raw materials can be econom-
ically transported,

() local law presently requires the foreign production or proc-
essing,

(e) excessive transportation costs would make it impracticable to
conduct the operations in the United States, or

(d) existing tarifis make processing outside the country of destina-
tion uneconomical.

D. Waiver of Tax Ioliday Benefits

A foreign subsidiary could avoid tax holiday status by waiving tax
benefits to the extent required to bring them outside the tests described
in section A above.

E. Quarantine of Tax Haven Provisions.

Where there is new investment which is a tax holiday or runaway
plant investment, the earnings from that investment can be quaran-
tined from the earnings of existing investments (so that earnings of
the latter will not be affected by the new rules). The Treasury pro-
posals contemplated that this would be done by using a separate cor-
poration for the new investment, whethér or not the separate corpora-
tion is n subsidiary of the existing foreign corporation. The reason for
requiring a separate corporation is to facilftate the segregation of
earniiigs.

F. Exzpansion of Existing Investments.

The 20 percent increased asset test. in the proposals is intended as
a mechanism to identify modernization and replacement of existing
facilities and to leave it free from the new rules, which would apply
only to expansion or wholly new investments. The “increase” in in-
vestment to be used under the test is the excess of the cost of new
assets over the cost (ie.. unadjusted basis) of assets retired. A number
of taxpayers have suggested that this test—or at least the 20 percent
number—is too stringent and would in fact cover normal modérniza-
tion and replacement or expenditures, like those for pollution control,
which do not represent expansion. Consideration will be given to sug-

estions for alternative tests which might better meet the objective
that the proposal should apply only to significant expansion of exist-
ing activities,

STATEMENT OF HON. FREDERIC W. HICKMAN, ASSIST-
ANT SECRETARY OF THE TREASURY, BEFORE THE
HOUSE WAYS AND MEANS COMMITTEE, THURSDAY,
MAY 10, 1973

My testimony today concerns the relationslip of our tax system
to international trade policy. T will explain the Admiristration’s pro-
posals for changes in the tax laws relating to income froin foreign
sotrees.
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Some would use our tax system as a tool to deter foreign invest-
ment. We believe that would be n mistake. As Secretary Shnltz stated
in his testimony yesterday, the evidence is that forelgn investment
has made a positive contribution to our balance of payments, to our
exports and to jobs and prosperity at home.

The Administration’s tax proposals rest on the conviction, stated
in the President's trade message. that “Our income taxes are not the
cause of our trade problems and tax changes will not solve them.”
Tho basic dislocations and distortions that exist with respect to in-
ternational trade and investment must be solved by hard bargaining
with other countries. The route to increased domestic investment for
exports lies in realistic monetary exchange rates and in assuring fair
access to foreign markets for United States made products. It does
not lie in inhibiting foreign investinent by use of tllm tax laws,

Our proposals for tax changes deal with distortions created by
existing tax laws, both domestic and foreign. What is wrong with the
tax system we aim to remedy. But we do not propose to use our tax
laws to correct or to mask broader problems not caused by taxes.

The Present System—Basic Concepts

Under existing law, we impose an income tax on individuals and
an income tax on corporations. Corporate earnings which are distrib-
uted are taxed twice—once to the corporation when it earns them
and again to the sharcholders when they reccive them. We do not
purport to tax foreign citizens or foreign corporations except on in-
come earned in the United States.

These general principles apply to U.S. investment at home and
abroad. Thus, we tax the world-wide income of a corporation that is
incorporated in the United States, and we tax a foreign corporation
on income earned in the United States. But, we generally do not tax
a foreign corporation on income earned outside the United States,
whether or not that corporation is controlled by United States owners.
However, when the income of such a corporation is distribiited as a
dividend to its shareholders, if those shareholders are United States
citizens, residents or corporations, we tax them on the dividends they
receive. In order to eliniinate double taxation of the same income at
the corporate level, we give a tax credit to corporate shareholders for
foreign income taxes paid by the foreign corporation.

The result is that foreign subsidiaries compete in foreign markets
under the same tax burdens as their foreign competition. As a for-
eign corporation operating abroad, it pays tax abroad and not in the
Uhited States. However, at the stockholder level, the earnings are
subject to 11.S, tax under the gencral rules applicable to shareholders.
When income is repatriated from the subsidiary to the United States
shareholders it is taxed to the shareholdeérs at regular T.S. tax rates,
subject to a credit for foreign income taxes. This credit cannot ex-
ceed the amount of tax due to the United States on the foreign in-
come, so that it does not reduce tax liability on TJ.S. source income.

Effects of the Present System

Our present system of taxing foreign source income has on the whole
served us well. It miniimizes the intrusion of taxes into investment deei-
sions. At present, a business can—and typically does—decide whether
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or not to invest in a particular foreign country on the basis of market
and business factors, knowing that it will be taxed in that country just
as its local competitors are taxed. X

Thus, the present system has maximized the responsiveness of in-
vestment to t‘le forces of a free market. By being competitive abroad,
American-owned foreign businesses have opened major new markets to
Ameriean companies and have promoted exporig, prosperity, and jobs
at home.

Table 1 indicates the contribution which American investment
abroad is making to our balance of payments problem. The income
flowing back to the United States from investments abroad is today
roughly twice as large as the flow of new investment out. Foreign
investment makes a major contribution on the basis of repatriated
carnings alone, to say nothing of the indirect benefits which flow from
the opening of foreign markets to Americans.

Not too many years ago, foreign tax rates were sibstantially lower
than U.S. tax rates, and it was argued by some that those lesser tax rates
were a critical factor in many investment decisions to Jocate abroad.
Whatever the logical merits of that position, the facts have changed
very significantly in recent years, Tax rates in the major industrial
nations which are open to U.S. investment are now in roughly the
same range as U.S. tax rates. This is apparent from Table 2. In addi-
tion to the income tax rates indicated in Table 2, it is important to
keep in mind that the foreign governments listed collect additional
wit\lholding taxes at rates ranging up to 35 percent on the pavment of
dividends and interest flowing from foreign subsidiaries to U.S. share-
holders. Thus, in many cases, the combination of foreign income and
withholding taxes exceeds the rate at which a corporation’s income
would be taxed in the United States. Under these circumstances, it is
apparent that comparative tax rates are of only marginal significance
in normal cases and major countries.

Table 8 illustrates still a further fact, that foreign subsidiaries repa-
triato about half of their foreign earnings and reinvest about half
abroad. Students of corporate activity know that corporations today
must reinvest a substantial portion of their earnings if they are to stay
healthy and competitive. The pay out rate for foreign corporations
indicated in Table 8 is comparable to the dividend pay out ratio for
American industry generally. There may, of course. be individual
cases in which companies reinvest abroad solely to avoid the additional
tax oceasioned by repatriation. But in the aggregate, the situation
seems to be a fundamentally healthy one in which normal percentages
of income are returned to the United States and taxed here.

Tax Proposals of H.R. 62

H.R. 62 proposes two major changes in the existing tax system. It
would eliminate the credit for taxes paid to foreign countries and it
would abolish the rule that shareholders are taxed on dividends oiily
when those dividends are paid to them. We have considered these pro-
posals at length and have concluded that they are undesirable because
they would destroy the neutrality of our tax system with resnect to
decisions to invest abroad. Let me deal briefly with each of the two
proposals.
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1. Proposals to replace the foreign tax credit with a deduction for
foreign taxes.

No major nation taxes foreign source income in the manner or to
the extent contemplated in ILR. 62. Every major industrial nation
has devised some system for preventing double taxation of the same
income by itself and other nations. These unilateral rules have been
supplemented by international conventions for tlie avoidance of double
taxation, There are two methods generally employed to that end. One
method is simply to exempt from (%o'mestic tax income having its source
in some other nation. This is the method followed, for example, by
France. A second method is to tax foreign source income domestically
but to allow credit against domestic tax for foreign taxes paid on the
same income. This is the method followed by the United States.

Within countries there may be double taxation of the same income
at different dpolit:ical levels. For example, in our country both the states
and the federal government may tax the same income. Where that
occurs, the nation must work out internally the interrelations between
local and national taxes in order to arrive at a total level of tax which
is tolerable. As a practical matter, that kind of accommodation is
simply not possible between nations, as the levels of total tax in cach
nation have become relatively high.

Let me illustrate the level of tax which would result if we were to
allow foreign taxes only as a deduction. If, for example, $100 of cor-
porate income pays $46 of corporate tax in England, a deduction for
that tax would leave the remaining $54 subject to tax at 48 percent in
the United States. The corporation would pay an additional $26 of
U.S. tax for a total of $72 tax on each $100 at corporate income. That
would be an effective tax rate of 72 percent. If the remaining $28 were
taxed when distributed to shareholders, at say 50 percent, the result
would be an effective tax rate on distributed corporate income of 86

rercent. That is an unrealistic level of taxation. People simply will not .
invest if the tax collector claims too large a share of the profits.

Thus, the primary reason why elimination of the foreign tax credit
is unrealistic is that it would, in fact, be nearly confiscatory.

2. Proposal to accelerate taxation of shareholders.

H.R. 62 wounld abandon the general rule that sharcholders are taxed
on corporate income only when that income is received. The proposal
would accelerate the time at which shareholders are taxed on foreign
source income by disregarding the corporate entity and taxing such
income directly to the shareholders as earned. That is a fundamental
change in our system of corporate taxation and in rejecting it we were
influenced by the following considerations:

(1) There is no persuasive evidence that the present system distorts
investnient decisions except in unusual cases. As previously noted the
income and withholding tax rates in the major industrial nations are
sufficiently close to 1J.S. rates that any differences would be unimpor-
tant.

(2) Such a system would mean that American-controlled corpora-
tions operating abroad would in many instances be at a substantial dis-
advantage compared to their foréign competitors with respect to the
tax burden on profits retained in the business.

(3) Where there is a disadvantage at the corporate level, only
American-controlled coripanies would be subject to it and there would
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ho u substantinl incentive, if not a necessity, for Americans to divest
themselves of control. That would eiitail a substantial loss in Ameri-
can investment values and a substantial decrease in the ability of
American firms to manage their foreign investmetits, We do not be-
lieve that to be desirable.

(4) The revenue gain to the Treasury from accelerating the taxation
uf sharcholders would be minor in comparison to the depressing effect
on U.S. economic activity abrond. We estimate that the acceleration of
the tax on sharcholders would produce about $300 million of addi-
tional revenue to the United States. One of the chief effects of such a
proposal would be simply to increase the amount of tax which corpo-
rations pay to foreign governments. Let me illustrate why that isso by
assuming a corporation which earns $100 and is subject to a 40 percent
income tax rate in conntry X. The company knows that when it unlti-
mately repatriates its earnings there will be an additional 10 percent
withholdiig tax due to country X. If taxation of the U.S. corporate
shareholders were accelerated and they were required to pay $48 of
tax to the United States, it would make sense for the foreign subsid-
iary to declave a dividend of the $60 which remains net after taxes in
country X and to pay a $6 withholding tax to country X on that
amoimt. it would then have paid a total of 46 tax to country X, all
of which would he croditab‘io against the $48 of tax owing to the
United States. It would thus satisfyv its potential withholding tax
liability to country X without increasing its total tax. The net resnlt
is that the company’s tax has increased from $40 to $48, but of that
$8 inerease. only %2 goes to the U.S. Treasnry and the remaining $6
goes to the treasury of country X. The results would be different where
the rates are different from those assumed, but. the point is that a sub-
stantial amount of additional tax would go to foreign govermments.

IFor all these reasons, we believe it desirable to stay with the general
rule that corporate earnings are taxed to sharcholders only when
received.

1961-1962 Congressional Review of Foreign Source Income

These issues are not new. In 1961 and 1962, Congress reviewed in
depth U.S. tax policy with respect to the taxation of for¢ign income
and concluded that it was generally appropriate to tax the earnings
of United States controlled foreign corporations when those earnings
are distributed to U.S. shareholders, i.c.. to continue to apply the same
rules that we apply to shareholders of U.S. corporations. This Com-
mitteo rejected a general 1)1'01)‘osn] to tax the undistributed income of
foreign corporations to their U.S. shareholders. The Report of the
(}om'inittce on Ways and Means on the Reventie Act of 1962 stated
that:

“Testimony in hearings before your committee suggested that
the loeation of investments in these confitiies is an iniportant
factor in stiritlating American exports to the same areas. More-
over, it appeared that to impose the U.S. tax currently on the
U1.S. shareholders of American-owned businesses operiting
abroad would place such firms at a disadvantage with other firms
locatéd in the same areas not subject to U.S. tax.” (ILR. Rept.
No. 1447, 87th Congress, 2d Session 57-8 (1962).)

RO NI p—
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However, Congress reepgnized in 1962—and the Administration’s
yioposnls recognize now--that changes in our tax structure should
o made where the tax rules themselves create inequities or artificial
distortions in investment decisions. ‘Thus, in 1962 the Congress pro-
vided a special rule for foreign source income of holding companies
and ('ortu*h selling and serviee subsidinries operating in foreign “tax
havens,” and in that. limited situnation nccelerated the time at which
U.S. sharcholders were taxed on that income. .\lso in 1962, the law
was changed to ensure that untaxed and undistributed profits of a
controlled foreign corporation, whether or not operating in a tax
haven, would not escape ordiiary income tax as a result of a sale
liquidation of the foreign corporation,

The Administration’s Proposals

We have three proposals for legislative change. They are advanced
in the belief that onr system is fair in its general applieation, but that
in certain limited situations we need changes in our tax system to
neutralize distortions in investment decisions and revenue collections
caused by certain features of some foreign tax systems.

TAX HOLIDAYS

‘T'here has been an inereasing tendency for both developed and de-
veloping countries to provide “holidays” from their income taxes in
order to attract investment in manufacturing. This can mean that no
income tax, or very little tax, is paid with respect to the carnings of
certain foreign corporations until the income 1s distributed as a div-
idend. This kind of deliberate and wholesale tax erticement does
often control investment decisions. We believe that is a tax distortion
and that it should be neutralized.

We are requesting amendment of the tax laws so that earnings from
new or additional U.S. investments in manufactiring or processing
facilities which take advaitage of such tax incentives will be taxed
to the U.S. shareholders at the time they are earned. Where such an
incentive is availed of, the income of the foreign corporation will be
taxed currently thercafter, regardless of whether the incentive is in
effect for a subsequent year, unless the corporation ceases to be engaged
in manufacturing or processing operations. We are prepared, in ap-
propriate circumstances, to enter into tax treaties with other countries,
subject to Senate approval, to recognize incentives under appropriate
safeguards.

In order to give the Secretavy of the T'reasury or his delegate broad
authority to define by rules or regulations the general categories of
foreign tax investment incentives subject to the rule and to determine
whether specific practices or benefits constitute such an investment
incentive, tlie proposal will defitic a foreign tax investiient incentive
in broad terms. It will include any income tax related benefit, how-
ever effected, which is intendéd to encourage or has the effect of en-
couraging investment in the foreign country which provides the ben-
efit, and whether or not granted to nationals as well as foreigners.
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Such n benefit may be provided by law, regulation, or individually
negotiated arrangements. However, the fact that there is a generally
low rate of tax in a country will not be considered by itself a tax
incentive. Tt is intended that only major tax concessions would be
affected. Examples of benefits or practices of the type which consti-
tute investimment incentives include tax holidays (which arve partial or
complete exemptions from tax for a period of time(z s deductions for
reinvestment reserves: certain grants; and certain depreciation rules

bearing no relationship to useful life.
RUNAWAY PLANTS

We also believe that the United States has a legitimato interest in
taxing currently the income of a corporation that has moved abroad
to take advantage of lower tax rates to manufacture goods destined
for the United States. 'I'o acconiplish this we propose, in addition to
the tax holiday rule, that where a U.S. owned foreign corporation
has more than 25 percent of its-receipts from the manufacture of goods
destined for the United States and is subject to a significantly lower
tax rate, the income of such corporation will be taxed ciirrently to the
U.S. sharenolders. A foreign tax will be deemed significantly lower
where the foreign effective tax rate is less than 80 percent of the
United States statutory corporate tax rate. The tests as to the per-
centage of exports to the United States and the effective foreign tax
rates will be applied annually.

APPLICATION OF TAX HOLIDAY AND RUNAWAY PLANT RULES

Our proposal for tax holidays and runaway plants will add a new
section to the Internal Revenue Code providing that a U.S. share-
holder (i.e., a shareholder who is a U.S. person owning 10 percent or
more of the stock) of a controlled foreign corporation will be treated
as having received his pro rata share of the corporation’s earnings
and profits for a taxable year if the corporation is one that receives
a tax holiday or a similar tax investment incentive or is a runaway
plant. A controlled foreign corporation is one having more than 50
percent of its combinéd votiig power owned by U.S. shareliolders.
The tax holiday and runaway plant rules would be in addition to those
added by the Congress in 1962 in its tax haven legislation, and the
mechanism for taxing the sharcholders would be comparable, but
without certain escape clauses that were provided in the 1962
legislation.

A corporation will be regarded as engaged in mamifactoring ov
processing operations if the unadjusted basis of the tangible property
and real property used in its manufacturing or processing operations
exceeds 10 percent. of the unadjisted basis of all tangible property and
real property of the corporation. Corporations engaged in other bisi-
nesses, such as minitig, would be whafiected. The provisions will apply
to any new investment or additional investméht in existing manufac-
turing or processing operations after April 9, 1973, In the case of ad-
ditional investment or replacefiient of existing investment. a transi-
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tional rule is proposed so that these provisions will not be applicable
until the inereased investment exceeds 20 percent. of the investment on
April 9, 1973,

FOREIGN ISSUES

We have also proposed that where U.S. taxpayers have used foreign
losses to offset other income taxable by the United States and those
foreign losses are not taken into account by the foreign jurisdictions
in later years, then the United States will, in eflect, reeapture tliose
losses by a reduetion of the foreign tax eredit or an inclusion in the
eross income of the taxpayer in later vears. This proposal modifies the
present system under which the United States bears the cost during
the loss years, but receives none of the revenue duving the profitable
vears, In these civcumstances, we wish to be certain of our fair share
of the tax revenues.

The reduction in the tax eredit wonld apply where the taxpayer it-
self continues to operate abroad in profitabile years. ITowever, since
initinl losses are frequently anticipated. one tax plamiing technigue
has been fo operate in a braneh form to deduct losses against U.S. 1n-
come during the start-up period followed by incorporition of the for-
cign braiteh as a foreign subsidiary at or near the time the operation
hecomes profitable. In order to prevent this mancuver. the legislation
proposes the recapture of losses by taking the previous losses into in-
come upon the incorporation of a hranch or comparable change in its
tax status.

TasLe 1.—U.S. direct foreign investment: balance of payments flows,
1970 and 1971

{In millions of dolars]

1470 1u71

Net capital Income  Net capital Income
outflow inflowt oufflow inflow 1t

Allareas. oo eeao- SH400 87,920 SL 765 RS9, 455
Developing countries 2 ___________ 1.162 3,784 1, 940 4, 743
Developed countries_ - __________- 3,238 4,136 2, 524 4,713

Canada_ ... 908 1,301 226 1, 397

Farope. .o oo oL 1,914 2,200 2, 083 2, 595
Furopean Feonomic Cominuniiy . . 994 1, 198 I, 305 1, 392
All other Burope. - ... _________ 920 1,002 778 1,203

Western Hemisphere______._____..___ © 568 1,375 668 1,460

Otherareas. .. ______.___. 1.010 3,045 1,788 4, 004

t Includes after-tax branch profits plus dividends, interest, royalties, fees, and filin rentals net of forelgn
withholding taxes.
1 Includes unallocatedd internationa! direct investent.

Source: Office of the Secretary of the Treasury, Office of Tax Analysisand U.S. Department of Conmmerce,
Survey of Current Business, November 1072,
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TasLe 2.—Statntory (1972) tax rates for selected countries

Statutory corporate  Withholding rates

Country fncome tax rate on dividends!
Canada. . .o e 2 50 15
Mexieo. .o 342 13
Panama. . e e eemaee- 50 8
Argentinn . .. Bh 12
Brazil . . e eeas $30/5 20
Venezuela. . .. o ..... $ 50/60 15
Belgium__ . ... _—- 135/10 15
France. - s 50 b
Germany . e $51/15 15
Ty . s 943 5
Netherlands ... ... .. .. 48 5
Sweden e 40 15
Switzerland . . ... 1029 H
United Kinedom . _ - .. 11.40/38. 75 13
Republic of South Afriea .. ... . ... ... 1243/25 15
dapan . il aeea- 13306, 75/26 10
Philippines_ _ . .. .- RH 35
Nastrealin . oL aeeo.- 47.5 15

t Where a reduced rate of withholding is applied for parent-subsidiary dividends, that rate is shown.

221 percent of 1st $35,000, and 50 percent of the excess,

3 Progressive rate structure of 3 to 42 percent.

¢ Corporations are taxed according to a progressive rate strueture with bracket progression. The highest
percent on the excess is 50 percent. .

$30 pereent of taxable income and 5 percent on distributed profits of othier than service corporations.

¢ Prograssive rate strueture with a maximum rate of 50 percent of income over 28,000,000 bolivares. Corpora-
tions engaged in ofl and miniug activity are subject to a mate of 60 ?ercent oh gross increments,

730 percent for distributed income with a floating rate on undistributed income; maximum is 35 percent on
excess over B.F.35,000,000. 10 pereent surcharge on basie rate,

! Tax on nndistributed profits/distributed profits. Distributed profits also bear substantinl local taxes.

¥ Companies in 1taly are subject to both the income tax, at rates varving from 18 to 25 percent, and to the
company tax of 18 percent.

1¢ Federal tax s a maximum of 7.2 percent; however, the cantons assess a progressive corporation tax. The
maximum rate is 29.78 gm‘ent including Federal and communal rates.

‘" {\ conf'\ptgmtc tax of 40 percent is levied on all corporate profits and a 38%4-percent lax is applied on distrib-
uted profits.

1* The normal tax on companicsiisi43]percent{There’is"a"™23-percent tax on undistributed profits. Mining
income is taxed at 40 percent vxeept for diamond mining (45 percent) and gold mining (special formula).

13 Undistributed profits are taxed at a maximum rate of 3635 percent. Distributed profits are taxed at a
masimum rate of 20 percent.

1t Corporate tax is 23 percent of ist 100,000 pesos and 335 percent of the excess.

Souree: Office of the Seerctary of the Treasury, Office of Tax Analysis.

TaBLE 3.—Payout ratios of earnings of U.S. subsidiaries abroad

{Dollar umounts in millions)

Daveloped
countries Other areas All areas

1979 11971 1970 L7l 1970 11971

I. All industries:

(@) Dividends paid....___ $2, 247 $2, 472 $1, 144 $1,510 £3,391 83,982
(b) Foreign withholding
taxes... ... ____. 298 319 118 129 416 448

{c) Dividends received.__. 1,949 2,153 1,026 1,381 2,975 3,534
(d) Reinvested earnings___ 2,075 2, 375 874 741 2,948 3,116

(¢)  Total carnings.._.__ 4,322 4,847 2,018 2,251 6,339 7,008

(f) Payout ratio ((a) as o
pereent of (d)) __ .. H2 51 57 G7 53 56

See footnotes at end of table.
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TanLi 3.—Payout ratios of earnings of U.N. subsidiaries
abroad—Continued

[Dollar amounts in millions]

Developed
countries Other arcas All areas

1070 31071 1970 11971 1970 1971

I1. Manufacturing:
(a) Dividends paid.._.... $1,400 S1,584  $200  $204 $1,799 &1,878
(b)- Foreign  withholding
taNeS. oo 2006 214 51 53 257 267
(c) Dividends received.... 1,293 1,370 248 241 1,542 1,611
(d) Reinvested earnings___ 1,232 1, 508 282 277 1,534 1,785

() Total carnings. .. 9,751 3,002 581 571 3,333 3,663

(f) Payout ratio ((a) as
percent of (d)) . ... 54 51 al 51 54 51

1 Preliminary.
Note: Data exclude interest earnings as well as royalties and fees.
Source: Department of Commerce, Survey of Current Business.

TESTIMONY BY THE HONORABLE GEORGE P. SHULTZ,
SECRETARY OF THE TREASURY, BEFORE THE HOUSE
WAYS AND MEANS COMMITTEE, FEBRUARY 4, 1974

Mr. Chairman and Members of the Committec:

I am pleased to be with you this morning to discuss the fiscal effects
of the energy problem and the Admihistration’s tax proposals which
deal with aspects of this situation.

The proposals I will discuss today have several purposes. The first
proposal is for an Emergency Windfall Profits Tax. It is designd to
recover excessive profits from oil proditcers. The next group of pro-
posals were among those I presented to your Conimittee Jast April.
They affect incentives for the domestic production of oil and gas and
include the proposals for a Minimitm Taxable Income, for a Limita-
tion on Artificial Accounting Losses and for an Exploratory Drilling
Credit.

The remaining proposals are designed to eliminate several unde-
sirable tax rules wliich now exist in connection with foreign oil and
gas operations. Elimination of those rules would make foreign invest-
ment in oil somewhat less desirable than it now is. We believe these
proposals relating to foreign operations to be important-in the overall
picture, but they are directed at limited situations and should not he
confused with the broader effort to recover excessive profits. ’

Before I commence thiit: detailed discussion, let me give you a brief
overview of the problem.

TIE OVERVIEW

Prior to the .Arab bloc enbargo, the United States demand for oil
had increased to an aiinual rate of about 17 millivh barrels of oil per
day. only 11 million of which were produced here. Qur doniestic oil
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output and capacity stabilized at about 11 million barrels per day
around 1970, In fact, the current rate of exploration and deve*opment
of new domestic reserves is barely suflicient to cover the natural de-
cline in productivity from existing oil fields. This situation is attribut-
able to n number of intervelated factors, including

Government regulation of natural gas prices at artificially low
levels since around 1960, Low gas prices obviously rediice the potential
profitability of the gas discovery effort. Since most gas is “associnted”
with oil, whatever makes gas discovery less profitable makes the dis-
covery of both oil and gas less profitable.

Rising costs of discovering additional on-shore veserves. After a
century of intensive discovery effort, the remainitig on-shore pros-
pects are less attractive than off-shore prospects. The best on-shore
prospects today ave wells much deeper than most. now in operation aiid
they involve much higher discovery costs.

Delays in drilling Outer Continental Shelf prospects. Although
costly to drill, these prospects should yield large o1l and gas capacities.
The delays have been due in large part to government leasing policies
and concerns with environmental questions.

Delays in the outpiit from Alaskan and oft-shore California fields.
These fields should yield large oil and gns reserves but their produc-
tion has also been delayed due to government leasing policies and
concerns with environmental questions.

Jovermiieht regulition of domestic crude oil prices. Crude oil
prices were frozen at August 1971 levels until Janitary 1973 when
small price increases were allowed. “New oil” prices were freed after
two years of controls in August of 1973, but “old oil” prices are still -
controlled. The presence of price controls discouraged additional in-
vestment which could have increased proditctive capacity.

To satis{y our incrensing encrgy demands in the face of the restric-
tions on domestic supplies resulting from the above factors, we turned
increasingly to imports. '

But under the mandatory import program that had been in effect
since 1939, quotas existed which significantly limited imports of oil
and refinery products. As demand grew but domestic prodiiction held
steady after 1970, iniport quotas were increased, but not at a rate
which kept up with increases in demand. Investment in additional
refinery capacity in this country thus became unattractive because of
the uncertainty that suflicient supplies of crude oil—either domestic
or iniported—would be available for refining. Accordingly, many U.S.
companies built refineries offshore and most of the increase in U.S.
imports took the form of refined producéts such as middle distillate
fuels and, particularly, heating oils.

By the beginning of 1973, these domestic circiimstances—controlléd
prices of oil and gas, rising discovery costs, delays in exploration and
production for enviroiimental and other reasons and a growing reli-
ance on imports to satisfy increasing demaiids—converged with a

rowing foreign demiind for oil stinlated by world-wide economic
oot cotditions. The result: world oil prices began to advance frofn
theiv historieal levels. And, when the dollar was devalued for the sec-
ond tiine in February 1973, the dollar price of oil in world markets
began to rise higher,
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The continued high level of demand for oil through the first nine
months of 1973 Q\ﬁ'ckly brought foreign |[)1'oductinn to maximum
short-run capacity, further inerensed world oil prices, and set the
stage for the world crisis ‘)recipitated by the embargo invoked by
Arab bloe producers in October 1973, and the consequent skyrocketing
of oil prices,

Most of the profits produced by these very major increases in the
price of imported crude oil have gone to the foreign governments that
own or control the oil, in the form of higher taxes or royalties. How-
ever, a significant part of the increased profits from this source has
gone to United States companies and individuals in the business of
producing and shipping this oil, primarily as a rvesult of sales in tor-
eign countries and, to a lesser degree, as a result of sales to United
States consutiiers.

Through the Federal Energy Office, the Administration has re-

uested sacrifices in oil use from all citizens so that as little as possible
disruption to our lives and otir economy will result from the oil sup-
ply disruption. The Administeation believes that it would be unfair
for United States producers to be advantaged while their fellow citi-
zens are making sacrifices vequired, by retaining excessive profits from
the abnormally high prices caused by the shortage.

Increased profits from higher prices to oil ownérs whieh oceurred
in 1973 are reflected in Table 1, which comipaves reported profits and
rates of return on equity for the vears 1969-1972 and the nine-month
period ended September 30, 1973, for 22 of the largest United States
oil companies. It is important to keep in mind that inereased profits
are not. necessarily “excessive” profits.



TABLE 1.—NET INCOME AFTER TAX AND THE RATE OF RETURN ON EQUITY OF SELECTED OIL COMPANIES (1963-73)
[in millions of dollars]

1973 1972 1971 1970 1969 1968
Net Percent Net Percent Net Percent Net Percent Net Percent . Net Percent
Company income return t income return income return income return income return income return
Total..omecanee . 9,087.3 15.1 5,951.7 9.7 6,007.3 10.2 5,556.7 10.4 5, 549.9 10.9 5,539.4 11.8
Amerada Hess Corp.2. ... . 151.8 23.% 46,2 8.3 133.3 23.0 114.0 25.7 86.5 23.7 89.8 19.8
Ashiand Oil Corp__...__. .- 98.3 17.3 68.0 13.5 40.5 8.8 52.0 11.7 56.9 13.3 53.6 14.6
Atiantic Richfield Co. .. ...o...oioeaaal. 270.2 8.9 192.5 6.5 210.5 7.3 209.5 1.5 230.1 8.5 105.8 7.
Cities Service Co.......... 135.6 9.8 99.1 6.9 104.5 7.7 118.6 8.9 127.2 10.0 121.3 9.
Clark Qil & Refining Corp........o_..... 30.5 29.9 8.3 9.8 3.6 8.7 10.8 14.0 13.0 18.7 12.1 20.
Continental Oil Co......... - 282.7 14.0 170.2 10.4 140.1 9.1 160.3 10.7 146.4 9.8 150.0 10.
Exxon Corp._....... 2,340.0 18.5 1,531.8 12.5 1,516.6 13.1 1,309.5 12.0 1,242.6 12.3 1,276.7 13.
Getty Oil Co...... .- 135.0 8.8 76.1 5.2 120.1 8.5 103.2 7.8 105.8 8.3 98.3 8.
Gulf Oil Corp.2_ . __.... .. 760.0 14.0 437.0 8.3 561.0 10.2 550.0 10.4 610.6 12.1 626.6 13,
Kor:-McGee Corp.2_ . .. .- 58.8 10.8 50.6 10.1 40.7 10.8 5.9 10.3 33.6 10.3 36.4 12
Marathon il Co. ..... . 129.4 15.2 79.8 10.2 88.7 1.7 86.5 1.8 89.4 12.1 83.3 12
Mobil Oil Corp...... 842.8 15.7 574.2 10.9 540.8 10.9 482.7 10.4 456. 5 10.4 430.7 10.
Murphy Oil Corp.__.... 53.6 24.4 14.3 7.6 11.1 6.2 9.3 6.5 .2 4.5 7. S.
230.4 12.1 148. 4 8.1 132.3 7.6 132.3 7.8 127.8 1.7 129.9 8.
332.7 10.9 260.5 8.9 284.5 ‘8.7 237.2 8.6 2381.2 10.9 312.1 12.
44.0 7.5 37.6 6.8 38.3 7.0 36.1 7.0 38.4 1.7 40.3 8.
i 1 843.6 14.4 547.1 10.5 St 10.4 454.8 9.8 453.8 10.3 451.8 10.
Standard Qil Co. (Indiana). 511.2 12.4 374.7 10.0 340.6 9.6 314.0 9.3 321.0 10.0 309.5 10.
Standard Oil Co. (Ohio)...... - 4.1 6.6 59.7 5.6 58.8 5.7 64.4 6.3 51.9 5.3 70.1 13.
Sun Ol Co. e maceeicaee e - 230.0 12.3 154.7 8.8 151.6 8.9 139.1 8.4 152.3 9.4 164.4 10.
Texaco InC. . .......oiiiiiiananan .- 1,292.4 25.0 889.0 12.4 903. 13.4 822.0 13.1 769.8 13.1 819.6 14,
Union Oil of California. .....cecuvuan... 180. 2 10.6 121.9 7.6 1147 7.4 114.5 7.6 138.9 9.5 149.8 10.

DNV O= UNWORWNONWON AW

Sec footnotes at end of table,

¢



TABLE 1.—NET INCOME AFTER TAX AND THE RATE OF RETURN ON EQUITY OF SELECTED OIL COMPANIES (1963-73)—Continued

1966 1965 1964 1963

Percent . Net Percent . Net Percent . Net Percent . Net

Company return income return incon.e return income return income

Total. e iiiiaicieciscceccacccacacmrenmnnmaan—an 12.0 4,701.9 11.7 4,203.7 11.2 3.846.9 10.8 3,579.7
Amerada Hess Corp.3. .. ... ...cciicirniarncsenncacnccasmnanann 22.2 73.1 22.6 63.4 22.2 59.4 23.0 52.4
Ashland Oil Corp. ... ... ..... Feeeetaeceasccsescscesasns 15.5 45.0 17.6 35.8 15.5 23.7. 14.0 18.1
Atlantic Ricfield Co. ... . ... oot 10.2 113.5 9.4 90 8.1 47.1- 7.3 44.0
Cities Service Co. ... ccueiriiacicaaccecinancacasccsocananan 10.9 120.1 11.0 100.6 10.2 84.5 9.1 77.5
Clark Oil & Refining COrp......ouoeeiineicceicmecaicnaaanas 23.4 . 24.2 8.7 27.8 2.1 8.9 1.5
Continental O CO. .. ..c.cneiiaiaceiaicanacacmacracnicnaan 10.1 115.6 10.3 96.2 10.2 100.1 11.1 87.4
EXXON COMD . escn e ieccecccaccanccacsamacaconcnacrancacnean 12.3 1,080.1 12.1 1,021.4 11.9 1,050.6 12.6 1,019.5
Getty Oil CO.ooeceeanecraicencanans 10.5 92.3 9.0 57. 6.9 43.0 5.6 - 43.0
Gult Qil Corp.2.. 12.9 540.8 12. 427.2 11.2 395.1 11.0 * 371.4
Kerr-McGee Corp. 1.5 33.0 12.9 .1 14.6 20.7 14.7 18.8
Marathon 0il Co. 12.3 68.8 12. . 11.3 60.4 11.8 43.1
Mobil Oil Corp. o .ccricineemiaic i iiaiaencaecnnaaiacananns 9.8 356.1 9.5 320.1 9.1 234.2 8.8 271.9
Murphy Oil COD . .. e eae e cccacicceaceaanccacacaneans 6.2 8.4 7.6 6. 6.1 4.3 4.9 4.8
Phillips Petroletm Co. ..o iaeieciieciiir e vaaaas 11.0 138.4 10.3 127.7 9.9 115.0 9.3 103.1
Shed 01 O oo e et 13.8 255.2 13.4 233.0 13.8 198.2 . 12.3 179.¢
sm\gwm ...... fmgeieeereeneaaas emermcenececssatancanenen . 9.3 37.0 8.8 34.9 8.8 25.7 7.1 24.2
Standard Oif (Califormiad ..o 10.3 4012 10.8 02 1.1 L3 10.8 m.l
Standard O Co. (indianay . CTTIITTIIIITLITIITITIIIIIIIILTTNT 9.6 255.9 9. L 219.3 8.t 194.9 7.5 183. ¢
Standard O Co. ?Bm) ........................................ 14.% 0.9 113 4. L1 1.8 e ®_a
Sun Bil €0, o it imecasiianemincieananan 15.2 100.6 10.8 85.5 10.1 68.5 8.8 61.2
T@XBCO INC. oo ceoenccneacrccncaaescsncasanansamrnnnananenen 14.8 692.1 15.0 636.7 14.9 577.4 14.6 547.6
Union Gil of California. . .. e iieiaciciciaa e 11.2 134.2 11.2 112.6 10.4 92.9 14.7 $5.2

1 Equity as of Sept. 30, 1973,

1 Full years income estimated on the basis of income reported for the 1st 9 months of 1973.

Source: Standard and Poors’ Industrial Survey, Moody®s industrial Manual, quarterly financial

statements filed with the Security Exchange Commission (10 Q forms).

0¢
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Our preliminary investigation indicates that the 1973 profit in-
creases ave primarily attributable to foreign inventory profits from
skyrocketing prices, increased profits from increases in foreign prod-
uct prices and efliciences in foreign refinery and othér operations un-
related to the prices paid by United States consumers. A number of
the comparies have pointed out that the higher 1973 profits must be
interpreted in the light of the lower than normal profits realized in
1972 and the several years immediately prior.

Whatever conclusions may be drawn from the 1973 figures, if the
shortage in 1974 produces even higher prices for oil, that fact will
canse increased profits to major oil companies from domestic oil sales.
The estimated anount of increase attributable to this single element
may be seen from Table 2.

TABLE 2
Annaul profil after income tax
billions)

Average price per barrel of crude? Increase? Total
|1 ] X SN 1$9.0
1974;

86,50 . e et eae e eea—nan $1.7 10.2
b 31 3.4 12.4
L R 4.5 13.5
0,00, < . e e 5.6 14.6

1 The estimated average price for domestic crude oil as of Jan. 1, 1974, is $5.25 in the case of old cil and $9.50 in the
case of new oil.

? The increased net incomes shown for 1974 relate only ta domestic crude oil production.
1 Estimated 1973 net income after taxes from table 1.

While the Administration believes oil owners should not be permit-
ted excessive profits at the expensc of their fellow Americans, let us be
clear that United States oil prices must adjust upward if higher cost
methods of extracting oil are to be used to satisfy our demands. Higher
costs of produéing oil will mean higher prices for oil. Producers will
not produce unless prices cover their costs, And government produc-
tion would be no so{tltion. for a government producer would have the
same costs or, if less eflicient. greater costs. However, short run price
increases for oil above the level necessary to call forth the supplies we
need give rise to windfall profits. Those windfalls may be taxed very
heavily to the producers of oil without impeding the desired free mar-
ket processes and without imposing additional costs on consumers.

The Windfall Profits Tax is designed :

First, to tax very heavily windfall profits to owners of oil.

Second. to avoid interference with the legitimate profit expectations
which will be required to meet our demands and make us independent
of foreign supplies, and

Third. to avoid any tax-gencrated price increases for consumers.

ECONCMIC BACKGROUND

The ability of oil producers to increase the production of oil dur-
ing the next two or three vears is considered by experts to be quite
limited. Prospects have to be found. geological and geophysical work
has to be done. wells have to he deilled. pinelifies have to be built and
refineries may have to be expanded or built. Therefore, price increases
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do not have the cflect of stimulating nearly immediate supply in-
crenses ns is the case with some other products, such as foodstuffs,

"The expert consensus is that only a small amdhiit of additiotial oil
from domestic sources can he expected in the next 6 to 18 months.
There are marginal wells which were previously capped and which
might be econontienlly produced now at the inereased prices available
for oil, but this supply source is not major in the overall context.
Within 18 to 24 months oil could begin to be economically produced at
current increased price levels by secondary and tertiary recovery
methods. Over a three to five year period, significant additional pro-
duction at current increased price }evels could probably be obtained
from new domestic prospects. And after three to four years, the
Alaska pipeline should be completed.

In contrast to the short run, then, over a period of about three to five
years, it is reasonable to expeet that oil supplies can be inereased
significantly. Historieally, the amount of the increase in supplies of oil
h‘a]s been at least 1 percent for every 1 percent inerease in the price of
oil.

Table 3 shows the relatioiship between price increases and supp'y
increases for the years 1936 to 1972,

Over each of the two five-year periods from 1953-1958 and 1963-
1968. a price increase of 9 percent was followed by a prothictive ea-
pacity increase of 35 percent and an actual production iterease of 17
percent. Additiondally. available econometric studies indicate that oil
supplies will be increased by at least 50 percent as a result of a 50 per-
cent. price inerease. given suflicient time. Based upon these data, 1t is
reasonable to assume that after abaiit three to five years. and allowing
for some inflation, if the price of oil increases by about 50 percent
from mid-1973 levels, to arotnd $7 per barrel. sufficient domestic oil
supplies shoitld flow to satisfy about 85-90 percent. of our demands.
Accordingly, we have for plannifg purposes estimated that the “long-
term supply price” is abovt §7 per barrel. But that $7 per barrel figure
is an estimite aid the nltimate figure may be somewhat more or some-
what less.

Therefore. a tax which bites hard on immediate nrice increases
should not intérfere with the production of needed oil supplies if it
gradually phases out so that after three years there will be no tax on
oil prices at around $7 or less per barrel.

TAXING THE WINDFALL PROFIT

A windfall profit is one resnlting from a change in price caused by
a circumstance which is accidental and transitory, such as a tempor-
ary shortage of a product beeause of a strike or. in this case, the cartel-
embargo of foreign governments. Tt is difficult to separate ordinary
market prices from prices which permit windfall profits in this con-
text. The price of “new” oil produced in the U.S. rose from about $4
to more than $9, between May and Decembér 31, 1973, beeause of our
demands for that oil. This is a very major price increase and some
price increase was necessary to call forth the needed additioins to onr
domestic supplies which will occur over a period of three to five years.
Over the near term, however. some part of that price refleets a wintl-
fall resulting from actions by the Arab-bloc nations.
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TABLE )

Crude Oil Production, Capacity,

and Price Per Barrel at Wells, 1936-1972

Prodation Pene
{matony )
ol harreh)
4,000
'hgou
WA
3,500 }— v’ \
Capacity _'/ fﬁ
3,000 f/
]
/' ¥ P oduction
2500 A— N\ 500
/ -1 4.50
2,000 /V 4.00
1,750 P 350
/ kae—/
1,500 300
1,250 /.//-\ 250
1,000 200
10%
%
—1 1.50
Annual
growth
3% rates
2%
] ] | | | 100
1936 10 ‘48 ‘50 '5S 60 '6$ ‘0 N

Year

Source: United S1ates Department of the Interior, Bureu of Mines
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Thus for the next year or two, the price rises which have already
occurred are more than suflicient to call forth the additional domestic
oil which will in fact be produced during that period. Some part of
present. prices produces windfall profit and additional price increases
resulting from the cartel-embargo woild be pure windfall. ‘

A determiniition of the amount on which to impose the Windfall
Profits Tax requires selection of a base amount which can be received
without tax and from which to determine the taxable amount. In this
respect it is similar to and will act as an excess profits tax, The Cost
of Living Council’s eciling price as of December 1, 1973 (CLC Reg.
§ 150.358) was selected as the reference point for the base price. It is
a known price and no new, separate or costly caleiilitions will have
to be made. It also significantly exceeds historical oil price levels and
it was the maxinmam price permitted on any domestic production tintil
late August 1973,

Under the Windfall Profits Tax, the rates of tax on selling prices of
oil in excess of base prices range from 1096 to 85% under the follow-
ing graduated rate schedule:

TABLE 4.—PER 42-GALLON BARREL OF CRUDE OIL

Bracket rale,  Bracket tax, Cumulative

Amountin ax:essof base price percent cents tax, cenls
0108050, ... eriiee e careeeeermcea—nanan 0 0 0
10 ¢ 2
20 17 9

: 8w

B5 e

In accordance with Treasury regulations to be prescribed, the top
level of the lowest bracket. (initially 0 to $0.50) and the bottom level
of each higher bracket will be atitomatieally adjusted upward monthly
in the uniform percentage required to make the 10 percent rate of tax
applicable after 36 months only to amounts in excess of the expected
average long-run supply price of about $7 per barrel. Each higher
bracket willgim adjusted upward to apply to a constant number of cents
per barrel above the next lower bracket. That portion of the price
mcrease which remains after payment of the above Windfall Profits
Tax issubjected to ordinary income tax.

As you can sce from Table 5, the Windfall Profits Tax on the oil
will be large if the oil shortage is severe enough to cause large price
increases in oil and modest if the shoriages and price increases are
modest : '

TABLE 5.—NET PRICE RECEIVED BY OIL PRODUCER AFTER PROPOSED EMERGENCY WINDFALL PROFITS TAX
{Base price of $4 per barrel}

Months—
Price 1 6 12 18 U 30 36
$6. 35 $6.47 $6.67 $6.94 $1.30 $1.80 .47
6.20 6.32 6.52 6.79 115 1.6% *g k4
6.05 6.17 6.37 6.64 1.00 .43 118
5.90 6.02 6.22 6.42 6.63 6.85 1.00
5.58 5.65 5.75 5.84 5.94 6.00 6.00
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If we have underestimated the long-run supply price, the tax im-
»oses little penalty. For example, suppose it turns out that three years
\ence a price of g&, rather than $7, is necessary to elicit a domestic
supply equal to 85-90 percent of consumption at the then correspond-
ing product prices, In that event, a tax would still apply but it would
only be 22 cents o barrel, less than 3 percent of the price. Thus, pro-
ducers who believe tho $7 price is too low can nonetheless proceed on
the basis of their own price judgments in the knowledge that when
the windfall disappears and their investments becoime productive, the
tax should also disappear, and that even if the tax does not then dis-
appear, it will impose only a minor and vanisliing penalty. This is
to be contrasted with the situation which wouild 1'esu}t if prices were
controlled. A $7 price ceilifig wotild be equivalent to a 100 percent tax
on prices above that amount, and if the long-term supply price should
turn out to be higlier than $7—or if producers eapect it to be—we
sim})]y would not get the supplies we need.

However, the tax rates and bracket changes have hetn designed so
that an owner of oil will be discouraged from withholding production
until after the tax rate declines or the tax expires. The price of oil
is or shiortly will be as high as it is likely to be for the next five years
(in terms of 1974 dollars) and will begin a gradual decline to the long-
term supply price. Higher prices now increase the incentives to in-
crease supplies, and gradually increasing supplies will gradually re-
duce prices. Accordingly, apart from the tax, the owner of oil must
attempt to produce the oil quickly to take advantage of the higher
existing prices. Taking the rate of decline of the tax into account
along with the expected price decline, we estimate that the gain from
delaying producing of oil to avoid the tax would be less than 14 of 1
L)ercent per moith on the average (see Table 6 below). Therefore, we

elieve that no sensible producer will fail to convert his oil to money
since the value of the use of that money would be greater than the 14
of 1 percent per month he could gain by leaving liis oil in the ground.

TABLE 6.—ILLUSTRATIVE EFFECT OF THE WINDFALL PROFITS TAX ON HET PROCEEDS
REALIZED BY OIL PRODUCERS, FOR 2 PATTERNS OF OIL PRICES

Average
Hypothetical increase
prevailing  Net producer per month
Number ef months after enactment price of oi proceeds (percent)
Pattern A:
1 $10 $6.35 coiiicinnanss
9 6.52 0.24
8 1.00 .59
7 1.00 0
9 6.20 ceeoneeane.e..
8 6.37 .25
1 6.63 .33
7 7.00 45

The combination of graduated rates and a scheduled upward ad-
justment of the brackets accomplishes three major purposes:

First, the graduated rates im?ose very high rates of tax on ex-
traordinary price increases and “windfall” profits which are attrib-
utable more to an externally induced shortage in crude supplies than
to long-run market conditions, but impose a lesser amouinit of tax on
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relatively small increases above the Cost of Living Council ceiling
rice.

P Second, the automatic upward adjustment of the tax brackets rec-
ognizes that windfalls will be shortlived and that prices should peak
in the near future and return to lower levels as they gradually resvlt
in greater supplies. Most important, it recognizes that if producers
are to make the investments which will be required to make us in-
dependent, they must be able to count on an absence of burdensome
special taxes on prices when those investments become productive
several yenrs hence.

Third, the phaseout of the tax as the windfall disnppears assures
that the tax will not cause higher prices for consumers, for the tech-
nical reasons I shall discuss later.

The tax will be imposed on the oil producer at the time of sale of
the crude oil or at the end of the month in which produced if not sold.
It is contemplated that the tax will be collected and remitted on a
monthly basis as follows: |

(i) The purchaser of crude oil will withhold and remit the
amount of the tax from the sales price paid to the oil producer
by the 15th day following the end of each month for all crude
petroleum purchased during the month.

(ii) In the case of crude produced but not sold, as in the case
of an integrated producer, the tax will be paid by the producer
by the 15th day following the end of the month of production.

In computing percentage depletion, the amount of the Windfall
Profits Tax is subtracted from gross income from the oil property be-
fore compiiting percentage depletion, The effect of this is to deny
percentage depletion on the amoiit of the windfall which is taxed
away.

Because the period of extraordinary profits is expected to be limited
in duration, it is important that Congress reconsider the tax after
several years of experience. Accordingly, the tax is to expire by its
terms 60 months after the date of enactment.

PRICE ROLLBACKS ARE NOT A REASONABLE ALTERNATIVE TO THE WINDFALL
PROFITS TAX

Tt would be a fundamental mistake—for everyone exceﬁ)t foreign
oil producers—to roll back oil prices to some former level. The reasons
are several:

First, consumers will end up paying about the same prices in any
event, The most they would be spared 1s a few cents a gallon for a few
months. (A $1 rednction in the price paid for “new oil,” for example,
would translate initially into less than a one-half cent per gallon de-
crease in the price of gasoline and the market would quickly offset
that initial decrease.) The principal effect would be to shift profits
from the U.S. to abroad.

Second, the mere presence of ceilings of any sort will tend to dampen
the new investment required to produee the increased oil we need.
Tnvestors are undérstandably wary of activities which come to be
governed primarily by the laws of politics rather thén the laws of
economics,
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Third, ceiling prices which are less than the prices producers think
will prevail wiﬁ deter them from investing—regardless of whether it
is the price authority or the producers whose cost assumptions are cor-
rect, Judgments on complex matters like this always differ. Even sup-
posing the government’s price controllers could correctly guess the
ong-term supply price and use that as a ceiling, the ceiling would
inhibit needed investment by producers whose judgments d%ﬁ‘er. In
order to get to the long-term supply price, the ceiling would have to
be set substantially higher. |

Although it is plainly true, many observers fail to recognize that
whatever we do with price controls cannot affect the price of the more
than 80 percent of our oil we now iriiport to satisfy our demands. The
price of that oil fluctuates according to world demands and world
supplies. Recognizing this, our Cost of Living Council rules permit
refiners to pass through the foreign price they must pay. Thus, the
prices of U.S. petroleum products are subject to controls, but the con-
trol system, in a sense, rides on to]l) of the price of crude—and prod-
ucts go up 1n price when the world crude o1l price goes up regardless
of what we do to control the price of domestic crude oil. This meins
that the price levels at which no more petrolewmn products will be
bought by consumers, the so-called “market clearing prices,” cannot
bo controlled by controlling domestic crude oil prices. Consumers will
eventually pay the same prices for petroleum products whether or not
domestic crude prices are controlled. What we do when we control
domestic prices at levels below world market levels is simply to permit
our refiners to buy our domestic oil too cheaply—compared with world
prices—and to bid higher for foreign oil to satisfy our consumers’
demands, This, in tarn, means that the larger amorints spent by con-
sumers go not to domestic prodticers aiid to our government in taxes.
but to foreign oil prodiucers and foreign governments.

‘Of course, we could prevent this by denying U.S. consumers the
right to buy the foreign oil produets for which they are willing to
pay or by not permitting cost pass-throughs for foreign oil prices.
But if we do so, we will ofily be spiting ourselves since either of these
measures will prevent foreigners from exporting oil to the United
States at a time when we need it, before we have inereased our degree
of self-sufliciency.

Price rollbacks sound good to consumers uiitil the consequences are
appreciated. The consequences would be large transfers of dollars to
foreigners and an ultimate reduction in oil for the U.S. consumers, al}
ironically incurred for price reductions which would be minor and
evanescent. .

WINDFALL PROFITS TAX COMPARED WITII ALTERNATIVE TAXES

We believe that the Windfall Profits Tax will he considerably miore
elfective and eflicient than would either an excise tax or an’excess
profits tax. ‘

. The Windfall Profits Tax differs from an excise tax in that it will
m_fact operate to tax profits, as the portion of the price to which it
will apply is above the level required to cover costs in all but exceep-
tional cases. At the present price of $10 for new oil, the tax in its first
moiith would exceed profits only if costs exceed $6.35 a barrel (see
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Table 5)—which is hardly likely for production planned months ago
when prices were much lower. (Prices were controlled at levels below
24 until late August.) If in some small fraction of cases that should
not he true, the tax could not exceed profits by more than a few cents
per barrel,

An ordinary excise tax shares with the Windfall Profits Tax the
virtue of simplicity but. in contrast, is not necessarily a tax on profits
and is an undesirably blunt instrument to use in this ease. Bxeise tuxes
are usually stated as so much per unit or as a percentage of the price
of the unit, An excize tax stated as so many cents per barrel or gallon
of oil would have to be paid regardless of the amount by which oil
prices rose (or didn’t rise). That is undesirable since the tax would
not be related to the windfall. An excise tax stated as a percentage of
the sales price would tax more heavily those who produce oil of h‘fg‘rzher
quality and price than those who produce oil of lower quality and
price. which is undesirable since, again, the tax would not be relited
to the windfall,

\ classic excess profits tax of the type in effect during World War
IT or the Ilorean War would be a nightmare of complexity and uncer-
tainty. It wotild be very diflicult to design and administer a tax which
would not impair the ability and incentive of oil producers to make
the investment necessary to produce the additional oil needed to ninke
us independent.

While prior excess profits taxes differed significatitly, they con-
tained the common elements of (i) a determination of profit in excess
of some base amount, (i) the application of a high rate of tax to the
excess amotint and (iil) complex exceptions designed to allevidte the
penal nature of the high tax rate in situations in which the general
rule determination of excess profits yielded an inequitable result. The
following problems existed in prior excess profits tax laws:

Determination of base pcrio«l) and fair rate of return—No period
can he selected which was a normal period for all taxpayers. That
is to say, duriiig any taxable year or years selected, some taxpayers’
rates of return on investment or profits will be higher or lower than
others for many extraneous reasons, such as strikes, floods, etc. Two
hasic methods ?mve been used to determine a normal profit for the
hase period. One method is to compiite a rate of return on invested
capital during the base period, treat that as a normal profit rate, and
impose a tax on any profits realized in excess of that rate. The other is
to treat the absolute amount of profits realized during the base pericd
as normil profits and impose a tax on any profits realized in excess of
that amount. Combinations of the two basic methods have also been
used. The assumption of normality for any historical rate of profits
or any ahsolute amoiint of profits for a particular taxpayer for a par-
ticular period is subject to challenge because of the infinite variations
in taxpayers’ situations. For example, during whatever base period is
selected, some taxpayers’ businesses were contracting, some expand-
ing; some used heavy amounts of equity capitsdl. some relied heavily on
(leT)t; some engnch in heavy research and developiient expenses,
others maximized earnings by postponing research aiid developmeft
expenses, and on and on. _

Faxceptions for almormalties.—Because of the probleins referred to
above and others, complex machinery has always been required to ad-
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just the inevitable inequities arising from the selection of base periods
and the ealeulation of base period profits. Administrative boards and
courts hecome entangled for years over these guestions, The World
War IT and IKorean War excess profits tax cases spawned over 54,000
applications for over $61% billion of relief because of claimed abnor-
malties in the computation of excess profits. Thousands of lnawsuits, the
last. of which has not yet been decided, required large expenditures of
time and manpower for both government and taxpayer in complex eco-
nomic arguments over how much was too much profit.

Incentive for wasteful expenditures.—Since the tax is convention-
allv imposed at a high rate and only on net profits, it has the effect of
eausing expendituves which woul:l not otherwise be made and which
are wasteful. For example, the corporate taxpayer at a 48% income
tax rate must use 52 cents of its own money for every $1 expended.
However, if the marginal tax rvate is raised to 83¢¢ by the addition of
an excess profits tax, only 15 conts of every $1.00 of excess profits spent
by the taxpayer comes from its pocket—the other 85 cents will be taken
in taxes i% not. spent, Iixperience teaches that this leads to wasteful
practices and incfliciencies which inerease or maintain product prices
to consumers without creating corresponding benefits to society.

Applying an excess profits tax only to the net profit of oil produetion
\\‘nul(l be even more difiicult, for the following reasons:

Inereased (‘overage—~The expected windfalls will acerue to all
owners of oil. who melude thousands of individuals, trusts, estates,
specially taxed corporations such as insurance companies, and other
corporations not generally associated by the public with oil companies.
Accordingly, the windfall tax must "lﬁlﬂy to all owners of oil, not just
to large oil companies, if it is to be effective. The World War IT and
Korean War excess profits taxes have applied only to corporate tax-
pavers. It is safe to say that as complex to administer as prior taxes
have been. an excess profits tax affecting thousands of non-corporate
taxpayers would be greatly more complex.

Determination of ercess profits—It would be necessary to determine
the excess profits from oil production alone if the tax were to be con-
tined to the windfall. Complex allocations of income and expense
would have to be made, In the case of the niimerous individuals, es-
tates and trusts who keep minitiim formal records, the allocation
prohlem wonld be even more sizeable.

Tarable  income management.—Taxanle income management
throngh wasteful expenditures would be easier to achieve for oil pro-
ducers since their incomes are reduced ensréntly through the deduction
of most of the costs of new wells and percentage depletion, Wasteful
drilling practices and wastefitl expenditires for overhead items eould
reduee the inipact of the tax to a large extent without correspondirg
henefits to society from proditetive new wells or research.

OTHIFR ASPECTS OF THE WINDFALL PROFITS TAX

The Windfall Profits Tax woiild tax only the person who has the
windfall, the owner of erude petroléum. This ean be illustrated by look-
ing at gasoline price increases. Froin Octoher 1, 1973, to late Jartidry
1974, average gasoline prices inereased by 9.5 cents per gallon,

In the same period. average erude oil prices inereased by hetween
&5 and $£3.50 per barrel or about S cents per gallon (there ave 42 gallonis
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to a barrel). The remaining 114 cents of the 10 cent increase was per-
mitted to refineries and distributors by the Cost of Living Council to
offset higher costs based on o thorough evaluation of their costs and
profits. The windfall profit is reflected in the 8 cents which inured to
the owner of crude oil and he is the person who mist pay the tax if
the windfall profit is to bhe taxed. Refiners, wholesalers, and retailers
of petroledfivpradiicts have et periiitted only price inéreases under
the Cost of Living Council rilles which reflected, on a dollar-for-dollar
basis, the actunl costs they experienced.

It should also be noted that the Windfall Profits Tax will tax simi-
larly those oil producers who are similarly situated. A prodicer who
receives a $1 per barrel increase for low-priced oil with a base price of,
say $3.00, is taxed the same as a producer who receives a price increase
of $1 per barrel for his higher quality and higher priced oil with a base
wrice of, sy $4.50. These relative base prices were previously estab-
!ished hy market forces and are doubtless fuirer than any which could
be deviced administratively.

The Windfall Profits Tax applies only to domestic production. It
is not sensible to attempt to tax the windfall on imported oil for two
reasons. First, anything which reduces the net price received by the
foreign producer below what he would receive if the oil were sold
in another country will only prevent imports from coming to the
United States. The oi! will tend instead to be sold elsewhere if the net.
price to producers is higher there hecause of a 11.8. tax. Second. the
amoiint of windfall realized by the company from which the imported
ofl is purchased is limited the windfall will be realized primarily in-
stead by the foreign government. This is easily seen by looking at in-
creases in reference or posted prices of oil by foreign governments,
which have increased radically and repeately in recent months to eap-
ture the windfalls from the operating coripanies. A tax or tariff on
imported oil should be imposed oiily to discoiirage imports for na-
tional security or other reasons, which goes beyond what is appro-
priate at this time.

THE TAX I8 NOT PASSED ON TO CONSUMERS

The constimer currently receives government protection against un-
fair price increases throngh a combiiifition of price cofitrols and alloca-
tion policies. The Windfall Profits Tax coniplements these riles and
will not have the effect some claim of inereasing prices to consumers.
Statements to that effect indicate a Inck of understanding of how the
tax operates. A tax which is less than the windfall profit will always
fall on the oil prodticer,

Why isn't t}m tax passed on to the consuier? It is because the pro-
ducers of oil are willing, even if reluctantly, to take less for the oil
-than the amouiit consumers are willing to pay and are in fact paying.
Prodiicérs made their decisions to prodiice oil expecting prices below
the curvent higher prices which are all that consiifiitrs will pay. (If
consumers were willifig to pay more, and were pertilitted by price con-
trols to do so, prodiicers woild already be charging it.) If consumers
will pay no more atid proditeers are willing to tiake less, producers will
absorl any tax which does not rediice their expected profit, i.e., reduee *
it by more than the windfall profit. On the other hand, if the tax is
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more than the windfall, the tax could fall on consumers in varying
degrees, depending upon supply resPonse (the greater the su[i ly re-
sponse, tlic more apt the tax is to fall on the consumer). The following
example may be helpful. ) i ‘

Suppose that producers are producing at full capacity ana are will-
ing to sell at a price of $x, For extraordinary reagons the price rises
to $x+2, producing o “windfall” profit of $2. That represents the
maximum price that consumers are willing to pay because if they were
willing to pay more producers would be charging more.

If a'tax of $1 is imposed it will not atlect supply, since by definition
the supply is the same at any level above $x, If producers could pre-
vionsly have added $1 to the price they would have done so already.
If they now try to add $1 to the price. demand will simply fall, Thus,
the price to consumers will not change and the oil producers will have
to puy the $1 to the tax collector.

J lowever, if there is no windfall profit in the price. a tax will affect
the amount which oil producers are willing to supply and some part
of the tax will inevitably be passed on in the form of a price increase,
as a lesser supply will result in price increases. The greater the supply
response (i.e., the greater the contraction in supply), the closer to the
amount of the tax the price increase will tend to be.

PROPOSALS RELATING TO DOMESTIC INCENTIVES

Among the tax proposals which I presented to you in April 1973
were several which aflect incentives for domestic exploration for and
production of oil and gas. They are the proposals for the Iixploratory
Drilling Credit, for a Minimum Taxable Income and for a Limitation
on Artilicinl Acconnting Losses,

I said to you in April:

. . . the need is for new exploration in the United States
which will add to the natioiial wealth of known oil and gas
reserves for the future and assure the continued availability
at reasonable prices at home—not abroad—of adequate fuel
supplies.

To that end we proposed a new investment credit for exploratory
drilling. This credit operates in much the sume way that the invest-
ment credit operates, and we expeet it to be similarly effective in en-
cournging new exploration.

The tax law now contains incentives for oil and gas production in
the form of the percentage depletion allowance and the dediiction for
intangible drilling costs. Of these, the provisions for intangible drill-
ing costs are the more effective incentive for new prodiiction because
they relate to the drilling operation itself and becaiise the deductions
may be taken whether or 116t the drillirig is successfiil. Percentage de-
pletion, on the other hand, relates only to production, and is a more
diffused ificentive because its benefits ave available oily if the drilling
is successful and then ofily over a period of years,

The new exploratory drilling credit is concenitrated on the activities
which are most needed, namely, the discovery of new fields and reser-
voirs, And since it provides a major and immediate benefit for drilling
activity, it should have a significaiit incentive effect on that activity.

The existing incentives provided by percentage depletion and the
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immediate deduction of intangible drilling costs would be lessened re-
spectively by the Administration’s proposals with respect to Minimum
Taxable Income (MTI) and Limitation on Artificial Accounting
Losses (ILAL). These reductions in existing incentives, which are not
large in relation to aggregate investment in the industry, are necessary
for other reasons and are more than offset by the somewhat larger
and more efficient. incentives which would be provided by the proposed
Exploratory Drilling Credit.

The purpose of both the MTI and LAL proposals is to stop the
spectacle of high income taxpayers paying little or no federal income
tax and thus to remove an efomenb which tends to corrode the indis-
pensable Ful)lic confidence in our tax system, The Internal Revenne
Code contains many preferences designed to provide incentives for
particular activities. We believe that Congress should review then in-
dividually from time to time so that those which have become ont-
moded and unnecessary can be rvevitalized or eliminated. ITowever,
the pressing need at this time is to see that such provisions, in total. do
not give rise to the public impression that tax laws apply unfairly in
favor of the wealthy, who are the persons most. likely to respond to the
incentives. Thus, the Miniwum 'Ilaxnble Income proposal deals with
existing incentives (leaving'their reexamination to another day) and
proceeds on the philosophy that while individual incentives mayv he
good, there may {)c too much of a good thing. The Minimiim Taxable
Income proposal would place a limit on the aggregate amount. of cer-
tain incentives which may be used by a partienlar taxpayer. Stated
very roughly, the concept is that a taxpayer shonld not be permitted
to use such incentives in an aggregate amount which exceeds half of
his “economic” income. Just as the Code now places limits on particu-
lar incentives—such as the 50 percent of-income limitation on the
charitable deduction—the Minimum™ Takable Income proposal would
place a limitation on aggregate incentives.

In designing the Minimium Taxable Income provision. we were
mifidful that it would affect the use of percentage depletion in cases
where percentage depletion in combination with other covered items
exceeded half of the taxpayer’s economic income. We concluded after
careful consideration that, while individual taxpayers would com-
plain, the proposal’s effect on percentage depletion would be minimal
in the aggregate and woutld not significantly affect capitil investment
for inerensed production of oil and gas. Whatever slight adverse effent
the proposal miﬁg‘ht have in that regard, we believe it is the necessary
price of preservihg public confidence in the tax system generally.

The LAL proposal also lessens somewhat the incentives provided by
the immeédiate deduction of intangible drilling costs. In the case of
producing wells, such deductions often create accotinting losses even
though the well is in fact profitable. Under the proposal such losses
could be used only to offset incoine from oil and gas properties. and
not to offset other income. The piirpose of the proposal is to prevent
high income taxpayers from elintinating their curreiit taxable incoihe
from other sources by using deductions which do not represent eco-
nomic losses. Drilling expenses incurred in connection with holes
which tiirn out to be dry are not artificial losses and are uniaffected by
the proposal. While the proposal limits the use of such artifidial losses,
it does not permit their utilization against oil and gas inconie and in
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that sense provides an incentive to oil and gas investment which par-
tially offsets the disincentive.

Looking at the April 80 proposals as a package, the proposals for
MTT and LAL would reduce to some degree the existing incentives for
investment in oil and gas, but the proposal for an exploratory drilling
credit would, in terms of dollar bene[hs to taxpayers, more than oflset

~the-dollar detriments arising frofiithiose proposals. THiis, when hoth

proposals are considered together, the dollar tax incentives offered for
investment in oil and gas remain essentially unchanged—but a sig-
nificant portion of those dollar incentives has been rechanneled to
operate 1n & much more cflicient way to produce new oil and gas
reserves,

Thus, we qrﬁe your Committee to act proniptly on the proposed ex-
ploratory drilling credit, but to keep in min'(* that it must be consid-
ered in the total context of the proposals for Minimum Taxable In-
come, to which we hope you will also accord a high priority.

PROPOSALS RELATING TO FOREIGN OPERATIONS

As a part of the program to make our nation independent in energy
resources, we believe it desirable, within the limits of fairness, cco-
nomic efliciency, and national sccurity to emphasize incentives for
domestic exploration as distinguished from foreign exploration. With
that in mind. we presented to you last April a proposal relating to the
recovery of foreign losses that are deducted against United States in-
come. We now have two additional proposals relating to foreign op-
erations which we ask that. you consider.

THE FOREIGN TAX CREDIT

All of these proposals require an wnderstaiding of the international
system for avoiding double taxation of incotne earned in one country
by a citizen of another country.

The major nations of the world have a network of systems designed
to avoid excessive double taxation of income. Those systems vary in
detail but fall into two géneral categories. Under some systems. income
earned abroad is siniply not taxed in the home country. France, and
the Netherlands, for examiple, have systems which generally follows
that basic conicept. Qther countries, including the United States, Great
Britain, Germany, Canada, and Japan—our major trading partners—
have tax credit systems.

The basic coticept of a tax credit systein is that the country in which
the business activity is carried on has the first right to tax the income
from it even thotigh the activity is carried on by a foreigrier, The for-
eigner’s home cotfiitry also taxes the inconie, but only to the extent
the home tax does not diiplicate the tax of the country where the in-
coifie is earnéd. The diiplication is elimiliated by a foreign tax credit.
For example, if a U.S. corporation were taxed at a 30 percent rate in
country X on its incotne from operations in cothitry X, the U.S. would
not duplicate coitntry X’s 30 percent tax on that income, But since the
U.S. corporate income tax rate is at 48 percent, the U.S. would col-
lect—i.e., “pick-up” the 18 percent which remained over and above
the 30 percent collected by country X. Technically the result is achieved
by imposiiig a hypothetical 48 percent U.S. tax on the in¢ome earned
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in country X, with the first 30 percentage points rebated by a credit,
However, if the foreign rate were 48 percent or more, there would be
nothing left for the U.S. to pick up and thus no tax payable to the
G.S. on that foreign income.

Note that the foreign tax credit only affects income earned in some
forcign country through activities conducted in thyt country. Income
arising out of operations conducted in the U.S. and the taxcs on that
income ave totally unaflected by the credit.

The following table permits one to understand the fact that high
taxes are being paid by the oil industry to foreign governments on
the large proportion of non-U.S. income that is earned by these cor-
porations; that the United States gives a credit for U.S. taxes on the
foreign source income that results in an excess credit; that these
credits do not reduce U.S. income taxes on the income earned from
U.S. operations: and that the same basic tax eredit principle oper-
ates for all U.S. industries, not merely oil.

REARTY

INCOME AMD TAXES PAID,
OF THE 79 LARGESY US. COMPANIES; 1970

U.S. SOURCE INCOME FOREIGN 3QURCE INCONAE
Investment - Foreign Taxes Paid
Tax Credit | & Acgvuedj_po,e.gn Tax Credit
US. Tax Dee.. ey o ree v eyt v e Eycess Credit
D e T Y, e i
Petroleum & Refining _ ol r ot (’5% v i
/ . X ER RS . e
. S. \
Drugs, Chemicals, & US. income Foreign Income
Related Products:

Transportation Equipment i

7277

Computers &
Business Machines

Miscellaneous

Food & Related Products

¥ Consists of the 100 largest compan.es on the
Fortune Magazine list, plus Aranxo. less
companies for which records were not located

< < tme-for this preserlation inglydes 14

petroleum and relimng compantes

Electrical Equipment it
$Bil. 2 1 0 1 2 3

Cerea b ep Cpeigrge re T
o ". .'.f".'.‘,'d' € Treasury Januarg 31 1914

Tt is also important to note that the satisfactory functioning of this
credit system depends upon reciprocity among nations, Thus, the U.S.
reciprocally has tlie first right to tax income of foreigners arisifig out
of opertions in the U.S., and the home foreign countries either give
those foreigners a credit for the U.S. tax or they exclude the U.S.
income entirely from the hoine country’s tax base.
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When Congress wrote the basic tax credit provisions in 1918 and
when the question o oil country taxes first became controversial
twenty-odd years ago, circumstances were different from what the{' are
today. Most foreign countries today have income tax rates nearly as

reat or greater 51&11 the U.S. tax rate. Thus, after our companies
wave paid their tax abroad, there is little or nothing left for the U.S.
- to “pick-up” on-that foreign income unless-we wish to impose a-tax
which duplicates the foreign tax. It has been the broad position of
our government, under this and previous administrations, that the
avoidance of double taxation is a souid principle and that we should
continue to participate in the international system designed to avoid
it, If we were now to withdraw from the system, we would invite re-
taliation #nd discrimination from other nations and would be required
to rethink and renegotiate international arrangements. Ixcessive tax
burdens would be imposed on U.S. companies operations abroad and
their interhational competitive position would be severely aflected.

In summary, the hasic foreign tax credit must be understood not as
a taxloophole or positive incentive to foreign investment, but rather
as part of a system designed to allocate primary taxing jurisdiction
to the government within wlose borders the incoie is earned. The
system does not reduce the total tax bill of U.S. companies helow
the amount they would have paid to the U.S. if the income had been
earned here, They are excused from paying U.S. tax on foreign in-
come only to the extent that they have paid an equivalent tax on that
income to a foreign government. We must accept the fact that other
coifitries now impose taxes comparable to ours, so that the U.S. now
collects little or no tax from operations conducted by its corporations
in most. major foreign countries,

There still remain, however. certain “tax haven® countries which
impose little or no tax, and there exist also some countries where the
tax rates are much higher than U.S. tax rates. Much of the complica-
tion in the present system arises out of the desire of taxpayers either
to average or not to average (depending upon the circumstances)
the incoine and taxes of high tax and low tax conntries.

At the present time, the oil producing countries impose taxes at
very high rates, 1f these taxes were expressed as a percentage of tax-
able ificome as definied by our rules. they would be in the neighborhood
of 90 percent. But if they were only as high as our corporate income
taxes, namely 48 percent, the U.S, would still collect no tax on earn-
ings in those countries. However. the difference of 40-odd percentage

" points hetween those rates and U.S. rates produces very large “excess
tax eredits” which, under existing rules, can be used to eliminate the
tax that the U.S. would otherwise “pick ip™ in the low tax, tax haven
coiintries, One of the proposals I shall discuss later deals with an as-
pect of that fact.

RECOVERY OF FOREIGN LOSSES

The April proposal with respect to the recovery of foreign losses
is directed to a situntion that arises because a taxpayer with losses
in a foreign country can deduct those losses against income earned
in the U.S, in the vear of the loss. When the foreign operation be-
coiies profitable in a later year, the foreign country often collects
tax on the profits withoiit regard to the prior loss, and if that tax is
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as iarge as our 48 percent tax, the resulting credit will absorb any
1.8, tax on those foreign earnings. The result is that the United
States shoulders the burden of the start-up deductions, but the foreign
country collects the tax when the operation becomes profitable. Such
losses often arise in connection with the exploration for oil or gas
deposits abroad, involving large intangible drilling and development
costs.

The .\pril proposal would modify the foreign tax credit provisions
to require that where a United States taxpayer has deducted foreign
losses against United States income, such losses would be taken into
account to reduce the amount of foreign tax credit claimed by such
taxpayer on foreign earnings in later years. This would eliminate
the present situation which permits the current deduction of intangible
drilling costs and other start-up expenses in a foreign country against
United States source income and then permits a foreign country to
claim the full income taxes on the profits, with a United States
tax credit for such taxes when production begins. The proposal, by
restrieting this possibility, would eliminate a present Urited States
tax benefit for commencing foreign drilling operations. The estimated
revenue gain from this proposal is $100 million annually after five
vears.

ELIMINATION OF PERCENTAGE DEPLETION IN THE CASE OF FOREIGN OIL AND
G.AS PRODUCTION

Percentage depletion was first allowed in 1926. Through the years
it has been retained as an incentive for exploration for new reserves.

Percentage depletion has been available regardless of whether the
producing property is located in the United States or in a foreign
country. However, from time to time adjustments have been made
in rates and rules, and under existing law percentage depletion is
unavailable, or available at a lower rate, for ?oreign production of a
nimber of minerals other than oil and gas. In the case of oil and
gas the depletion deduction is and has always been available abroad
to the same extent as in the U.S.

In recent years, percentage depletion on foreign oil and gas has
not produced a benefit in many, if not most, cases because of the
generally high foreign taxes imposed abroad. (The precise amount
of the hypothetical U.S. tax is irrelevant if the foreign tax is in
any event highier, so that the foreign tax credit eliminates the U.S.
tax.) However, there is a potefitial benefiit for production in cotifitries
with lower tax rates. | ,

It is now apparent that our pririary aiin should be to encomage
the exploration for new sotirces of oil and gas in the United States.
There is no longer any policy support for giving special éncourage-
ment to oil and gas exploration and production abroad. Thus, we
now propose that the Tnternal Reveiiue Code be ani¢hided to provide
that percentage depletion shall not be alléwed with respect to oil
and gas wells located in foreign cofifitries. The percentage depletion
allowafice for oil and gas would be limited to wells located in the
United States, in its possessions, in the Commonwealth of Puerto
Rico or on the otiter continental shelf.

Because the taxes of the major countries where oil and gas is now
being producdd by U.S. conipanies are now imiposed at rates equal to
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or in excess of those which would be imposed by the U.S., no major
revenue effect is expected from this change, altﬁough it may have a
sigmificant effect on some producers. The estimated revenue gain is
$50 million.

We are not now proposing any change in the percentage depletion
deduction available for other natural deposits Jocated in foreign coun-
tries, However, that question should be examined from time to time

and adjustments niade when appropriate,
EXCESSIVE FOREIGN TAX RATES

Using artificially high posted prices for oil and high tax rates, many
oil producing countries now collect “income taxes” on petroleum profits
which greatly exceed ineome taxes normally collected by governments
on other business activities, This has created what we believe tobea
distortion in the normal and equitable operation of our foreign tax
credit system. . )

We continne to support the principle of avpldmg double taxation
through a tax credit system, But like other basically sound principles,
it can be subject to distortion and abuse in partieular situations. The
special problem that we are dealing with avises particularly where the
taxing anthority and the ownership of the oi} are embodied in one and
the same entity, which thus has the power to extract payments from
oil producers in tlie forin of taxes or in some other form, at its discre-
tion. The high artificial posted prices on which the taxes of a niumber
of 01l producing couiitries are based have created legitimate concern
over whether the payments treated as creditable tax are “income taxes”
or taxes “in lien of a tax on income.” It is argued that these pnyments,
at least in part, more realistically represent some other business
expense,

Business expenses are excludible or deductible from gross income,
but they may not he credited against U.S. income tax. Foreign income
taxes, on the other hand, may be either dedneted from income or
credited against U.S. tax, at the option of the taxpayer. Thus, if the
tax law allows paymeints which in substance are not income taxes to
be treated as incothe taxes, taxpayers will receive larger credits than
they should. When the miount of the “tax” payment on foreign oil
production exceeds the U.S. tax on the same income, the excess pay-
ment gives rise to an excess foreign tax eredit which may be used as
a credit against. U.S. tax on incothe from other operations in that
conntry, or on income from other foreign countries, depending on
whether the foreign tax eredit is computed on the per-country limita-
tion or the overall limitation,

In the case of oil production. foreign proilucing cotntries generally
base their tax on the “posted price” for erude oil. "T'he posted price isa
fictitious price which may or may not have any relationship to the
market valie of the oil. It is, however, aliiiost always higher and has
moved dramatically higher in recent nionths, As the posted price has
risen, the foreign raxes have gone higher. This has led to greatly in-
cro:;sod__oxcoss‘m'odits tor taxes paid the oil producifig conntries,

Under the tax credit system, as the forcign tax rate goes up, the
U.S. tax goes down, until the foreion rate heeoiies 48 percent and
the U.S. rate becomes zero. Thereaftor any increases in the foreign



48

rate have no further effect on the U.S. rate on the fm-m%p ;n(;':‘mﬁ ('))‘l‘lt
simply create “excess credits,” which most qompm,\’uos cat 10f use. -
ever, companies electing the “overall limifation™ on the foreign ta
crcdit mav average foreign tax rates so that “excess credits” in one
country mav, in elleet, be used to pay U.S. taxes with respect to n-
come earncd in another foreign country which imposes little or no
tax. While we believe this result to he satisfactory in gencral, “.‘13
believe it leads to a distortion of the credit mechanism in the ease of 01
companies under present circwmstances. ' .

The tota]l aniounts of these payments to the foreign producing coun-
trics, and the effective rate of taxes have grown 80 large that, whether
or not they technically qualify as “income taxes,” we do not think that
we should continiie to treat them entively as an incotne tax for tax
credit purposes since they exceed normal levels of taxation and can
affect very significantly the U.S. treatment of other foreign source
incotne of U.S. oil companies, For a number of vears, the existence of
increasingly large excess tax credits was of minor importance heeause
there was no U.S. tax payable in any event, and the corfipanies simply
accumitliated exceés eredits which they conld not use. It now appenars,
however, that major international oil companies are beginning to
engage more heavily in foreign operations other than oil extraction,
including operations such as shippitig. which are subject to little or no
foreign {nx. The number of companies electing the overall tax eredit
limitatioh appears to be increasing, and the ineome from these low-
taxed foreigm operations is thus shielded from 1.8. tax by using the
excess credits resulting from the extremely high “taxes” paid to the
forcign governiments on the foreign oil and gas income.

Our ]proposn] would continue the foreign tax credit mechanism svb-
stantially as it has cxisted over the years. and it wonld not tamper
with the basic definition of an income tax. We do not underestimate
the ability of foreign oil producing countries to design the structure
of their levies to correspond to any definition of an income tax that
we require, But under our proposal only a reasonable part of the for-
cign income tax would be treated as a ¢reditable tax. The balance
would be treated as an expense. We propose to use U.S, tax level: as
a standard in determining what is a reasonable level of foreign tax
to be creditable. Thus in the case of these foreign taxes on oil and gas
production, we would treat as creditable only an amouit equivalent
to the U.S. tax on the same inicome—i.e., in mosi cases the 4o pereent

encral corporate rate or, the lesser 34 percent rate for Western
femisphere Trade Corporations, as the case may be.

Since the expense part of the tax is deductible in determining tax-
able iticome, the determination of the creditable portion-iiust he made
by an algebraic formula. ‘The explaniatory material in the Appetidix
sets forth this formula and shows liow it is derived. Its praetical result
is that foreign oil production will no longer generate excess foreign
tax credits. A

For pitiposes of applying these rules, the forcign oil taxable income
of the taxpayer and the foreign tax paid with respeet to that income
would be determined separatély for each foreign coufitry, and the
proposed new liniit 6n creditable taxes would be computeéd separately
for each foreign country. After application of the liiiit, the creditable
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tnxes wonld be aggregated with other creditable taxes and subjected
to the normal per-country or overall limitation on the foreign tax
credit, Txcess tax credits accumulated in taxable years beginning
before the effective date of this proposal could be carried over to years
heginning after the cffoctive date of this proposal as under present
law, but would be denied to the extent that they could not have been
utilized had this change not been enacted. The proposal would be-
come effective with respeet to taxes paid during, or accrued with
respoct to, taxable years ending after December 31, 1973,

It is not possible to estimate the revenue gain from this proposal
with precision because its enactment will cause taxpayers to change
their operations in ways which we cannot prediet. If more companies
were to devise ways to use the excess credits generated under the pres-
ent system, the revenue loss could be in excess of £1 billion a year. The
proposal would foreclose that possibility. If the proposal were applied
to existing pattorns of operations we would expect it to produce reve-
nmes of aﬁout $400 million a year over current levels. However, tax-
payers can be expected to change their procedures to reduce that
amount substantially. i )

It has been suggested that the proper approach to this problem is
to deny the foreign tax credit entirely with respect to the existing
taxes on oil income. We believe that our proposed limitation is far
more desirable. The result of denying the credit would be to subject
1:.8. companies to higher tax burdens than their foreign competitors.
The step of denying any tax credit should not be taken unless it is
determined that United States oil companies should not participate
in foreign oil and gas production.

It has been suggested that the problem in this area is that the in-
ternational oil companies are paying absurdly low taxes, sometimes
alleged to be on the order of 2 or § percent, and that those taxes should
be raised to the level of other U.S. companies. This is a simplistic way
of looking at the problem. The fact is that these compariies are paying
high taxes on their foreign {;roduction. It is true that these taxes are
not being paid to the U.S,, but it is also true that there is no reason
under the internationsl system that they should be paid to the U.S. If
#t U.S. company can go to Saudi Arabia, find and produce oil, take it to
Japan or Western Furope, sell it at a profit, pay reasonable taxes to
the countries concerned, and repatriate the after-tax profits to the
L;.S., (?.S. policy-makers shoul(i not be dismayed; they should be
pleased.

We are all upset because the price of oil is high, but the reaction
ahould not be to strike out blindly at the most available target. The
approach of our proposal is not a vindictive one. We are not trying
to penalize oil producers. Nor are we trying to restriet U.S. companies
to U.S. business. What we are suggesting 18 a technical change which
will remove the possibility of the oil producers obtaining an undue
benefit from changed circumstances.

In conclusion, let me emphasize our conviction that all of these
proposals, together with those which we made last year, are of great
importance to our nation’s welfare. We urge that you give them a
high priority. The Treasury Department will be pleased to assist in
every way 1t can, :
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APPENDIX

DereraMiNATION OF CreEprtaBrB PorTionN oF Forreien
Incoae Taxes oN O1L ANp GAs Probucrion

Many countries collect income taxes on oil and gas production at
excessive levels. The Treasury proposal would characterize part of
those income taxes ag deductible expenses. .

The method of dividing foreign income taxes between a portion
which would be creditable against U.S. taxes, and the remainder,
which would be characterized as an expense, may be described in three
steps:

2 1) The creditable portion of the tax would be equal to the U.S.
tax rate applicable to corporations times foreign source petroleum
income defined according to U.8. law. ('The rate would be 48 percent
for corporations other than Western Hemisphere Trade Corporations
and also for individuals, trusts and estates, but would be 84 percent
for Western Hemisphere Trade Corporations.)

(2) Foreign source petroleum income defined according to U.S.
standards would be equal to the fair market value of the petroleutn,
less royalties, lifting costs, and other allowable expenses, and less that
portion of foreign income taxes which is characterized by the U.S.
as an expense.

(3) The portion of the foreign income tax characterized as an ex-
pense wouh{) be equal to the total foreign income tax less that portion
of the foreign income tax which is creditable against U.S. taxes.

Iach step in the apportionment of foreign income taxes depends on
some other step. Thus, to determine the creditable portion of the
foreign tax, it is necessary to express the principle as the algebraic
formiila. The general statemient of the prineiple is that the maxi-
muin creditable portion (M) of the foreign income tax (T) is equal to
the U.S. tax rate (R) times the excess of foreign petroleum taxable
income computed without deducting any portion of the foreign tax
(I) over the deductible portion of the foreign tax (T—M). This may
be expressed as the equation :

M=R[I-(T—M)]
This equation may be simplified into the form:
M=K (I-T)
1—R
In most cases R will equal 48%, and the equation xiay be furth
simplified into (approxifnqately) : M=.993 (Ieﬁ-T). n e Turher

In the case of a Western Hemisphére Trade Corporation, R=31,
and the equation becomes (approximately) M=.515 (I-T).
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In practical terms, under the proposal, foreign petroleum ventures
would no longer generate “excess” foreign tax credits. This is illus-
trated by the following table:

Calculation of forelen & Present law Proposs)
slcutation of foreign tax:
Posted price p‘o'} barrel $11.65 $11.65
Royslty (12.5 percent). oo oo oo oo I s ~1.46 ~1.46
g (T T L T O -.20 ~.20
Income as defined by foreign government 9.9 9.9
Foreign incoine lax (53' PRICEAL). ..o oeecrencrrncccrarinsnseecenansosnsannenes 5.49 _ .i. _.')_9
Cakulation of U.S, tax:
Falr Market ValUB. ..veeneeerencceceeccoceriemennercosreneceecncsosonsscnss 1.65 1.65
ROYAY. . oreereeenrocannceecaseensnnveransemenosenesseccoesasoomsnnmsnes ~1.46 ~1.46
GrOSS INCOME. .o evnieererereccssszsocsecremsosmmnsssasssennasennencscoons 6.19 6.19
Denletion allewance (22 percent of $6.19). .- - oo oo oo aaeen -1.36 ¢
Lifting, @1C., COSIS. . . . cnonnenncenaeneeaia et neeenes .20 .20
Portion of foreign income tax recharacterized. ... . .....ooeereeiaciiiiiinniene. 0 -5.03
Taxable Income for U.S. pUIPOSES. ...cveerrrmmnnranncremrenacnceccaaaccones 4.63 .96
U.S. income tax (A8 Percent). .o oeennnnreneneii ettt o “2; z_z N le
Calculation of credit:
Maximum credit for foreign Inoome 1aX. ..o o oeoiremiiiiiiiiiiireerernecnanans _ Y573 N
Excess foreign taxcradit. .. _....connoneaneieceaiaiienieietciiennnes .27 0
Portion of excess disallowed because of depletion deduction.......ccccvvneeeen.... -85 0
Available excess €redib. ... ..eemennieenevocnieecciaeerrietatearccennnaens 2.62

Under the proposal, excess foreign tax credits carried forward from
years prior to the effective date of the proposal would still be char-
acterized as excess credits available in the future to the extent they
would have been used if the proposal had not become law. The ex-
cess foreign tax credits from sueh years would 20 be converted into
deduction, If they were deductible from taxable income, the result
would be a substantial revenue loss. The additional deduction would
typically exceed taxable income before the deduction leaving the com-

anies with a loss which they could offset against taxable income froin

.S. sources.

For example, assuming that the figures shown in the table apply
in 1978 and 1974, an excess credit of $2.62 from 1973 would more than
offset the taxable income for U.S. purposes of $0.96 for 1974, leaving
a net loss in 1974 of $1.66. This loss could be used to offset U.S. source
income of an equivalent amount, on which the U.S. government would
lose the tax of 48 percent or $0.80.

Treatment of a portion of the foreign income taxes as deductible
cannot result in a reduction of U.S. taxes on U.S. income except in
the unlikely case in which the foreign income taxes together with the
costs associated with the petroleum exceed the value of the foreign
petroleum, This case is particularly unlikely under our proposals be-
cause of the denial of a deduction for percentage depletion.



