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INTEREST EQUALIZATION TAX ACT

"SEC. 4911. IMPOSITION OF TAX.
"(a) IN GENERAL.-There is hereby imposed, on each acquisition by a United
States person (as defined in section 4920(a) (4)) of stock of a foreign issuer, or
of a debt obligation of a foreign obligor (if such obligation has a period remaining to maturity of 3 years or more), a tax determined under subsection (b).
"(b) AMOUsNT 9 TAX."(1) gToo .- The tax imposed'by subseMtlon (a) on the acquisition of
stock shall be equal to 15 percent of the actual value of the stock.
"(2) DEBT OnLiATIONS.-The tax imposed by subsection (a) on the
acquisition of a debt obligation shall be equal to a percentage of the actual
value of the debt obligation measured by the period remaining to its maturity
and determined in accordance with the following table:
The tax, as
"If the period remaining
a percentage of
to maturity is:
actual value, is:
"At least 3 years, but less than 3 years.-----------------2.75 percent
At least 8% years, but less than 4% years-------------3.55 percent
At least 4% years, but less than 5% years-------........... 4.36 percent
At least 5% years, but less than 6% years-------.---------5.10 percent
At least 6% years, but less than 7% years .-------.-------5.80 percent
At least 7% years, but less than 8% years--------.-----.....
6.50 percent
At least 8% years, but less than 9% years-_,-- ..........-------.
710 percent
At least 9% years, but less than 10% years-.. ----------7,70 percent
At least 10% years, but less than 11% years--... ------------. '8.30 percent
At least 11% .gYars, but less than 13% years.----. --.-----...9.10 percent
SAt least 13% years, but less than 16% years--.----------.....
10.30 percent
.. 11.35 percent
At least 10% years, but less than 18% years.--.---...----....
12.25 percent
-At least 18% years, but less than 21% years-..-..+--- -------At least'21%' years, but less than 23 years ....
-- - .- - - - - - - 13.05 percent
13.76 percent
years-.---------.....
At least 23% years, but less than 26
..... ---14.85 percent
At least 26% years, but less than 28 years...----15.00 percent
28% years or'more-...------.------------.----"(c) PERSONS LIABLE FOR TAX."(1) IN GENERAL.--The tax imposed by subsection (a) shall be paid by
the person acquiring the stock or debt obligation involved.
"(2)

OCROS

REFERENCE."For imposition of penalty oh maker of false certifitcte in lien of 6r in addition to
.
tax on acquisition in certain cases, see section 6681i

"(d) TERMINATION OF TAx.-The tax imposed by subsection .(a) shall not
apply to any acquisition made after December 31, 196.'

"SEC. 4912. AdQUISITIONS.
"(a) INx'iNERAL.-'or purposes' of this chapter, the term 'acquisition' means
any purchase, transfer, distribution, exchange, or "ther transaction by virtue
of which ownership io obtained either directly or'through a nominee, custodian,
or agent. A United States person acting as a fiscal agent in connection with
the redemption or purchase for retirement of stock or debt obligations (whether
or not acting under a trust arrangeinent) shall" not be considered to obtain
ownership of such stock or debt obligations. The' exercise of a right to convert
a debt obligation (as defined iin section 4920(a) (1)) into stock shall be deemed
an acquisition of stock from the foreign issuer by the person exercising such
right. Any extension or renewal of dh existing debt'obligation requiring affirmative action of the 'oligee shall be considered the acquisition of a new debt
obligation.
"(b) SPECIAL RULES.-For purposes of this chapter."(1) CERTAIN TRANSFERS TO FOREIGN TRUSTS,-Any transfer (other than in
a sale or exchange for full and adequate considertozi) of money- or other
property to a foreign trust sihall it such trust acquires stock or debt obligations ' (of one or more foreign issuers or obligors) the direct acquisition of
which by the transferor would be .aiSjet' 4, t "tax imposed by section
4911, be deemed an acquisition by the transferor (as of the time of such
transfer) of stock of a foreign issuer in an amount equal to the actual
value of the money or property transferred or, if less, the actual value of
the stock or debt obligations so acquired by such trust Contributions to a
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foreign pension or profit-sharing trust established by an employer, made
by an employee who performs personal services for such employer on a fulltime basis in a foreign country (and is not an owner-employee as defined in
section 401(c) (3)), shall not be considered under the preceding sentence
as transfers which may be deemed acquisitions of stock of a foreign issuer.
"(2)

CERTAIN TRANSFERS TO FOREIGN CORPORATIONS AND PARTNERSHIPS.-

Any transfer of money or other property to a foreign corporation or a foreign
partnership"(A) as a contribution to the capital of such corporation or partnership, or
"(B) in exchange for one or more debt obligations of such corporation
or partnership, if it is a foreign corporation or partnership which is
formed or availed of by the transferor for the principal purpose of
acquiring (in the manner described in section 4915(c) (1)) an interest
in stock or debt obligations the direct acquisition of which by the
transferor would be subject to the tax imposed by section 4911,
shall be deemed an acquisition by the transferor of stock of a foreign corporation in an amount equal to the actual value of the money or property
transferred.
"(3) AcquISITIONS FROM DOMESTIC CORPORATION OR PARTNERSHIP FORMED
OR AVAILED OF TO OBTAIN FUNDS FOR FOREIGN ISSUER OR OBLIGOR.-The acquisi-

tion of stock or, a debt obligation of a domestic corporation (other than a
domestic corporation described in section 4920(a) (3)(B)), or a domestic
partnership, formed or availed of for the principal purpose of obtaining
funds (directly'or indirectly) for a foreign issuer or obligor, shall be deemed
an acquisition (from such foreign issuer or obligor) of stock or a debt
obligation of such foreign issuer or obligor.
"(4) REORGANIZATION EXOHANOEs.-Any acquisition of stock or debt
obligations of a foreign issue or obligor in an exchange to-which section
354, 355, or 356 applies (or would, but for section 367, apply) shall be deemed
an acquisition from the foreign issuer or obligor in exchange for its stock or
for its debt obligations.
"SEC. 4913. LIMITATflO
"(a')

ON TAX ON CERTAIN ACQUI ITff

NS,

CERTAIN SURRENbERS, EXTENSION,'RENEWALS, AND EXEROISES.-

"(1) GENERAL RULB.-If stOck or a debt obligation of a foreign issuer or
obligor is acquired by a United States person as the result of- ,
"(A) the surrender t6 the foreign obligor, for cancellation, 'o a debt
obligation of such obliger:
"(B) the extension or renewal of an existing debt obligation re*
quiring affirmative action of the obligee; or
"(O) the exercise of an option or similar right to acquire such stock
or debt obligation (or a right to convert a debt obligation into stock),
then the tax imposed on such acquisition shall not exceed the amount determined under paragraph (2) or (3).
"(2) GENERAL LIMITATION.-Except in cases to which paragraph (3) applies, the tax imposed upon an acquisition described in paragraph (1) shall
be limited to"(A) the amount of tax imposed by section 4911, less
"(B) the amount of tax which would have been imposed under section
4911 if the debt obligation which was surrendered, extended, ori renewed, or the option or right which was exercised, had been acquired
in a transaction subject to such tax immediately before such surrender,
extension, renewal; or exercise.
For purposes of this paragraph, a defaulted debt obligation of the govern.
ment of a foreign country or a political subdivision thereof (Or an agency
or instrumentality of such a government) which has been in default as to
principal for at least 10 yeai-s and which is surrendered in exchange for
another debt obligation of-that government (or agency or instrumentality)
shall be deemed to have an actual value and period remaining to maturity
equal to that of the debt obligation acquired.
"(3)

SPECIAL LIMITATIONS.--

. "(A) CONVERSoON OF DE t OB.IGOAIONS INTO sTOCK.--The tax imposed
upon an acquisition bf stock pursuant to the exercise of a right to convert a debt obligation (as defined in section 4920(a)(1)) into stock
shall be limited to-
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"(i) the amotit of tax which would have beon imposed by section 4011 it the debt obligation, pursuant to section 4020(a) (2) (D),
had been treated as stock at the time of its acquisition by the person
exercising th6 right (or by a decedent from whom such person acquired the right by bequest or inheritance or by reason of such decedent's death), less
"(ii) tho amount of tax paid by the person exercising the right
(or by such decedent) as a result of the acquisition of the convertible
debt obligation,
"(3) EXERcISE or OERTAIN snARnmOLDErts' RIGHT.-The tax imposed
upon an acquisition of stock or a debt obligation of a foreign corporation
by a United States person who is a shareholder of such corporation,
where-"(I) the stock or debt obligation is acquired pursuant to the exercise of an'option or similar right to acquire such stock or debt obligation which was acquired by such person In a distribution by isch
corporation with respect to its stock, and
"(11) such option or right by its terms expires or terminates
within a period not exceeding 00 days from the date so diatribited
to him,
shall be limited to the amount of tax which would have been imposed by
section 4911 if the price paid under such option or right were the actual
value of the stock or debt obligation acquired.
"(0) COsrrArN XUPOiert STooCK oPTroNs.--The tax Imposed upon an
acquisition of stock of a foreign issuer by a United States person pursuant to the exercise of an option or similar right described In section
4014(a) (7) shall be limited to the amount of tax which would have
been imposed under section 4911 if the price paid under such option or
right were the actual value of the stock acquired.
ARS DEEMRD AoquristoNs.-'The tax Imposed
"(b) OCTAIN TRANsrsaER WntHI
upon an acquisition which is deemed to have been made by reason of a transfer
of money or other property to a foreign trust, or a foreign corporation or partnership, as desired In section 4012(b)
) or (2), shall be limited to"(1) the amntunt of tax imposed b section 4011, tess
"(2) the amount of tax paid by the transferor as the result of the transfer
Being otherwise taxable as an acquisition under this chapter.

ASEC. 4914, FXCtlJSION FOR CERTAIN ACQUISttIONS.
"(a) TRANSACTIONS NOT CONSIDERED AcquIITIONs.--The term 'acquisition'
shall not Include"(1) any transfer between a person and his nominee, custodian, or agent;
"(2) any transfer described in section 4348(a) (relating to certain trans, fers by operation of law from decedents, minors, incompetents, financial
institutions, bankrupts, successors, foreign governments and aliens, trustees,
and survivors)
"(8) any transfer by legacy, bequest, or inheritance to a United States
. person, or by gift to a United States person who is an Individual;
"(4) any distribution by a corporation of its stock or debt obligations to
a shareholder with respect to or in exchange for its stock;
, "(5). any exchange to which section 801 applies (or would, but for section
867, apply), where the transferor corporation was a domestic corporation
and was engaged in the active conduct of a trade or business, other than as
a dealer in securities immediately before the date on which the assets involved are transferred to the acquiring corporation;
S"(0) any exercise of a right to convert indebtedness, pursuant to its terms,
Sinto stock, it such indebtedness is treated as stock pursuant to section 4920
r.
(a) (2) (D) ; or
"(7) the grant of a stock option or similar right to a United States person
who is an individual, for any reason connected with his employment by a
corporation, if such option or right (A) is granted by the employer corporation, or its parent or subsidiary corporation, to purchase stock of any of
such corporations, and (1) by its terms is not transferable by such United
SStates person otherwise than by will or the laws of descent and distribution,
Sand is exercisable, during his lifetime, only by him..

;

t

•

.

INTEhET EQUAtlfATION TAX- AOt
"(b) EXCLUDED AoqusrmoN.-The tax imposed by section 4011 shall not
apply to the acquisition"(1) Tnz utNrrP. BTATCS.*-Of stock or debt obligations by an agency or
wholly owned instrumentality of the United States.
"(2) COUIURRCAL BANK LOANS."(A) Of debt obligations by a commercial bank In making loans in
the ordinary course of its commercial banking business.
"(B) Of stock or debt obligations by a commercial bank through
foreclosure, where such stock or debt obligations were held as security
for loans made in the ordinary course of its commercial banking
business.
"(8) ACQUISITIONs REQUIRED UNDER roaXroK LAW.-Of stock or debt obligations by a United States person doing business in a foreign country to
the extent that such acquisitions are reasonably necessary to satisfy minimum requirements rr0iting to holdings of stock or debt obligations of foreign issuers or obligors Imposed by the laws of such foreign country; except
that it any of such requirements relate to the holding of insurance reserves,
the exclusion otherwise allowable under this paragraph with respect to
acquisitions made by such United States person during any calendar year
shall be reduced by the naximtum amount of the exclusion which could be
allowed under subsection (e) with respect to acquisitions made by such
person during that year, or by the amount of the insurance resrves which
must be held in order to satisfy such requirements, whichever is less
"(4) EXPORT ORr.DIT, BTO., TRANAOTIONS.-Of stock or debt obligations
arising from the sale of property or services by United States persons, to
the extent provided in subsection (e).
'"(5) Loats TO ASbURE RAW iAiTMarTAL sovacs.-Of debt obligations by
United States persons in connection with loans made to foreign corporations
to assure raw materials sources, to the extent provided in subsection (d).
"(0)

AcQUSlTIONBs BY INSURANO

COMPANIrE

DOINe BUnINses

IN rOReIGo

oot~Nrats.--Of stock or debt obligations by insurance companies doing business In foreign countries, to the extent provided in' subseettor (e).
aiPT
LABOR, FRATRNA,; AND SIMILAn
*'(T)AoQUIIrrTriON BY CERTAIN TAX-Kxt
ORGANIZATIONS HAVINO FOREIGN BRANOH0ES OIR 0 APTERs.-Of 'stock or debt

obligations by certain tax-exempt United States persons operating in foreign
countries thr6tigh local orghniatlons, to the extent provid6d In subsection (t).
P
'.-t
Tro.,
TaaesOONIoxo'
Oasnrr,
"(e) Erxeowr
"(1) In aKNRAstn--Tho tax imposed by section 4911 shall not'apply to
the acquisition from adforeign ,obligor of a debt obligatton-arislng out of
the sale of tangible personal property or services (or both) to such obligor by
any United States person, If--"(A) payment of such debt obligation Is guaranteed or insured, in
whole or in part, an agency or wholly owned instrumentality of the
United States; or
"(I) the United State person acquiring such debt obligation make
the sale in the ordinary course of his trade or business and not lees than
85 percent of the purchase price Is attributable to the sale of property
manufactured, produced, grown, or extracted In the United Stites,,or to
the performance of services by such United States person (or by one or

more includible corporations In an affllated group, as defined in section
.. .
1504, of which such person Is a member), or to both... .

The term 'services', as used In this paragraph and paragraph (2), shall not
be construed to include functions performed as an underwriter.
tr.xiposed by sec"(2) ALTERNATE RUL FORi PRODUCING EXPORTERM,-ITP
tlon 4011 shall not apply to the acquisition by a UnltelBtates person from
a foreign Issuer or obligor of its stock In payment for, or of a debt obligation
arising out of, the sale of tangible personal prolwrty or services (or both)
to such issuer or obligor, Iitt'
-t
attributable to
,(A) i6ot ess t4lnO0 percent of the purchase prior
,
the sale of property manufactured, produced, grown, or extracted in
the United St8tes by suc. United States peoQn (r.by.ono or more
includlblo corporations In an affliated gro6p, as denied In section 1504,
S of which auch person Isn a memberr, or to.boperformance of pbSvice by
such Un(tod statess person (or by onb or more sucl corporationsa, or to
both, and
.
.
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"(B) not loss than 50 percent of tho purchase price slattributable to
tho sale of prolprty manufactured, produced, grown, or extracted lu
the .United States, or to the performance of services by United States
persons, or to both,
"(3) EXPORT-RELATED tLOxN.-Tho tax Imposed by section 4011 shall not
apply to the acquisition from a foreign obligor by a United States person of
a debt obligation arising out of a loan made to the obligor to increase or
maintain sales of tangible personal property produced, grown, or extracted
in the United States by such United States person (or by one or more includible corporations in an affiliated group, as defined In section 1504, of
which such persou Is a member). but only If the proceeds of the loans will
be used by the obligor for the Installation, maintenance, or improvement of
facilities outside the United States which (during the period the loan is
outstanding) will be used for the storage, handling, transportation, processing, packaging, or servicing of property a substantial portion of which is
tangible wprsonal property produced, grown, or extracted in the United
States by such person (or one or more such corporations).
"(4)

OTHIIFR LANS RELATED TO CERTAIN SALES BY UNITED 8TATF, PERSONS.-

The tax Imposed by section 4011 shall not apply to the acquisition front a
foreign obligor by a United States person of a debt obligation of such obligor
If such debt obligationS "(A) was received by such United States person as all or part of the
purchase price provided in a contract under which the foreign obligor
agrees to purchase for a period of 3 years or more ores or minerals
,
(or derivatives thereof) extracted outside the United State"(1) by such United States person;
"(II) by one or more Includible corporations In an affiliated group
(as defined in section 48(c) (3) (0)) of which such person Is a member; or
"(111) by a corporation at least 10 percent of the total combined
voting power of all classes of stock of which Is owned by such
United States person, it at least 50 percent of such voting power is
owned by United States persons each of whom owns at least 10
percent of such voting power; or
"(B) arises out of a loan (made by such United States person to such
foreign obligor) the proceeds of which will be used by such obligor for
the Installation, maintenance, or Improvement of facilities outside the
United States which (during the period the loans is outstanding) will
be used for the storage, handling, transportation, processing, or servicing
of ores or minerals (or derivatives thereof) a substantial portion of
which is extracted outside the United States by such United States person or by a corporation referred to in clause (11) or (111) of subparaS graph (A).
"(5) Ososs REFERENgC."For loss of exclusion otherwise allowable under this subsection In case of certain
subsequent transfers, see subsection (I).

4*

(d) LOANS To AAstar.RAw MATrAT.8 SOURCES."(1) (IRNERAT, Ri..-The tax Imposed by section 4011 shall not apply
Sto the acquisition by a United States person of a debt obligation arising out
of a loan made by such person to a foreign corporation, If"(A) such foreign corporation extirats or processes ores or minerals
the available deposits of which In the United States are Inadequate to
satisfy the needs of domestic produces;
"(B) United States persons own at the time of such acquisition at
least 50 percent of the total combined voting power of all classes of
stock of such foreign corporation, and
"(0) such loan will be amortized under a contract or contracts in
which persons owning stock of such corporation (Including at least one
of the United States persons referred to in subparagraph (B)) agree
to pay during the period renialning to maturity 6f such obligation, by
purchasing a part of the production of such corporation or otherwise.
a portion of Msch corporation's costs of operation and costs of amortiing
outstanding loans.
"(2) rTAMrrA'TT.--P'h exclusion from tax provided by paragraph (1)
shall apply to the acquistlio of any debt obligation of a foreign corporation only to the extent that-
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"(A) the applicable percentage of (1) the actual value of the debt
obligation acquired, plus (11) the actual value (determined as of the
time of such acquisition) of all other debt obligations representing
loans which were theretofore made to the foreign corporation during
the same calendar year and which are amortizable under contracts of
the type described n paragraph (1) (C), exceeds
"(I1) the actual value of the debt obligations described in subparagraph (A) (11) representing loans made by United States persons, to
the extent that the acquisition of such obligations was excluded from
tax under this subsection.
As used li this paragraph with reslpct to the acquisition of a debt obligation, the term 'applicable percentage' means the lesser of (I) the percentage
of the total combined voting power of all classes of stock of the foreign
corporation which Is owned by United States persons at the time of such
acquisition, or (11) the percentage of the corporation's operating and
amortization costs for the calendar year which all such Unltdd States persons have agreed to pay (as of the time of such acquisition) under contracts of the type described in paragraph (1) (0).
"(e) AcqUISITIONS uY INSURANCE
COUNTRIES.-

COMPANIES DOINO BUSINE88

IN FOREIGN

"(1) IN ORNERAL.-Th tax Imposed by section 4911 shall not apply to the
acquisition of stock or a debt obligation by a United States person which
Is an Insurance company subject to taxation under section 802, 821, or
831, if"(A) such stock or debt obligation is designated (In accordance
with paragraph (3)) as part of a fund of assets established and main*
tained by such insurance company (in accordance with paragraph (2))
with respect to foreign risks insured or reinsured by such company
under contracts (including annuity contracts) which, by their terms,
provide that the proceeds shall be payable only in the currency of a
foreign country; and
"(11) the actual value of all of the assets held in such fund Immediately after the stock or debt obligation has been designated as a
part thereof does not exceed 110 percent of the applicable allowable
reserve determined In accordance with paragraph (4).
As used In this subsection, thei term 'foreign risks' means risks in ionnection with property outside, or liability arising out of activity outside, or
In connection with the lives or health of residents of countries other than,
tie United States.
"(2)

EsTAnLISKMP.ENTr AND

MAINTENANeE

OP FUND OF ASM'r.-Ealch

in1-

surance company which desires to obtain the benefit of exclusions under
this subsection shall (as a condition of entitlement to any such exclusion)

establish and maintain a fund (or funds) of assets in accordance with
this paragraph and paragraph (8). A life Insurance company (as defined
in section 801(a)) shall establish auch a fund of assets separately for
each foreign currency (other than the currency of a country which qualities as a less developed country) in which the proceeds of Its Insurance

contracts are payable and for which
l
insurance reserves are maintained by

such company, and with respect to which It desires to obtain the benefits
of exclusions under this subsection; and the preceding sentence shall be
applied separately to each such fund In determlnivg the company's entitlenent to exclude acquisitions of stock and debt obligations designated as a
part thereof. An Insurance company other than a life Insurance company
(as so defined) shall establish a single fund of assets for all foreign currencies (other than currencies of countries which qualify as less developed
countries at tile time of the Initial designation) in which the proceeds of
its Insurance contracts are payable and for which Insurance reserves are
maintained by such company.
"(8)

DESIGNATION OF A88ET8."(A) INITIAL DES10NATION.-

"(I)

RQUIREMEN

0

INITIAL DEIONATION.-An insurance com*

pany desiring to establish a fund (or funds) of assets under paras
graph (2) shall initially designate, as part or all of such fund
(or funds), stock of foreign issuers, or do obligations of foreign
obligors having a period remaining to maturity of 8 years or more,
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or both, which it owned on December 10, 1963, to the extent that
such stock or debt obligations or both had an actual value as of
S such date not in excess (in the case of any such fund) of 110
Percent of the applicable allowable reserve of such company as
determined in accordance with paragraph (4) (A). The designanation or designations which an insurance company Is required
to make under the preceding sentence shall be made first from
stock and debt obligations which were acquired by such company
on or before July 18, 1963, and shall in no case Include any stock
or debt obligation described in paragraph (1), (2), or (3) of
section 4916(a).
"(ii) TIME AND MANNER OF INITIAL DESIONATION.-Any

initial

designation which an insurance company is required to make under
this subparagraph shall be made on or before the 30th day after
the date of the enactment of this chapter (or at such later time
as the Secretary or his delegate may by regulations prescribe) by
the segregation on the books of such company of the stock or debt
obligations (or both) designated.

'(B) DESIGNATIONSS TO. MAINTAIN FUND.-TO the extent permitted by

S

subparagraph (C), an insurance company may claim an exclusion
under this subsection.with respect to the acquisition of stock or a debt
obligation of a foreign issuer or obligor after December 10, 1063, If
such company designatesfsuch stock or debt obligation as part of a
fund of assets described in paragraph (2) before the expiration of 30
days after the date of such acquisition (and continues to own it until
the time the designation is made); except that any such stock or debt
obligation acquired before the initial designation of assetsto the fund
is actually made as provided in subparagraph (A)(ii) may be designated under this subparagraph at the time of such initial designation
without regard to such 30-day and continued ownership requirements.
"(C) LIMrrATION.-No designation of stock or a debt obligation as
part of a fund of assets shall be made under this paragraph to the
extent that, Immediately thereafter, the actual value of all of the assets
held in such fund would exceed 110 percent of the applicable allowable
reserve determined in accordance with paragraph (4).
"(4)

DETERMINATION OF RESERVES.-

"(A) GENEBAL BULE.-For purposes of this subsection, the term
'allowable reserve' means"(I) in the case of a life insurance company (as defined in
section 801(a)), the items taken into account under section 810(c)
S arising out of contracts of insurance and reinsurance (including
annuity contracts) which relate to foreign risks and the proceeds
of which are payable in a single foreign currency (other than the
currency of a less developed country) ; and
"(1) in the case of an insurance company other than a life
insurance company (as so defined), the amount of its unearned
premiums and unpaid losses which relate to foreign risks insured
or reinsured under contracts providing for payment in foreign
currencies (other than currencies of less developed countries)
and which are taken into account in computing taxable income
under section 832(b) (4) and (5) (for such purpose treating
underwriting income of an insurance company subject to taxation
.under section 821 as taxable income under section 832).
The determination of an allowable reserve of an insurance company
for any .calendar year shall be made as of the close of the previous
calendar year.
"(B) SPECIAL ELECTION WITH RESPBET TO DETERMINATION OF ALLOWABLE
RESERvE.-Notwithstanding the last sentence of subparagraph (A), an
insurance company which has established a fund of assets under this
subsection may elect, in such manner and form as the Secretary or his
Delegate shall by regulations, prescribe and at the time it is required
under section .6076 to file. its return for the period In; which the last
!i:~.
,.day of the-calendar year occurs, to make the determination of the allow:
'able reserve applicable to such fund with respect to such year as of the
,..:: .. close of such jear: .Upon making.such election the company may (if the
allowable reserve as so determined is higher than as determined under
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subparagraph (A)) designate additional stock or'debt obligations (or
both) as part of such fund, so long as the company still owns such stock
or debt obligations at the time of designation and the actual value of
all of the assets held in such fund is not increased to more than 110
percent of the allowable reserve applicable to such fund as determined
under this subparagraph. Any tax paid by such company under section
4911 on the acquisition of the additional stock or debt obligations so
designated shall constitutean overpayment of tax; and, under regulations prescribed by the Secretary or his delegate, credit or refund
(without interest) shall be allowed or made with respect to such overpayIhent.
"(5)

RBEsRV.-An

NONRECOGNITION OF ABRUFICAL INCREASES IN ALLOWABLE

insurance or reinsurance contract which is entered into or acquired by an
insurance company for the principal purpose of artificially Increasing the
amount determined as an allowable reserve as provided in paragraph (4)
shall not be recognized in computing whether an acquisition of stock or a
debt obligation of a foreign issuer or obligor can be excluded tinder this subsection.
"(f) AoqutnstroNs BY CERTAIN TAx-EXEMPT LABOR, FRATERNAL, AND SIMILAR
ORGANIZATIONS HAVING FOREION BRANCHES OR CHAPTEnR.-The tax imposed by
section 4911 shall not apply to the acquisition of stock or debt obligatiopa by.
United States person which ib descrlb6d in section 501(c) Arid exemipt--fr6m
taxation under subtitle A, and which operates in a foreign country through a
:
local organization or organizations, to the extent that"(1) such acquisition results from the investment or reinvestment of
.contributions or membership feespaid in the currency of such country by
individuals who are members of the local organization or organizations, and
"(2) the stock or debt obligations acquired are held exclusively for the
benefit of the members of any of such local organizations.
' "(g)

Loss OF ENTITLEMENT TO EXCLUSION IN CASK oF CERTAIN

SUBSEQUENT

TSANsFaEs.'(1)

..
,.

IN GENERAL.-

"(A) Where an exclusion provided by paragraph (1) (B)1 (2), (3),
or (4) of subsection (c), or the exclusion provided by subsection (d),
has applied with respect to the acquisition of a debt obligation by any
person, but such debt obligation is subsequently transferred, by such
person (before the termination date specified In section 4911(d)) to
a United States person otherwise than"(I) to any agency or wholly-owned instrumentality of the
United States;
i
"(iL) toa commercial, bank acquiring the obligation in the ordinary course of its commercial banking business; or
"(iil) in a transaction described in subsection (a) (1) or (2), or
a transaction (other than a transfer by gift); described in sub-section (a) (8),
then liability for the tax imposed by section 4911 (in an amount determined under subparagraph (D) of this paragraph) 'shall be incurred
by the transferor (with respect to such debt obligation) at the time
of such subsequent transfer.
"(B) Where the exclusion provided by paragraph (2) of subsection
(c)*has applied with respect to the acquisition of stock by any person,
but: suth stock- is subsequently transferred by such,person (before the
termination date specified in section 4911(d)) to a United States,person
otherwise than in a transaction described in subsection '(a) t(1) or (2),
Sor a transaction (other than a transfer by gift) described in subsection
(a) (8), then liability for the taximposd by section 4911 (in an amount
determined under subparagraph (D) of this paragraph), shall be inf curred by the -transferor- (with respect to such stock) at the time of
such subsequent transfer.

:

,

:

.

.

.

:

'(O) Where the exclusion, provided .by, aubsection (t) .has applied
with respect to the acquisition of stock or a debt obligation by any person. but such stock or debt obligation is subsequently transferred by
.such person (before the termination date specified In ection 4911(0) ) to
S any United States person, then liability for the tax.imposed;by tectlon
this
para. ,4911 (Infanfamount determined under subparagraph, (D) of
graph) shall be incurred by thetransferor,(.yth :respect to sch stock or
debt obligation) at the time of such subsequent transfer.
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"(D) In any case where an exclusion provided by paragraph (1) (B),
(2), (8), or (4), of subsection (e) or by subsection *(d) or (f) has
applied, but a subsequent transfer described in -subparagraph (A),
(B), or (0) of this paragraph occurs and liability for the tax imposed
by section 4011 is incurred by the transferor as a result thereof, the
amount of such tax shall be equal to the amount of tax for which the
transferor would have been liable under such section upon his acquisition
of the stock or debt obligation involved if such exclusion had not applied
witl respect to such acquisition.
"(2)

UNITED STATES PERSON TREATED AS FOREIGN PERSON ON DISPOSITION OF

CERTAIN UECURITIES.-For purposes of this chapter, If, after December 10,
1963, a United States person sells or otherwise disposes of stock or a debt
obligation which it-"(A) acquired to satisfy minimum requirements imposed by foreign
law and with respect to which it claimed an exclusion under subsection
(b) (8), or
"(B) designated (or was required to designate) as part of a fund
of assets under subsection (e),
such person shall not, with respect to that stock or debt obligation, be considered a United States person .
"SEC.4915. EXCLUSION FOR DIRECT INVESTMENTS

(a)I GENNERAL.-

"(1) EXCLUDED ACQUIsITIONS.-Except as provided in subsections (c) and
(d) of this section, the tax imposed by section 4911 shall not apply to the
acquisition by a United States person (A) of stock or a debt obligation of
a foreign corporation ifimmediately after the acquisition such person (or
one or more includible corporations in an affiliated group, as defined in section 1504, of which such person is a member) owns (directly or indirectly) 10
percent or more of the total combined voting power of all classes of stock
of such foreign corporation, or (B) of stock or a debt obligation of a foreign
partnership ifimmediately after the acquisition such person owns (directly
or indirectly) 10 percent or more of the profits interest in such foreign
partnership. For purposes of the preceding sentence, stock owned (directly
or indirectly) by or for a foreign'corporation shall be considered as being
owned proportionately by its shareholders, and stock owned (directly or indirectly) by or for a foreign partnership shall be considered as being owned
proportionately by its partners.

*,

"(2)' OVERPAYMENT WITH- RESPECT TO CERTAIN TAXABLE ACQUISITIONS.-The

tax paid under section 4011 on the acquisition of stock of a foreign corporaStion or foreign partnership by a United States person shall (unless this subsection is inapplicable by reason of subsection (c) or (d)), constitute an
.overpayment of tax if such person continuously holds such stock from the
time of its acquisitionto the last day of the calendar year in which the acquisition was made and as of such last day meets the ownership requirement
of paragraph (1). Undel regulations prescribed by the Secretary or his
delegate; credit or refund (without interest) shall be allowed or made with
,respect to such overpayment
"(b)

SPECIAL

RtULE FOR GOVERNMENT-CONTROLLED

ENTERPRISES.-A

United

States person shall be considered to meet the ownership requirement of subsection (a) (1) With respect to a foreign corporation or a foreign partnership if' (1) the government of a foreign country or any political subdivision
thereof, or any agency or instrumentality of such a government, directly or
indirectly through such corporation or partnership or otherwise, restricts to
less than 10 percent-the percentage of the total combined voting power of all
Classes of stock of such corporation, or the percentage of the profits Interest
in such partnership, which may be owned by such United States person;
' (2) such person owns at least 5 percent of the total combined voting
power of so much of such stock, or at least 5 percent' of so much of such
profits Interest, as is not owned by any uch :government,' agency, or instrumentality;
. .
"(8) a trade or business actively'conducted Ih one or more foreign countties by such United Stttes person (or by one or more corporations In an

affiliated group as defined insection 48(c) (8) (0), of which such person is

a member)' Is directly related to the business carried on by such foreign
corporation or fotrigh partnership 'and'
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"(4) such person, and one or more other United States persons each of
which satisfies the conditions set forth in paragraphs (2) and (3), together
meet the ownership requirement of subsection (a) (1).
"(c) EXCEPTION FOR FOREIGN
AVAILED OF FOR TAX AVOIDANCE.-

CORPORATIONS

OB

PARTNERSHIPS

FORMED OR

"(1) IN OENERAL.-The provisions of subsections (a) and (b) shall be
inapplicable in any case where the foreign corporation or foreign partnership is formed or availed of by the United States person for the principal
purpose of acquiring, through such corporation or partnership, an interest
in stock or debt obligations (of one or more other foreign issuers or obligors)
the direct acquisition of which by the United States person would be subject
to the tax imposed by section 4911.
"(2)

COMMERCIAL BANKS,

UNDERWRITERS,

AND REQUIRED HOLDINSO.-For

purposes of this subsection, the acquisition by a United States person of
stock or debt obligations of a foreign corporation or foreign partnership
which acquires stock or debt obligations of foreign issuers or obligors"(A) in making loans in the ordinary course of its business as a commercial bank,
"(B) in the ordinary course of its business of underwriting and distributing securities issued by other persons, or
"(0) to satisfy minimum requirements relating to holdings of stock
or debt obligations of foreign issuers or obligors imposed by the laws of
foreign count-res where such foreign corporation or foreign partnership is doing business,
shall not, by reason of such acquisitions by the foreign corporation or foreign
partnership, be considered an acquisition by the United States person of an
interest in stock or d<bt obligations of foreign issuers or obligors.
"(8) LOSS OF ENTrtLEMENT TO EXCLUSION OF REFUND WHERE FOREIGN CORPORATION OB PARTNERSHIP IS AVAIIED OF FOR TAX AVOIDANCE.-In any case

where"(A) the exclusion provided by subsection (a)(1) has applied with
respect to the acquisition of stock or a debt obligation by a United
States person, or
"(B) a credit or refund of tax under subsection (a) (2) has been received by. a United States person with respect to acquisitions of stock

made during a calendar year,

but the foreign corporation or partnership is availed of by such person
(after the acquisition described in subparagraph (A) is made or the calendar
year described in subparagraph (B) has ended, but before the termination
date specified in section 4911(d)) for the principal purpose described in
paragraph (1) of this subsection, then liability for the tax imposed by section
4911 shall be incurred by such person (with respect to such stock or debt
obligation) at the time the foreign corporation or partnership is so availed
of; and the amount of such tax shall be equal (in a case described in subparagraph (A)) to the amount of tat for which such person would have
been liable under such section upon his acquisition of the stock or debt
obligations involved if such exclusion had not applied to such acquisition,
or (in a case described in subparagraph (B)) to the aggregate amount of
tax for which such person was liable under such section upon his acquisitions of the stock involved.
"(d) ExCEPToI
FOR AcquesTmots MADE WrrH INENT lTo SU. TO UNITED
STATES PERsoNs.-The provisions of subsections (a) and (b) shall be inapplicable
in any case where the acquisition of stock or debt obligations of the foreign corporation or foreign partnership is made with an intent to sell, or to offer to sell
any part of the stock or debt obligations acquired to United States persons.
"SEC. 4916. EXCLUSION FOR INVESTMENTS IN LESS DEVELOPED COUNTRIES.
"(a) GENERAL RULo~-The tax imposed by section 4011 shall not apply to the
acquisition by a United States person of"(1) a debt obligation issued or guaranteed by the government of a less
developed country or a political subdivision thereof, or by an agency or instrumentality of such a government;
"(2) stock or a debt obligation of a less developed country corporation;
or
84-87 O-4----2
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"(3) a debt obligation issued by an individual or partnership resident in
a less developed country in return for property which is used, consumed, or
disposed of wholly within one or more less developed countries.
"(b) LESB DEVELOPED CouNTRY DEFINED.-FOr purposes of this section, the
term 'less developed country' means any foreign country (other than an area
within the Sino-Sovlet bloc) with respect to which, as of the date of an acquisition referred to in subsection (a), there is in effect an Executive order by the
President of the United States designating such country as an economically
less developed country for purposes of the tax imposed by section 4911. For
purposes of the preceding sentence, Executive Order Numbered 11071, dated
December 27, 1962 (designating certain areas as economically less developed
countries for purposes of subparts A and F of part III of subchapter N, and
section 1248 of part IV of subchapter P, of chapter 1), shall be deemed to have
been issued and in effect, for purposes of the tax imposed by section 4911, on
July 18, 1963, and continuously thereafter until there is in effect the Executive
order referred to in the preceding sentence. An oversea territory, department,
province, or possession of any foreign country may be designated as a separate
country.
No designation shall be made under this subsection with respect to any of the
following:
Australia
Luxembourg
Austria
Monaco
Netherlands
Belgium
Canada
New Zealand
Denmark
Norway
Republic of South Africa
France
Germany (Federal Republic)
San Marino
Hong Kong
Spain
Sweden
Italy
Switzerland
Japan
Liechtenstein
United Kingdom.
After the President (under the first sentence of this subsection) has designated
any foreign country as an economically less developed country for purposes of
the tax imposed by section 4911, he shall not terminate such designation (either
by issuing an Executive order for that purpose or by issuing an Executive order
which has the effect of terminating such designation) unless, at least 30 days
before such termination, he has notified the Senate and House of Representatives
of his intention to terminate such designation.
"(c)

LEas DEVELOPED COUNTRY CORPORATION DEFINED.-

"(1) IN OENERAL--For purposes of this section, the term 'less developed
country corporation' means a foreign corporation which for the applicable
periods set forth in paragraph (2)"(A) meets the requirements of section 955(c) (1) or (2); or
"(B) has gross income 80 percent or more of which is derived from
sources within less developed countries, and has assets 80 percent
or more in value of which consists of property described in clauses
(i11), (iv), and (v) of section 955(c) (1) (B);
except that in applying this paragraph the determination of whether
a foreign country is a less developed country shall be made in accordance
with subsection (b) of this section.
"(2) APPLICABLE PERIODS.-The determinations required by subparagraphs (A) and (B) of paragraph (1) shall be made (A) for the annual
accounting period (if any) of the foreign corporation immediately preceding its accounting period in which the acquisition involved is made,
(B) for the annual accounting period of the foreign corporation in which
such acquisition is made, and (C) for the next succeeding annual accounting
period of the foreign corporation.
"(8)

SPECIAL RULES FOR TREATMENT OF CORPORATIONS AS LESS DEVELOPED

COUNTRY CORPORATIONS.-A foreign corporation shall be treated as satistying the definition in paragraph (1) with respect to the acquisition by a
United States person of stock or a debt obligation if"(A) before the acquisition occurs (or, in the case of an acquisition occurring before or within 60 days after the date of the enactment of this chapter, pursuant to application made within such period
following such date as may be prescribed by the Secretary or his
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delegate in regulations), it is established to the satisfaction of the
Secretary or his delegate that such foreign corporation"(I) has met the applicable requirements of paragraph (1)
for the period (if any) referred to in paragraph (2)(A), and
"(ii) may reasonably be expected to satisfy such requirements
for the periods referred to in paragraph (2) (B) and (C); or
"(B) in the case of an acquisition occurring on or before December 10, 1963, the applicable requirements of paragraph (1) are met
for the annual accounting period of the foreign corporation immediately preceding its accounting period in which the acquisition
occurred.
"(4)

TREATMENT OF CORPORATIONS

A8 LV,8 DEVELOPED

COUNTRY CORPORA-

TIONS IN OTHER CASES.-A foreign corporation may also be treated as satisfying the definition in paragraph (1) with respect to the acquisition by a
United States person of stock or a debt obligation (but subject to possible
subsequent liability for tax under subsection (d) (1)), if"(A) such corporation has met the applicable requirements of paragraph (1) for the period (if any) referred to in paragraph (2) (A), and
"(B) such person reasonably believes that such corporation will
satisfy such requirements for the periods referred to in paragraphs
(2) (B) and (0).
"(d) SUBSEQUENT LIABILITY FOR TAX IN CERTAIN OASES."(1)

STOOK AND DEBT OBLIOATION

OF CERTAIN CORPORATIONS.-Where a

foreign corporation is treated under subsection (e) (4) as satisfying
the definition in subsection (c) (1) and the exclusion provided by subsection (a) (2) has applied with respect to the acquisition of stock or a
debt obligation of such corporation by any person, but such corporation
fplls to satisfy the definition contained in subsection (c) (1) for either of
the applicable accounting periods referred to in clauses (B) and (0) of
subsection (c) (2) (and it is not treated under subsection (c) (8) as
satisfying such definition), then liability for the tax Imposed by section
4911 shall be incurred by such person (with respect to such stock or debt
obligation) as of the close of the earliest such applicable accounting period
(ending on or before the termination date specified in section 4911(d))
with respect to which the corporation fails to satisfy such definition; and
the amount of such tax shall be equal to the amount of tax for which such
person would have been liable under such section upon the acquisition of
the stock or debt obligation involved if such exclusion had not applied with
respect to such acquisition.
"(2)

DEBT OBLIOATIONS ISSUED IN RETURN FOR CERTAIN PROPERTY.-Where

the exclusion provided by subsection (a) (3) has applied with respect to
the acquisition by a United States person of a debt obligation issued in
return for property as provided in such subsection, but part or all of such
property is used, consumed, or disposed of (before the termination date
Sspee!fied
in section 5911 (d)) otherwise than wholly within one or more less
developed countries, then liability for the tax imposed by section 4911 shall
be incurred by such person (with respect to such debt obligation) as of
the time such property Is first so used, consumed, or disposed of; and
the amount of such tax shall be equal to the amount of tax for which
such person would have been liable under such section upon the acquisition of the debt obligation involved if such exclusion had not applied
with respect to such acquisition.
"SEC. 4917. EXCLUSION FOR ORIGINAL OR NEW ISSUES WHERE REQUIRED FOR INTERNATIONAL MONETARY STABILITY.
"(a) IN GENERAL.--f the President of the United States shall at any time
determine that the application of the tax imposed by section 4911 will have
such consequences for a foreign country as to imperil or threaten to imperil
the stability of the international monetary system, he may by Executive order
specify that mich tax shall not apply to the acquisition by a United States
person of stock or a debt obligation of the government of such foreign country
or a political subdivision thereof, any agency or instrumentality of any
such government, any corporation, partnership. or trust (other than a company registered under the Tnvestment Company Act of 1940) organized under
the laws of such country or any such subdivision, or any individual resident
therein, to the extent that such stock or debt obligation is acquired as all or
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part of an original or new Issue as to which there is filed such notice of acquisition as the Secretary or his delegate may prescribe by regulations. In the
case of acquisitions made during the period beginning July 19, 1963, and ending
with the date of the enactment of this chapter, the notice of acquisition may
be filed within such period following the date of such enactment as the Secretary or his delegate may prescribe by regulations.
"(b) APPLICArLmrrY OF EXErCUTrvE ORDER.-An Executive order described In
subsection (a) may be applicable to all such original or new Issues or to any
aggregate amount Or classification thereof which shall be stated in such order
and shall apply to acquisitions occurring during such period of time as shall
be stated therein. If the order is applicable to a limited aggregate amount
of such Issues It shall apply (under regulations prescribed by the Secretary
or his delegate) to those acquisitions as to which notice of acquisition was first
filed. provided that in the case of any such notice the acquisition described In
the notice Is made before or within 90 days.after the date of filing.
"(c) ORTOINAL OR NEw IssUE.-For purposes of this section, a debt obligation shall be treated as part of an original or new Issue only If acquired not
later than 60 davs after the date on which Interest begins to accrue on such
obligation, and stock shall be treated as part of an original or new Issue only
when it is acquired from the isluer by the TUited States person claiming
the exclusion.
"SEC. 4918. EXEMPTION FOR PRIOR AMERICAN OWNERSHIP.
"(a) OENERAL RULE.-The tax Imposed by section 4911 shall not apply
to an acquisition of stock or a debt obligation of a foreign issuer or obligor If
It Is established by clear and convincing evidence that the person from whom
such stock or debt obligation was acquired was a United States person throughout the period of his ownership or continuously since July 18, 1963.
"(b) CERTIFICATE OF AMERICAN OWNERSHIP.-or purposes of subsection (a),

a certificate of American ownership received in connection with an acquisition
shall be conclusive proof for purposes of this exemption of prior American
ownership unless the person making such acquisition has actual knowledge that
the certificate Is false in any material respect
"(c) TRADING ON CERTAIN NATIONAL SECURITIES ExcHANoGE.-For purposes of

subsection (a), a written confirmation received from a member or member orgalization of a national securities exchange registered with the Securities and
Exchange Commission stating that an acquisition was made in the regular market on such exchange (and not subject to a special contract) shall be conclusive
proof for purposes of this exemption of prior American ownership (unless the
person making such acquisition has actual knowledge that the confirmation Is
false in any material respect), If such exchange has in effect at the time of the
acquisition rules providing that"(1) any stock or debt obligation, the acquisition of which by any United
States person would be subject to the tax imposed by section 4911 but for the
provisions of this section, shall be sold in the regular market on such exchange (and not subject to a special contact) only if the member or member
organization of such exchange who effects the sale of such stock or debt
obligation as broker has In his possession (A) a certificate of American
ownership with respect to the stock or debt obligation sold, or (B) a blanket
certificate of American ownership with respect to the account for which
such stock or debt obligation Is sold; and
"(2) any member or member organization of such exchange effecting as
broker a purchase of any such stock or debt obligation subject to a special
contract (and hot in the regular market) shall furnih the person making
such an acquisition a written confirmation stating that the acquisition was
made subject to such special contract.
"(d) TRADIN IN TIt OVER-TiHl-COUNTER MARKEr.-For purposes of subsection
(a), a written confirmation fromta'member or member organization of a national
securities association registered with the Securities and Exchange Commission
received In connection with an Acqisitlion made 6thet than on a national .ecurities exchange described In subsectlo (c) shall be conclusive proof for purposes
of'this exemption of prior American ownership, unless the confirmation states
that the acquisition was made from a person who has not executed aind filed
a certifeate of American ownership with respect tO the stock or debt' obligation
sold or A blanket certificate of American ownership with respect to the account
from which'the stock or debt obligation is sold (or'the personri king
sich
acquisition has actual knowledge that the confirmation Is false iri Any material
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respect), if such association has in effect at the time of the acquisition rules
providing that any member or member organization of such association who
effects a sale as broker other than on a national securities exchange of any stock
or debt obligation, the acquisition of which by any United States person would
be subject to the tax imposed by section 4911 but for the provisions of this
section, must"(1) have in his possession (A) a certificate of American ownership with
respect to the stock or debt obligation sold, or (B) a blanket certificate of
American ownership with respect to the account for which such stock or debt
obligation is sold; or
"(2) furnish to the person acquiring such stock or debt obligation written
confirmation stating that the acquisition is from a person who has not
executed and filed a certificate of American ownership with respect to such
stock or debt obligation or a blanket certificate of American ownership with
respect to the account from which such stock or debt obligation is sold.
Any member or member organization of such an association who acquires any
stock or debt obligation for his or its own account other than on a national
securities exchange may treat a blanket certificate of American ownership with
respect to the seller's account as conclusive proof for purposes of this exemption
of prior American ownership, unless such member or member organization has
actual knowledge that such certificate is false in any material respect.
"(e) EXECUTION, FMnN, ANb CONTEqTS OF CERTIFIOATE.-A certificate of Amercan ownership or blanket certificate of American ownership under this section
must be executed and filed in such manner and set forth such information as
the Secretary or his delegate shall prescribe by regulations.
"SEC.4919. SALES BY UNDERWRITERS AND DEALERS TO FOREIGN
PERSONS.
"(a) OBEDIr OR REFUND.--The tax paid under section 4911 on the acquisition of
stock or debt obligations of a foreign issuer or obligor shall constitute an overpayment of tax to the extent that such stock or debt obligations-(1) PRIVATE PLACEMENTS.-Are acquired by an underwriter from the foreign issuer or obligor (or from a person or persons controlling, controlled by,
or under common control with such issuer or obligor) and are sold directly
by the underwriter to persons other than United States persons in transactions not involving a public offering;
"(2) PUBLTO OF'TEINos.-Are acquired by an underwriter for distribution
in connection with a public offering by a foreign issuer or obligor (or a
person or persons controlling, controlled by, or under common control with
such issuer or obligor) and are sold as part of such public offering by the
underwriter (including sales by other United States persons participating in
the distribution of the stock or debt obligations acquired by the underwriter)
to persons other than United States persons; or
"(3) CETAIN DEBT OBLIGATIONS.--Consist of debt obligations acquired by a
dealer in the ordinary course of his business and sold by the dealer to persons
other than United States persons within 90 days after (or, in the case of
short sales, within 90 days before) their acquisition.
Under regulations prescribed by the Secretary or his delegate, credit or refund
(without interest) shall be allowed or made with respect to such overpayment.
"(b) EVIDsENC To SJUPaOT OREDTr OB REFUND.-An underwriter or dealer
claiming credit or refund uder this section shall file with the return required
by section 6011(d) on which credit is claimed, or with the claim for refund, such
information as the Secretary or his delegate may by regulations prescribe.
Credit or refund shall not be allowed with respect to stock or debt obligations
sold by a United States person participating in the distribution of the stock or
debt obligations acquired by an underwriter unless the underwriter establishes
by clear and convincing evidence that such stock or debt obligations were sold
to persons other than United States persons. For purposes of the preceding
sentence, a certificate of sales to foreign persons (executed in such manner by
the United States person making such sales, filed in such manner, and setting
forth such information, as the Secretary or his delegate may by regulations
prescribe) shall be condluslve proof for purposes of the credit or refund that
such sales were made to a person other than a United States person unless the
underwriter relying upon the certificate has actual knowledge that the certificate is fnlse in any material respect. In any case where two or more underwriters form a group for the purpose of purchasing and distributing (through
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resale) stock or debt obligations of a single foreign issuer or obligor, the filing
of a certificate of sales to foreign persons by any one of such underwriters may,
to the extent provided by regulations prescribed by the Secretary or his delegate,
constitute the filing of such certificate for all of such underwriters.
"(c) DEFINITIONS.-For purposes of this section"(1) the term 'underwriter' means any person who has purchased stock or
debt obligations from the issuer or obligor (or from a person controlling, controlled by, or under common control with such issuer or obligor), or from
another underwriter, with a view to the distribution through resale of such
stock or debt obligations; and
"(2) the term 'dealer' means any person who is a member of the National
Association of Securities Dealers and who is regularly engaged, as a merchant, In purchasing stock or debt obligations and selling them to customers
with a view to the gains and profits which may be derived therefrom.
"SEC. 4920. DEFINITIONS.
"(a) IN GENERAL.-For purposes of this chapter"(1) DEBT OBLIGATION."(A) IN OENERAL.-Except as provided in subparagraph (B), the
term 'debt obligation' means"(1) any indebtedness, whether or not represented by a bond,
debenture, note, certificate, or other writing, whether or not secured
by a mortgage, and whether or not bearing interest; and
"(lI) any interest in, or any option or similar right to acquire,
a debt obligation referred to in this subparagraph, whether or not
such interest, option, or right is in writing.
"(B) ExcEPTIONS.-The term 'debt obligation' shall not include any
obligation which"(1) is convertible by its terms Into stock of the obligor, if it is
so convertible only within a period of 5 years or less from the date
on which interest begins to accrue thereon; or
"(II) arises out of the divorce, separate maintenance, or support
of an Individual who Is a United States person.
"(2) STooK.-The term 'stock' means"(A) any stock, share, or other capital interest in a corporation;
"(B) any interest of a partner In a partnership;
"(0) any interest in an investment trust;
"(D) any indebtedness which is convertible by its terms into stock of
the obligor, if it is so convertible only within a period of 5 years or less
from the date on which interest begins to accrue thereon; and
"(1) any interest in, or option or similar right to acquire, any stock
described in this paragraph.
"(3) FOREION ISSUER OR OBLIOOR.-The terms 'foreign issuer', 'foreign obligor', and 'foreign Issuer or obligor' mean any Issuer of stock or obligor
of a debt obligation, as the case may be, which Is"(A) (1) an international organization of which the United States is
not a member,
"(ii) the government of a foreign country or any political subdivision
thereof, or an agency or instrumentality of such a government,
"(1)
a corporation, partnership, or estate or trust which is not a
United States person as defined in paragraph (4); or
"(iv) a nonresident alien individual;
"(B) a domestic corporation which, as of July 18, 1063, was a man.
agement company registered under the Investment Company Act of
1940 If"(I) at least 80 percent of the value of the stock and debt oblitations owned by such corporation on July 18, 1963, and at least 80
percent of the value of the stock and debt obligations owned by
such corporation at the end of every calendar quarter thereafter
(through the quarter preceding the quarter in which the acquisition
Involved is made), consists of stock or debt obligations of foreign
issuers or obligors and other debt obligations having an original
maturity of 00 days or less;
"(II) such corporation elects to be treated as a foreign issuer or
obligor for purposes of this chapter; and
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"(11) such corporation does not materially Increase its assetA
during the period from July 18, 1963, to the date of such election
through borrowing or through issuance or sale of its stock otherr
than stock issued or sold on or before September 16, 1903, as part
of a public offering with respect to which a registration statement
was first filed with the Securities and Exchange Commission on
July 18, 1903, or within 00 days before that date).
The election under clause (il) shall be made on or before the 00th day
after the date of the enactment of this chapter under regulations prescribed by the Secretary or his delegate. Such election shall be effective as of the date specified by the corporation, but not later than the
date on which such election is made, and shall remain In effect until
revoked. If, at the close of any succeeding calendar quarter, the
company ceases to meet the requirement of clause (1), the election shall
thereupon (with respect to quarters after such calendar quarter) be
deemed revoked. When an election is revoked no further election may
be made. If the assets of a foreign corporation are acquired by a
domestic corporation in a reorganization described in subparagraph (D)
or (F) of section 868(a)(1), the two corporations shall be considered
a single domestic corporation for purposes of this subparagraph.
A foreign corporation (other than a company registered under the Investment Company Act of 1940) shall not be considered a foreign issuer with respect to any class of its stock which is traded on one or more national
securities exchanges registered with the Securities and Exchnnge Commission, if the trading on such national securities exchanges constituted the
principal market for such class of stock during the calendar year 1062
and if, as of the latest record date before July 19, 1968, more than 50
percent of such class of stock was held of record by United States persons.
"(4) UNITED STATES PRsoN.--The term 'United States person' means"(A) a citizen or resident of the United States,
"(B) a domestic partnership,
"(0) a domestic corporation, other than a corporation described
in paragraph (8) (B),
"(D) an agency or wholly-owned instrumentality of the United States,
"(E) a State or political subdivision, or any agency or instrumentality thereof, and
"(F) any estate or trust"(1) the income of which from sources without the United States
Is includible in gross income under subtitle A (or would be so In.
cludible if not exempt from tax under section 501(a), section
521(a), or section 521(a), or section 584(b)), or
"(I) which Is situated in the Commonwealth of Puerto Rico or
a possession of the United States.
"(0) DOMESTIC CORPORATION; DOMESTIC PARTNrNE.SIP.-The terms 'domestic
corporation' and 'domestic partnership' mean, respectively, a corporation or
partnership created or organized in the United States or under the laws of
the United States or of any State.
"(6) UNITED STATES; STATs.-The term 'United States' when used in a
geographical sense includes the States, the District of Columbia, the Commonwealth of Puerto Rico, and the possessions of the United States; and
the term 'State' includes the District of Columbia, the Commonwealth of
Puerto Rico, and the possessions of the United States.
"(7) PERIOD REMAINING TO MATURITY.-

"(A) IN oENERAL.-Subject to the modifications set forth in subparagraph (B), the period remaining to maturity of a debt obligation
shall be that period beginning on the date of its acquisition and ending
on the fixed or determinable date when, according to its terms, the
payment of principal becomes due.
"(B) MoDWVoAt-oNs.-The period remaining to maturity"(I) of any interest in, or any option or similar right to acquire,
any debt obligation shall be the period remaining to maturity of
that debt obligation at the time of the acquisition of such interest,
option, or right;
"(ll) of any debt obligation which sl renewable without affrmative action by the obligee, or of any interest in or option or similar
right to acquire such a debt obligation, shall end on the last day
of the final renewable period;

INTEREST EQUALIZATION TAX ACT i

18

"(Ill) of any debt obligation which has no fixed or determinahle
date when the payment of principal becomes due shall be considered to be 28% years;
"(iv) of any debt obligation which is payable on demand shall
be considered to be less than 8 years; and
"(v) of a debt obligation which is subject to retirement before
Its maturity through operation of a mandatory sinking fund shall
be determined under regulations prescribed by the Secretary or his
delegate.
"(b) Ooss REFmENCE."For definition of 'acquislton', see section 4*12."

(b) TroiNICAL AMENDMBNT.-The table of chapters for subtitle D is amended
by adding at the end thereof the following item:
"Chapter 41. Interest equalliatlon tax."
vE DATE(c) ErwP
(1) GENEAL RULa.--Except as provided by paragraphs (2), (8), (4),
(5), (6), and (7), the amendments made by this section shall apply with
respect to acquisitions of stock and debt obligations made after July 18,
1963.
(2) PREEXISTING COMMITMENTs.-Such amendments shall not apply to an
acquisition(A) made pursuant to an obligation to acquire which on July 18,
1963(I) was unconditional, or
(I) was subject only to conditions contained in a formal contract under which partial performance had occurred;
(B) as to which on or before July 18, 1963, the acquiring United
States person (or, in a case where 2 or more United States persons are
making acquisitions as.part of a single transaction, a majority in interest of such persons) had taken every action to signify approval of
the acquisition under the procedures ordinarily employed by such person (or persons) in similar transactions and had sent or deposited for
delivery to the foreign issuer or obligor written evidence of such approval In the form of a commitment letter, memorandum of terms, or
other signed document setting forth the principal terms of such acquisition, subject only to the execution of formal documents evidencing the
acquisition and to customary closing conditions; or
(C) which would be excluded from tax under section 4015 of the
Internal Revenue Code of 1954 but for the provisions of subsection (c)
thereof, if (1) on or before July 18, 1963, the acquiring United States
person applied for and received from a foreign government (or an
agency or instrumentality thereof) authbrilation to make such acquisition and approval of the amount thereof, and (11) such authorization was required in order for such acquisition to be made.
(3) PUBLIO OFERINO.-Snuch amendments shall not apply to an acqulsltion made on or before September 10, 1063, if(A) a registration statement (within the meaning of the Securities
Act of 1933) was In effect with respect to the stock or debt obligation
acquired at the time of its acquisition
(B) the registration statement was first filed with the Securities and
Exchange Commission on July 18, 1063, or within 90 days before that
date; and
(C) no amendment was filed with the Securities and Exchange Commission after July 18, 1063, and before the acquisition which had the
effect of increasing the number of shares of stock or the aggregate face
amount of the debt obligations covered by the registration statement.
(4)

INVESTMENT OF PROCEEDS OF SUBSCOIPTION OFFERINo.-Such

amend-

ments shall not apply to an acquisition of stock or debt obligations of a
foreign issuer or obligor by a corporation electing under section 4920(a) (8)
(B) of the Internal Revenue Code of 1954 to be treated as a foreign issuer
or obligor 'for purposes of chapter 41 of such Code, to'the extent that the
amount of consideration paid for all such stock and debt obligations does
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not exceed the proceeds received by such corporation from a subscription
offering (completed on or before September 16, 1063) as to which a registration statement was filed with the Securities and Exchange Commission
on July 18, 1963, or within 00 days before that date.
(5) LISTED sECURTIEs.-Such amendments shall not apply to an acquisition made on or before August 16, 1063, If the stock or debt obligation involved was acquired on a national securities exchange registered with the
Securities and Exchange Commission.
(6) OPTIONS AND FORECLOSURES.-Such amendments shall not apply to an
acquisition(A) of stock pursuant to the exercise of an option or similar right
(or a right to convert a debt obligation Into stock), it such option or
right was held on July 18, 1963, by the person making the acquisition or
by a decedent from whom such person acquired the right to exercise such
option or right by bequest or inheritance or by reason of such decedent's
death, or
(B) of stock or debt obligations as a result of a foreclosure by a
creditor pursuant to the terms of an instrument held by such creditor
on July 18, 1963.
(7) DOMEsTIoATION.-Such amendments shall not apply to the acquisition by a doinestic corporation of the assets of a foreign corporation pursuant to a reorganization described in subparagraph (D) or (P) of section
868(a) (1) of the Internal Revenue Code of 1954 if the acquisition occurs
on or before the 180th day after the date of the enactment of this Act and
the foreign corporation was a management company registered under the
Investment Company Act of 1940 from July 18, 1963, until the time of
the acquisition.
(8) MANINo or TEmas.-Terms used in this subsection (except as specifically otherwise provided) shall have the same meaning as when used In
chapter 41 of the Internal Revenue Code of 1954.
SEC. 8. RETURNS.
(a) MAKINO or RETURNs.-Section 6011 (relating to general requirements of
return, statement, or list) is amended by redesignating subsection (d) as subsection (e), and by adding after subsection (c) the following new subsection:
"(d) INTEREST EQUALATION TAX RaTrURw, Dro.- "(1) IN OENERAL.-Bvery person shall make a return for each calendar
quarter during which he Incurs liability for the tax Imposed by section 4911,
or would so incur liability but for the provisions of section 4918 The return
shall, in addition to such other information as the Secretary or his delegate
may by regulations require, include a list of all acquisitions made by such
person during the calendar quarter which are exempt under the provisions
of section 4918, and shall be accompanied by clear and convincing evidence
showing that the acquisitions are so exempt No return or accompanying
evidence shall be required under this paragraph in connection with any acquistio with respect to which a written confirmation, furnished In accordance with the requirements described in section 4018 (e)or (d), Is treated
as conclusive proof of prior American ownership; nor shall any such acquisition be required to be listed in any return made under this paragraph.
"(2) INFORMATION RETURNS OF COMMERCIAL BANK.-Every United States
person (as defined in section 4020(a) (4)) which is a commercial bank shall
file a return with respect to loans and commitments to foreign obligors at
such times, in such manner, and setting forth such Information as the Secretary or his delegate shall by forms and regulations prescribe.
"(8) REPORTING REQUIREMENTS FOR MEMBERS OF EXCHANGES AND ASSOCIATION.-Members of member organizations of national securities exchanges
and national securities associations registered with the Securities and Exchange Commission shall keep such records and file such Information as the
Secretary or his delegate may by regulations prescribe in connection with
sales effected by such members or member organizations as brokers, and
acqusitions made for their own accounts, of stock or debt obligations as to
which a certificate of American ownership or blanket certificate of American
ownership Is executed and filed as described In section 4918(e)."
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(b) T~iME FOR FILo RrTUvNs.-Part V of subchapter A of chapter 61 (relatIng to time for filing returns and other documents) Is amended by adding at the
end thereof the following new section:
"SEC. 6076. TIME FOR FILING INTEREST EQUALIZATION TAX RETURNS.
"Each return made under section 6011(d) (1) (relating to Interest equalization
tax) shall be filed on or before the last day of the first month following the period
for which it is made."
(c) PUBLICIT Or RETURNs.--Section 6103(a) (2) (relating to public record
and inspection) is amended by striking out "and subchapter B of chapter 87" and
Inserting in lieu thereof "subchapter B of chapter 37, and chapter 41".
(d) CLERICAL AMENDMENT.-The table of sections for part V of subchapter A
of chapter 01 Is amended by adding at the end thereof the following:
"See. 6076. Time tor filing Interest equalization tax returns."

(e) FIRST RETURN PERIOD.-Notwithstanding any provision of section 6011
(d) (1) of the Internal Revenue Code of 1054, the first period for which returns
shall be made under such section 0011(d)(1) shall be the period commencing
July 10, 1063, and ending at the close of the calendar quarter In which the enactment of this Act occurs.

SEC. 4. DISALLOWANCE OF DEDUCTION FOR AMOUNT PAID AS INTEREST EQUALIZATION TAX.
Section 263(a) (relating to capital expenditures) is amended by adding at the
end thereof the following new paragraph:
"(8) Any amount paid as tax under section 4011 (relating to imposition
of interest equalization tax) except to the extent that any amount attributable to the amount paid as tax Is included in gross income for the taxable
year."

SEC. 5. PENALTIES.
(a) ASSESSABLE PENALTIxE.-Subehapter B of chapter 68 (relating to assessable penalties) Is amended by adding at the end thereof the following new sections:

"SEC. 6680. FAILURE TO FILE INTEREST EQUALIZATION TAX RETURNS.
"In addition to the penalty Imposed by section 7203 (relating to willful failure
to file return, supply information, or pay tax), any person who is required under
section 6011(d) (1) (relating to interest equalization tax returns) to file a return
for any period in respect of which, by reason of the provisions of section 4018,
he incurs no liability for payment of the tax imposed by section 4911, and who
fails to file such return within the time prescribed by section 6070, shall pay
a penalty of $10 or 5 percent of the amount of tax for which he would Incur
liability for payment under section 4911 but for the provisions of section 4018,
whichever is the greater, for each such failure unless it Is shown that the failure
is due to reasonable cause. The penalty imposed by this section shall not exceed
$1,000 for each failure to file a return.

"SEC. 6681. FALSE EQUALIZATION TAX CERTIFICATES.
"(a) FALSE CERTIFICATE Or AMERICAN OWNERSHIP.-In addition to the criminal penalty imposed by section 7241, any person who willfully executes a certificate of American ownership or blanket certificate of American ownership described in section 4918(e) which contains a misstatement of material fact shall
be liable to a penalty equal to 125 percent of the amount of tax Imposed by section 4911 on the acquisition of the stock or debt obligation involved which, but
for the provisions of section 4018, would be payable by the person acquiring the
stock or debt obligation.
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"(b) LIABILITY OF MEMBERS OF NATIONAL SECURITIES EXCHANGES AND Asso-

S

CIATIoNS.-A member or member organization of a national securities exchange
described in section 4918(c) or a national securities association described in section 4018(d) shall be liable to a penalty equal to 125 percent of the amount of
tax imposed by section 4011 on the acquisition (in a transaction subject to the
rules of such exchange or association as described in section 4918 (c) or (d)) of
stock or a debt obligation which but for the provisions of section 4018, would
be payable by the person acquiring the stock or debt obligation, if such
member"(1) willfully effects the sale of such stock or debt obligation or furnishes a written confirmation with respect to the purchase or sale of such
stock or debt obligation other than In accordance with the requirements
described in section 4918 (c) or (d) ; or
"(2) has actual knowledge that"(A) the certificate of American ownership or the blanket certificate
of American ownership (referred to In section 4018) in his possession
in connection with the sale of such stock or debt obligation is false in
any material respect; or
"(B) the person who executed and filed the blanket certificate of
American ownership in his possession was not a United States person
at the-time of sale.
"(C) FALSE CERTIFICATE OF SALES TO FOREIGN PERSON.--In addition to the
criminal penalty imposed by section 7241, any person who willfully executes a
certificate of sales to foreign persons described in section 4010(b) which contains
a misstatement of material fact shall be liable to a penalty equal to 125 percent of
the amount of the tax imposed by section 4011 on the acquisition of the stock or
debt obligation involved which, but for the provisions of section 4019(b), would
be payable by the underwriter acquiring the stock or debt obligation.
"(d) PENALTY To rBIN LIU OF TAX IN OF.TAIN OAsEs.-Unless the person
acquiring the stock or debt obligation involved had actual knowledge that the
certificate was false in any material respect, the penalty under subsection (a) or
(c) shall be in lieu of any tax on the acquisition of such stock or debt obligation
under section 4911,"
(b) CRIMINAL PENALTY.-Part II of subchapter A of chapter 75 (relating to
penalties applicable to certain taxes) is amended by adding at the end thereof
the following new section:
"SEC. 7241. PENALTY FOR FRAUDULENT EQUALIZATION TAX CERTIFY,
CATES.
"Any person who willfully executes a certificate of American ownership or
blanket certificate of American ownership described in section 4918(e), or a
certificate 6f smiles to foreign persons described in section 4010(b), which Is known
by him to be fraudulent or to be false In any material respect shall be guilty of
a misdemeanor and, upon conviction thereof, shall for each offense be fined not
more than $100, or imprisoned not more than 1 year, or both."
(e)

CLERICAL AMENDMENTS.-

(1) The table of sections for subchapter B of chapter 68 Is amended by
adding at the end thereof the following:
"See. 0880. Failure to file Interest equallgation tax returns.
"Sec. 081, False equalization tax certificates."
(2) The table of sections for part II of subchapter A of chapter 75 Is
amended by adding at the end thereof the following:
"Sec. 7241. Penalty for fraudulent equalization tax certificates."
Passed the House of Representatives March 5, 1064.
RALPH R. ROBERTS,
COerk.
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THE SECRETARY OF THE TREASURY,

Washington D.C., June 1, 1964.

Hon. HARRY FLOOD BYRD

Chairman, Committee on inance,
U.S. Senate, Washington, D.C.
DEAR MR. CHAIRMAN: I am transmitting with this letter a series
of proposed amendments recommended by the Treasury Department
to the proposed interest equalization tax bill (H.R. 8000). This bill
occupies a central position in our total effort to achieve prompt and
lasting improvement in our balance of payments by reducing the
flow of long-term portfolio capital from this country. The purposes
of the bill are achieved through the imposition of a temporary excise
tax on the acquisition from foreigners of foreign stocks or debt obligations with maturities of 3 years or more.
The proposed amendments are fully consistent with the principles
of the bill as passed by the House. The changes embodied in these
amendments are directed at technical problems which have been
raised since House passage of H.R. 8000 and are designed for the most
part to extend or clarify exclusions contained in the House bill, without
at the same time weakening the effectiveness of the proposed legislation.
.'The Treasury Department believes it would be helpful to have
these proposed amendments made public at this time by your committee. Publication of the amendments would enable interested
persons to learn the Treasry's views on the various questions which
have been brought to our attention since House passage of the legislation. This will permit them to focus on the proposed amendments
in framing any comments they may wish to submit in connection
with the bill.
Sincerely yours,
DL
Douns

bDnLoN.
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TO THE INTEREST EQUALIZA-

TION TAX BILL (H.R. 8000) PROPOSED BY THE TREASURY

DEPARTMENT
GENERAL EXPLANATION
The Treasury Department recommends that the interest equalization tax bill (H.R. 8000) be amended in accordance with the proposed changes described in this statement. The bill is designed to
relieve pressure on the balance of payments by bringing the cost of
portfolio capital raised in the U.S. market by foreign persons more
closely into alinement with the costs prevailing in markets in other
industrial countries. This purpose would be achieved by imposing a
temporary tax on acquisitions by Americans of certain foreign securities from foreigners. The suggested amendments are fully consistent
with the intent Of the bill as passed by the House and do not depart
from the basic provisions and framework of that bill.
In general, the changes resolve technical problems which have been
brought to the attention of the Treasury during the period since
House passage of H.R. 8000. Some of the suggested amendments
modify and extend certain exclusions so that the purposes of the bill
may be achieved without unnecessarily impeding use f normal sources
or techniques of financing. Other amendments simply clarify existing
provisions and provide for more effective administration of the proposed tax.
EXPORT PROVtStONS
Amendments are being proposed to expand the export pioVisions
of the bill, in order to give further assurance that the tax does not
interfere with the legitimate export financing of U.S. goods and
services. One proposed change extends the exclusion for stock and
debt obligations arising from the sale of property, produced in the
United States to intangible property (such as patents and copyrights)
as well as tangible property. A second proposed amendment liberalizes the rule permitting an exporter to transfer free of the tax a debt
obligation received in the financing of U.S. exports. Another change
makes clear that the exclusion provided by the bill where payment of
an export loan is guaranteed or insured in whole or in part by the
Export-Import Bank, remains available even if the loan gives rise to
separate obligations.
The suggested amendments propose an extension of the exclusion
contained in the bill for loans made in connection with the sale of
ores or minerals extracted outside the United Stqtes. The categories
of corporations which qualify as extractive companies would be
broadened, and ores or minerals obtained under a .contract entered
iht6 on or before July 18, 1963, would be covered by the provision.
These changes recognize additional situations in whichbU.S. persons
have a substantial economic interest in the extracted ore or mineral.
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INSURANCE COMPANY PROVISIONS

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

Amendments are being proposed which exclude certain types of
acquisitions from tax. The proposed new exclusions include provisions relating to acquisitions of stock and debt obligations in lieu of
payment of foreign tax; purchases of stock in order to obtain the right
to occupy a dwelling; and acquisitions of obligations received in connection with the sale of a wholly owned foreign subsidiary. Acquisitions of these types are due to factors other than the relative return on
capital between the United States and foreign countries. It is also
proposed that the tax not apply to the acquisition of a debt obligation
which is part of the purchase price of real property located in the
United States, if the foreign buyer pays at least 25 percent of the purchase price to the American seller in U.S. dollars. Such a transaction
has a favorable impact on the U.S. balance of payments and the exclusion is fully consistent with the purposes of the legislation.
DIRECT INVESTMENT

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

The amendments propose that the less developed country provisions
be expanded to permit the tax-free acquisition of stock and debt obligations by a U.S. person who is required to reinvest in a less developed
country the payments received under a contract of sale (or indemnification) with the less developed country, resulting from the actual or
threatened expropriation, nationalization, or seizure of the U.S.
person's property in that country. Under such circumstances, the
companies in which the U.S. person is required to invest presumably
would qualify as less developed country corporations, but the conditions under which the investments are required to be made may make
it impossible for the U.S. person to obtain the requisite proof.
Changes are also proposed in the provision defining a "less developed
country corporation" to expand the number of companies which would
qualify under the provision. The amendments are directed primarily
at corporations doing business in less developed countries which may
hold U.S. assets, obligations of individuals resident in less developed
countries, or assets temporarily in foreign bank accounts (other than
in less developed countries).
EXCLUSION FOR NEW ISSUES WHERE REQUIRED FOR INTERNATIONAL
MONETARY STABILITY

One of the suggested amendments inb this section clarifies the definition of what constitutes a new issue of debt obligations for purposes
of this exclusion to make clear that construction loans are eligible to
qualify. The other proposed change is designed to facilitate procedural operation of the exclusion by authorizing the Piesident to
extend the period of time within which an acquisition must be made
after filing of the required notice.
SALES BY UNDERWRITERS AND DEALERS

One of the suggested amendments 'inth provisions of the bill
dealing with transactions by underwriters and dealers perinits a
foreign underwriter participating in'a public offering ii the United
States witir American underwriters to elect to be treated as a U.S.
person for purposes of his participation in the offering. This change
will facilitate uniform pricing of the offering and eliminate return
filing burdens for U.S. purchasers acquiring from the foreign underwriter.
The suggested amendments also permit a dealer to claim a credit
or refund on the sale of debt obligations to foreigners within 9 days
of purchase if the obligations are sold to another dealer who in turn
sells to a foreigner on the date of purchase or the next business day.
This change recognizes certain trading practices in the securities
industry. The amendments also authorize the establishment of procedures by the stock exchanges and the over-the-counter market to
provide a dealer with proof that the security was sold to a foreign
person. Appropriate penalties are provided in the bill if these
procedures are abused.
The proposed changes also permit.a credit if a dealer acquires foreign
stock in the ordinary course of his business and sells the stock on the
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sam&business day to a foreigner. This proposal is designed to permit
dealers to conduct certain types of arbitrage activities without at the
same time weakening the effectiveness of the tax.
LIMITATIONS ON TAX

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

The suggested amendments propose a liberalization of the provisions in the bill exempting certain transactions from the generally
effective date of the tax of July 19, 1963, because of the existence of a
preexisting commitment. They extend the exemption to situations
where application of the tax might involve hardship to the parties
because of the advanced state of negotiations on Jily 18, 1963. An
exemption is also provided if the acquisition was pursuant to a contract of sale to aless developed country entered into on or before
July 18, 1963, if the contract requires reinvestment of the proceeds
in that country.
ORIGINAL ISSUE DISCOUNT

The proposed amendments suggest a change in the provisions of the
Internal Revenue Code dealing with the taxation of the difference
between the issue price of bonds and the stated redemption price at
maturity of such bonds, i.e., "original issue discou-1s." The amendment is designed to prevent the interest equalization tax from creating
adverse income tax consequences in the case of private placements of
bonds.
ADMINISTRATIVE

PROVISIONS

The proposed amendments provide that proof of the exemption
for prior American ownership must be in the form of a certificate of
American ownership or a confirmation received from a member t a
registered exchange or the National Association of Securities Deai,
unless reasonable cause is submitted fo6 the inability to produce such
evidence. This technical change is needed because of other pro-
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visions already contained in the bill which are designed to facilitate
trading in foreign securities. In the overwhelming majority of
purchases of foreign securities, a confirmation will be received by the
American buyer which satisfies the requirements of the bill, and no
return or filing is necessary. However, if no confirmation or certificate is obtained or submitted, a person claiming the exemption for
prior American ownership must file a statement explaining his inability to submit the certificate, together with a summary of the
evidence establishing the exemption.
A second proposed administrative change relates to required
recordkeeping and information filing by members of stock exchanges
and the National Association of Securities Dealers.' The present
bill requires recordkeeping and the filing of information by the seller's
broker in transactions where the exemption for prior American ownership is claimed, since the action of the seller's broker in accepting
a certificate of American ownership results in no tax being due from
the purchaser. The suggested amendments apply recordkeeping and
filing requirements to transactions in which no exemption is available
(and tax is due), since such records and information are essential to
facilitate enforcement of the tax.

4-937 0--64---
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PROPOSED AMENDMENTS AND TECHNICAL EXPLANATION
Section
4913. LIMITATION
ACQUISITIONS
(a)

ON

TAX

ON

CERTAIN

CERTAIN SURRENDERS, EXTENSIONS, RENEWALS, AND EXERCISES.

Page 7, line 7.
(3) SPECIAL LIMITATIONS.
(A)

CONVERSIONS

OF

Page 8, line 19.
DEBT

OBLIGATIONS

INTO

STOCK.

Page 8, line 20.
This subparagraph should be amended to read as follows:
"The tax imposed upon an acquisition of stock
pursuant to the exercise of a right to convert a debt
obligation (as defined in section 4920(a)(1)) into
stock shall be limited to"(i) the amount of tax which would have
been unposed by section 4911 if the debt obligation [pursuant to section 4920(a)(2) (D),J had
been treated as stock at the time of its acquisition by the person exercising the right (or by
a decedent from whom such person acquired
the right by bequest or inheritance or by reason
of such decedent's death), less
"(ii) the amount of tax paid by the person
exercising the right (or by such decedent) as a
result of the acquisition of the convertible debt
obligation or, if such acquisitionwas not subject
to the tax imposed by section 4911, the amount
of tax which wold have been imposed as a result

of such acquisition if such acquisition had been

subject to such tax.
The proposed change is designed to provide consistent treatment
in the bill on the exercise of rights to convert foreign debt obligations
acquired by Americans from other Americans, and to facilitate trading
in these securities among Americans.
Section 4912 (a) of the bill provides that the exercise of the right to
convert a foreign debt obligation which is convertible for at least 5
years after interest begins to accrue is a taxable acquisition of stock
by the person exercising the right. The revised subparagraph will
permit a U.S. holder of such convertibles to offset against the tax
liability arising on conversion any tax which would have been payable if the convertible obligations had been acquired in a transaction
subject to the tax, regardless of whether such a tax was actually paid.
The proposed che.nge removes the distinction which would allow a
credit to U.S. persons acquiring foreign convertibles directly from
the foreign issuer in a private placement, but would deny tho credit
to a purchaser in a public offering, who acquires from the U.S. underwriter and not directly from the foreign issuer. The amendment
will make the credit available to both.
(B) EXERCISE OF CERTAIN SHAREHOLDERS' RIGHTS. Page
9, line 12.
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This subparagraph should be amended to read as follows:
"The tax imposed upon an acquisition of stock
or a debt obligation of a foreign corporation by a
United States person [who is a shareholder of such
corporation], where"(i) the stock or debt obligation is acquired
pursuant to the exercise of an option or similar
right to acquire such stock or debt obligation
which was acquired [by such person by a
shareholder of such corporation in a distribution [by such corporation] with respect to
to its stock, and
"(ii) such option or right [by its terms
expires or terminates within a period not exceeding 90 days from the date so distributed
to him] is exercised within 90 days from the
date of its distribution by such corporation
shall be limited to the amount of tax which would
have been imposed by.section 4911 if the price paid
under such option or right were the actual value of
the stock or debt obligation acquired.
The proposed changes are designed to extend the benefit of using
the exercise price as the tax base to subsequent holders of subscription
rights as well as shareholders, and to permit this limitation to be used
where exercise occurs within 90 days of the distribution, regardless
of any ambiguity in the terms of the offering which might make it
unclear whether the rights offering actually terminated within 90
days 6f issuance.
The balance-of-payments outflow in the case of the exercise of
subscription rights is no greater than the exercise price, whether the
rights are exercised by the original recipient or a subsequent purchaser.
The proposed extension of the use of exercise price as the tax base for
subsequent purchasers is thus consistent with the purposes of the bill,
and removes a possible impediment to the market in such rights.
"(c) Acquisitions by Certain Domestic Corporations and Partnerships. Following page 11, line 3.
This new subsection should provide as follows:
"If stock or a debt obligation of a foreign issuer or obligor is
acquired by a domestic corporation or a domestic partnership
with funds obtained as the result of an acquisitionby a United
states person of stock or a debt obligationof such corporationor
partnershipwhich under section 4912(b) () is deemed an acquisition by such person of stock or a debt obligation of a foreign
issuer or obligor, the tax imposed upon the acquisition by the
domestic corporation or the domestic partnership shall be
limited to"(1) the amount of tax imposed by section 4911, less
"(2) the amount of tax paid by the United States person
from whom the funds were obtained on the acquisition by
such person which under section 491(b)() ) is deemed an
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acquisition of stock or a debt obligation of foreign issuer
or obligor.
This proposed subsection is designed to prevent the imposition
of a double tax on the same transaction, where a foreign borrower
has made use of a domestic corporation or partnership as a conduit
to acquire funds from a U.S. lender.
Under section 4912(b)(3) of the bill, the legal entities of domestic
corporations and partnerships which are formed or availed of for
the principal purpose of channeling funds to foreign borrowers are
disregarded with respect to such transactions, and the U.S. lender
is taxed as if he were acquiring the stock or debt obligation directly
from the foreign issuer or obligor. The present bill could also be
construed to require a second tax to be imposed when the domestic
entity passes the same funds along to the foreign corporation or
partnership in exchange for the latter's debt obligation (or stock).
Such a double tax goes beyond the necessary scope of the bill, and
the proposed amendment will eliminate the possibility of that result.
Section 4914. EXCLUSION FOR CERTAIN ACQUISITIONS
(b) EXCLUDED ACQUISITIONS. Page 12, line 18.
"(4) Acquisitions in lieu of payment of foreign tax. Following
page 14, line 4.
This is a new paragraph of subsection (b); present paragraph (4)
should be renumbered (6).
"Of stock or debt obligations by a United States person
doing business in a foreign country, to the extent such acquisition is made, in conformity with the laws of such
foreign country, as a substitute for the payment of taz to
such foreign country.
This new provision excludes from tax the acquisition of foreign
securities if such securities are purchased in lieu of the payment by a
United States person doing business in a foreign country of tax imposed by that country. Certain foreign countries permit taxpayers
to acquire foreign securities, generally housing bonds, instead of paying certain taxes imposed by the country. This paragraph recognizes
that such a purchase should not be subject to the interest equalization
tax since such an acquisition is not made in response to any interest
rate differential between the United States and the foreign country.
"(6) Acquisitions of stock in cooperative housing corporations.
Following page 14, line 4.
This is a new paragraph (5) of subsection (b).
"Of stock of a foreign corporation which entitles the
holder, solely
reason of his ownership of such stock, to
occupy for dwellng purposes a house, or an apartmentin a
building, owned or leased by such corporation.
This proposed exclusion is designed to permit a U.S. person to
acquire stock in a foreign corporation for the purpose of obtaining the
right to occupy a house, or an apartment in a building, owned or
leased by the corporation. Under the bill as presently drafted such an
acquisition would be subject to the tax unless the U.S. person acquired
a 10 percent or more interest in the foreign corporation. On the other
hand, the tax is not applicable to the rental of an apartment by an
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American living abroad, or to the purchase of a house abroad. The
proposed change provides equivalent treatment to stock in cooperative
housing corporations. The acquisition of stock in a corporation for the
purpose of obtaining a dwelling would normally not be motivated by
an interest rate differential between the United States and foreign
countries.
(c) EXPORT CREDIT, ETO., TRANSACTIONS. Page 15, line 1.
(1) IN GENERAL. Page 15, line 2.
This paragraph should be amended as follows:
"The tax imposed by section 4911 shall not apply to
the acquisition from a foreign obligor of a debt obligation
arising out of the sale of tangible personal property or
services (or both) to such obligor by any United States
person, if" (A) payment of such debt obligation (or of any
related debt obligation arising out of such sale) is
guaranteed or insured, in whole or in part, by an
agency or wholly-owned instrumentality of the
United States; or
"(B)

* * *.

This proposed change makes clear that if payment of part of a loan
is guaranteed or insured by an agency or wholly owned instrumentality
of the United States, such as the Export-Import Bank, that portion of
the loan which is not guaranteed or insured is excluded from the tax.
This is true even if separate debt obligations are given for the guaranteed and nonguaranteed portions of the loan. This exclusion is based
on the fact that the Export-Import Bank guarantees or insures a
portion of a loan only if the entire loan is attributable to the sale of
goods produced in the United States.
(3) Certain interests in intangible personal property. Following
page 16, line 20. This is a new paragraph. Present paragraph
(3) should be renumbered (4).
This new paragraph should read as follows:
"The tax imposed by section 4911 shall not apply to the
aquisition b a United States personfrom aforeign issuer
or obligor of its stock in paymentfor, or of a debt obligation
arisingout of, the sale to such issuer or obligor of"(A) any interest in patents, inventions, models or

designs (whether or not patented), copyrights, secret

processes and formulas, good will, trademarks, trade
brands, franchises, or other like property (or any
combination thereof), or
"(B) any such interest together with services to be
performed in connection with any such interest sold,
ited States person (or by one or more
by suchi
includible corporations in an affiliated group, as
defined in section 1604, of which such person is a
member),
if not less than 86 percent of the purchase price is attrib~uable tothe sale of any interest in property described in

subparagraph(A) which was produced, created, or devel-

oped in te United States by such United States person (or
by one or more such includible corporations), or is attrib-
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table to the sale of any interest in such property so produced, created, or developed and to the performance of

services described in subparagraph(B).

This new provision is designed to provide a U.S. person who is
selling' intangible property, such as know-how, patents, and copyrights, treatment consistent with that already accorded to exporters of
tangible prWerty. Frequently, the sale of intangible property
involves the acquisition by the selling U.S. person of a 10-percent
interest in the foreign purcaser, which would be excluded from tax as
a direct investment. However, there are situations where a 10-percent
interest may not be acquired, particularly where the seller is a small
U.S. company selling to a large foreign corporation. This new
provision would permit a'U.S. seller of intangible property to receive
stock or debt obligations in connection with the sale of property
which he produced, created or developed, or in connection with the
furnishin of services related to the sale of such property.
"(5)

OTIER LOANS RELATED TO SALES .3Y UNITED STATES PER-

SONs. Page 17, line 14.
This paragraph should be amended as follows:
"The tax imposed by section 4911 shall not apply to
the acquisition from a foreign obligor by a United
States person of a debt obligation of such obligor if such
debt obligation"(A) was received by such United States person
as all or part of the purchase price provided in a
contract under which the foreign obhgor agrees to
purchase for a period of 3 years or more ores or
minerals (or derivatives thereof)-(i) extracted outside the United States [(i1)
by such United States person [(ii)] or by one or
more includible corporations in a alffiated
group (as defined in section 48(o)(3) ()) of
which such United States person is a member,

(ii) extracted outside the United Staes by a

corporation at least 10 percent of the total com-

bined voting power of all classes of stock of

which is owned, directly or indirectly, by such
United -Sates person, by one or more such
includible corporations or by domestic corporations which own, direct or indirectly, at least 60

percent of the total combined voting power of all

classes of stock of such United states person, or
(iii) btained under a contract entered nto
on or before July 18, 1968, by such United States
person, by one or more such includible corporations or by such domestic corporations; or
[(ii) by a corporation at least 10 percent of
the total combined votingpower of all classes of
stock of which is owned by such United States
person, if at least 60 percent of such voting
power is owned by United States persons each
of whom owns at least 10 percent of such voting
power; or]
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"(B) arises out of a loan (made by such United
States person to such foreign obligor) the proceeds
of which will be used by such obligor for the installation, maintenance, or improvement of facilities outside the United States which (during the period the
loan is outstanding) will be used for the storage
handling, transportation, processing, or servicing of
ores or minerals (or derivatives thereof) a substantial portion of which is extracted outside the United
States by such United States person or by a corporation referred to in clause C(ii) or (ili) (i) or (ii)
of subparagraph (A) or is obtained under a contract
described in clause (iii)of subparagraph (A).
This proposed change expands the exemption for ores and minerals
extracted and sold outside the United States to include the sale of
those ores and minerals in which the U.S. person has a substantial
economic interest.
This change would permit an exclusion if the ores or minerals being
sold by the U.S. person under a long-term sales contract are extracted
outside the United States by the U.S. person acquiring the debt obligation, an affiliated company, or by a corporation in which the U.S.
person, domestic corporations owning at least 50 percent of the voting
stock of the U.S. person, or an affiliated company holds a direct investment (10 percent of the total voting stock), whether or not U.S.
persons own 80 percent of the total voting stock of the foreign corporation. The proposed change also qualifies ores or minerals obtained
under a contract entered into on or before July 18, 1963, by such U.S.
person, domestic corporations, or an affiliated company, whether or
not the extraction is performed by them. The bill also permits U.S.
persons to acquire debt obligations of foreign obligors tax free if the
proceeds of the loan are to be used by the borrower to install, maintain, or improve facilities for the storage, handling, transportation,
processing, or servicing of ores or minerals extracted outside the
United States which qualify under the proposed standards.
(e) ACQUISITIONS BY INSURANCE COMPANIES DOING BUSINESS IN

FOREIGN COUNTRIES.

Page 21, line 6.

(1) IN GENERAL. Page 21, line 8.
This paragraph should be amended as follows:
"The tax imposed by section 4911 shall not apply to
the acquisition of stock or a debt obligation by a Unted
States person which is an insurance company subject to
taxation under section 802, 821, or 831, if (A)j such
stock or debt obligation is designated (in accordance with
paragraph (3)) as part of a fund of assets established and
maintained by such insurance company (in accordance
with paragraph (2)) with respect to foreign risks insured
or reinsured by such company under contracts (including
annuity contracts) [which, by their terms provide that
the proceeds shall be payable the proceeds of which are
payable only in the currency of a foreign country[, and
(B) the actual value of all of the assets held in such fund
immediately after the stock or debt obligation has been
designated as a part thereof does not exceed 110 percent
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of the applicable allowable reserve determined in
accordance with paragraph (4)]. As used in this subsection, the term "foreign risks" means risks in connection with property outside, or liability arising out of
activity outside, or in connection with the lives or
health of residents of countries other than, the United
States.
The first change in the above provision is designed to makefclear
that an insurance contract qualifies as a policy insuring a foreign
risk if the company is obligated to make payment in a foreign currency,
whether the obligation to make such payment is stated in the policy
itself or is required under the law of the applicable foreign jurisdiction.
The second change eliminates a provision the substance of which is
found elsewhere in the subsection (pars. (3)(A)(i) and (3)(E)(i)).
(3) DESIGNATION OP ASSETS. Page 23, line 8.
(A) INITIAL DESIGNATION. Page 23, line 9.
This subparagraph should be amended as follows:
"(i)

REQUIREMENT OF INITIAL DESIGNATION.

-An insurance company desiring to establish a
fund (or funds) of assets under paragraph (2)
shall initially designate as part or all of such
fund (or funds), stock and debt obligations
owned by it on July 18, 196, as follows: First,
stock o reign issuers, and debt obligations of
foreign obligors having a period remaining to
maturity (on Jtly 18, 1968) of 8 years or more
and payable in foreign currency: second, if the
company so elects, debt obligations of foreign
obligors having a period remaining to maturity
(on July 18, 1968) of les than 8 years and payable inforein currency: and third, debt obligations offoreiqn obligors having a period remaining to maturity (on July 18, 1968) of 8 years or
more and payable solely in United States currency. The designation under the preceding
sentence with respect to any fund shall be made,
in the order set foth, to the extent that the adjusted
basis (within the meaning of section 1011) of the
designated stock and debt obligations was (on
July 18, 1968) not in excess of 110 percent of
the allowable reserve applicable to such fund
(determined in accordance with paragraph (4)
(B)(ii)), and shall in no case include any stock
or debt obligation described in section 416(a).
[of foreign issuers, or debt obligations of
foreign obligrs having a period remaining to
maturity of 3 years or more, or both which it
owned on December 10 1963, to the extent
that such stock or debt obligations or both had
an actual value as of such date not in excess
(in the case of any such fund) of 110 percent
of the applicable allowable reserve of such com-
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pany as determined in accordance with paragraph (4)(A). The designation or designations which an insurance company is required
to make shall be made first from stock and debt
obligations which were acquired by such company on or before July 18, 1963, and shall in
no case include any stock or debt obligations
described in paragraph (1), (2), or (3) of sec-

tion 4916(a).]

"(ii) TIME AND MANNER OF INITIAL DESIONATION.-Any initial designation which an insurance company is required to make under this
subparagraph shall be made on or before the
30th day after the date of the enactment of this
chapter (or at such later time as the Secretary
or his delegate may by regulations prescribe)
by the segregation on the books of such comgany of the stock or debt obligations (or both)
designated.
This revised subparagraph is designed to give insurance companies
doing business in foreign countries a different method of establishing
their funds of assets. Under the method presently provided in the
bill, insurance companies cannot designate debt obligations as part
of the fund as an initial designation unless the obligations were owned
on both July 18 and December 10, 1963. This means that an obligation which was held on July 18, 1963, and which matured before
December 10, 1963 could not be designated as part of the fund.
Moreover, debt obligations with less than 3 years remaining to
maturity cannot be initially designated. This prevents obligations
of less than 3 years maturity payable in foreign currency from being
the subject of an initial designation, despite the fact that they may be
attributable to the foreign business carried on by the insurance
company. These short-term obligations may have originally been
purchased as long-term obligations or as short-term obligations with
the intention by the insurance company of reinvestment in long-term
obligations payable in foreign currency. If these short-term obligations payable in foreign currency cannot be designated as part of the
fund before long-term obligations payable in U.S. currency, the insurance companies would be unable to replace tax free those short-term
obligations which are attributable to their foreign operations.
The proposed subparagraph provides an alternative method of
establishing the fund of assets. The order of designation is as follows:
(1) Stock and long-torm debt obligations payable in foreign currency;
(2) at the election of the company, short-term obligations payable
in foreign currency; and (3) long-term debt obligations payable in
U.S. currency. Ownership on December 10, 1963, is not required
since inclusion of this date is not necessary for effective operation of
this provision as amended.
This subparagraph also includes a change directed at the valuation
of assets in the fund. Under the present provision in the bill, an insurance company would be required to ascertain the fair market value
of its fund of assets, including appraisals of mortgages and private
placements, at the time of each new aquuistion of stock or debt obligations, to determine if the new acquisition could be designated as part
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of the fund without exceeding the fund's 110-percent limit. In order
to eliminate the necessity of frequent revaluations of the fund's assets
and to simplify Government audit procedures, the proposed change
permits valuation of the fund of assets in terms of the adjusted basis
of the securities held. This is also the value used for purposes of
determining gain on sale or other disposition of securities under the
applicable provisions of the Internal Revenue Code relating to income
tax treatment of insurance companies.

(B) CURRENT

DBSIONATIONS

TO MAINTAIN

FUND.

Page

24, line 17.
This subparagraph should be amended as follows:
"To the extent permitted by subparagraph
[(0)] (E), stock of a foreign issuer or a debt obligation of a foreign obltgor acquired by an insurance
company after July 18, 1968, may be designated as
part of fund of assets described in paragraph(2), if
such designationn is made before the expiration of 80
days after the date of such acquisition and the company continues to own the stock or debt obligationuntil
the time the designationis made; [an insurance company may claim an exclusion under this subsection
with respect to the acquisition of stock or a debt
obligation of a foreign issuer or obligor after Decem10 1963, if such company designates such stock or
debt obligation as part of a fund of assets described in
paragraph (2) before the expiration of 30 days after
the date of.such acquisition (and continues to own
it until the time the designation is made);l except
that any such stock or debt obligation acquired before
the initial designation of assets to the fund is actually made as provided in subparagraph (A)(ii) may
be designated under this subparagraph at the time
of such initial designation without regard to such
30-day period and continued ownership requirements.
The changes in this subparagraph are intended to conform the
provision with the amendments proposed in subparagraph (A).
(0) Additional designations after close of year. Page 25,
line 9.
This is a new subparagraph (C); present subparagraph (C) is
deleted.

"If the adjusted basis of the assets held in afund of

assets described in paragraph () at the close of a ca

endar year after 1968 is lss than 110 percent of the
allowable reserve applicable to suchfund at the chose of
such year, the insurance company may, to the extent

permitted b subparagraph ()

esignte additional

stock cr debt obligations (or both which were acquired
during such calendar year as a part of such fund, so

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

gatons at the tme of designation. Any designation

under this subparagraphshall be made on or before
January 81 following the close of the calendar year.

I
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Any tax paid by such company under section 4911
on the acquisitionof the additionalstock or debt obligations so designated shall constitute an overpayment of
tax: and, under regulationsprescribedby the Secretary
or his delegate, credit or refund (without interest) shall
be allowed or made with respect to such overpayment.
This now subparagraph embodies the procedure now contained
in paragraph (4)(B) of this subsection. This procedure permits
an insurance company to designate stock and debt obligations as
part of a fund of assets if the securities were acquired during the
calendar year (and are held at the end of the year) and if the adjusted
basis of the assets in the fund at the end of the yoar is less than 110
percent of the allowable reserve applicable to the fund. The securities
may be designated up to the 110-percent limit. A credit or refund
is available as to any tax which was paid on stocks or debt obligations
which are so designated.
(D) Supplemental requireddesignations.
This is a new subparagraph (D) following new subparagraph (C)
added following lire 8 on page 25.
If during any calendaryear an insurance company
acquires stock or debt obligations which are excluded
from the tax imposed by section 4911 under an
Executive order described in section 4917, and if

at the close of th calendaryear (and after the design
tion of additional assets under subparagraaph (

allassets in a fund described
the adjusted basis o
t less than 110 percent of the
in paragraph ()
allowable reserve applicable to such fund, such
company shall, to the extent permitted by subparachfund stock and debt
graph (, designateas parto
obltons acquired by it durin the calendar year

and owned by it at the close of the calendar year,

as follows: Frst, stock, and debt obligations having
a period remaining to maturity (on the date of
acquisition)of 8 years or more and payable in foreign
.currency, which were excluded from the tax imposed
section 4911 under such Executive order; second,
if the company so elects, debt obligations of foreign
obligors having a period remaining to maturity (on
the date of acquisition) of less than 8 years and
payable in foreign currency; and third, debt obligations
having a period remaining to maturity (on the
date of acquisition) of 8 years or more and payable
solely in United States currency, which were excluded
from the tax imposed by section 4911 under such
Executive order. The designations under this subpapagraph shall be made on or before January 81
following the close of the calendar year.
This new subparagraph establishes an ordering process for designating securities at the close of a calendar year if the fund of assets is
not up to its 110-percent limit. The purpose of this provision is to
prevent creation of a gap in the fund of assets which could defeat the
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purposes underlying the imposition of a limit on the proposed exclusion
for new issues provided in section 4917, if it were found necessary to
impose such a limit. This gap could develop while the new issue
exclusion was unlimited, if the insurance companies were not required
to designate as part of the fund those securities which were excluded
from tax under this new issue exclusion. If the President at a later
time found it necessary to impose a limitation on this exclusion, insurance companies would then have room in their funds of assets
to continue to buy new issues at a substantial rate. The proposed
change prevents this result by requiring the designation at the end
of the calendar year (if the fund is not full) of stock and long-term
debt obligations (payable in foreign currency) which were originally
excluded from tax during the calendar year under the new issue
exemption; short-term debt obligations (payable in foreigar currency),
at the election of the company; and long-term debt obligations
(payable in U.S. currency) which were originally excluded from tax
duringg the calendar year under the new issue exemption.
(E) Limitations. Following new subparagraphs (C) and
(D) added following line 8 on page 25.
This is a new subparagraph (E).
"(i) IN
N ONRAL.-No designation of stock
or a debt obligation as a part o a fund of assets
described in paragraph (8) shall be mae under
subparagraph(B), (0), or (D), to the extent that
immediately thereafter, the adjusted basis of al
the assets held in such fund would exceed 110 percent of the applicable allowable reserve (determined in accordance with paragraph(4) (B)(i)).
"(ii) TREATrlANfr OF

EXCESS DeSIOVATIONS.-

To the extent that the adjusted basis of any stock

or debt obligation designated as a part of a fund
under subparagraph (B) during any calendar
year, when added to the adjusted basis of all other
assets held in such fund at the close of such
calendaryear, exceeds 110 percent of the allowable
reserve applicable to such fund for such calendar
year, the designation of such stock or debt obliga-

tion shall, for purposes of this subsection, be
treated as ineffective, and the provisions of this
chapter shall apply with respect to the acquisition
of such stock or debt obligation as if such designation had not been made.
"(iii) SIIORT-TER

OBLIGATION.-No desig-

nation may be made under subparagraph(B) or
(0) of any debt obligation which has a period
remaining to maturity (on the date acquired) of
less than 3 years.
Clause (i) of this subparagraph states the general principle that
no designation of stock or debt obligations may be made if the designation causes the adjusted basis of the assets in the fund to exceed 110
percent of the allowable reserve applicable to the fund. A comparable
provision now appears in the bill as (3)(0).
Clause (ii) of this subparagraph permits an insurance company to
estimate the increase in its allowable reserve during a particular
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calendar year. As the bill is presentl drafted, an insurance company
whose fund of assets is completely lled must pay the tax on acquisitions even though its foreign business may increase during the calendar
year so as to permit designation of the securities at the end of the
year. Under present procedure, the company is required to pay the
tax, and at the end of the year, apply for a credit or refund based upon
the actual increase in its reserve. The proposed change permits a
company to designate securities as part of a fund of assets based upon
its estimate of the allowable reserve applicable to the fund at the end
of the year. If the adjusted basis of the stock or debt obligations
designated as part of the fund during the year, together with all other
assets held in the fund at the end of the year, is less than 110 percent
of the allowable reserve applicable to the fund, no tax is due. If,
however, the adjusted basis of these assets exceeds 110 percent,
designations in excess of that figure are treated as ineffective, and the
company must pay the tax plus any interest which may be due on the
acquisitions which were the subject of ineffective designations.
Clause (iii) of this subparagraph is designed to prohibit maintenance designations of short-term obligations during the calendar
year. The acquisition of these obligations is not subject to the tax,
and such maintenance designations could be utilized by insurance
companies as a method of avoiding the impact of a limitation which
might be placed on the exclusion provided in section 4917 for issues
orginating in a country where app cation of the tax to that country
imperils or threatens to imperil the stability of the international
monetary system (new issue exclusion). In anticipation of the establishment of such a limit, insurance companies could fill their funds
with short-term obligations and, after a limit were imposed replace
them with new long-term obligations tax free. This would have the
effect of frustrating the purposes of the limit. Under proposed subparagraph (D), at the close of the calendar year, short-term obligations
may be designated after new long-term obligations payable in foreign
currency which were excluded from tax under section 4917.
(4) DETERMINATION OF RESERVES. Page 25, line 16.
This paragraph should be amended as follows:
"(A) GENERAL RULE.-For purposes of this sub-

section, the term 'allowable reserve' means"(i) in the case of a life insurance company
(as defined in section 801(a)) the items taken
into account under section 81 (c) arising out of
contracts of insurance and reinsurance (including annuity contracts) which relate to foreign
risks and the proceeds of which are payable in
a single foreign currency (other than the currency of a less developed country); and
"(ii) in the case of an insurance company
other than a life insurance company (as so
defined), the amount of its unearned premiums
(under section 83(b)(4)) and unpaid losses
(undersection 8 (6b)(6)) which relate to foreign
risks insured or reinsured under contracts providing for payment in foreign currencies (other
than currencies of less developed countries)
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and which are taken into account in computing
taxable income under section 832[(b) (4) and
(5)3 (for such purpose treating underwriting
income of an insurance company subject to taxation under section 821 as taxable income under
section 832).
The determination of an allowable reserve of an
insurance company for any calendar year shall be
made as of the close of the previous calendar year.]
"(B) TIMr OF DETBRMINATION."(i) IN oaNERAL.-For purposes of para-

graph (8) (other than subparagraph (A) of such

paragraph), the determination of a

allwable

reservefor any calendar year shaU be made as of
the cose of uch year.
"(ii) INITIAL

DBSIONATION.-For purposes

of paragraph (8)(A) the determination ofan al-

lowable reserve shall be made as of July 18, 1968.
If the insurancecompany so elects the determination under this clause may be m e by computing
the mean of the allowable reserve at the beginning
and at the close of the calendar year 1968.
Present subparagraph (B) is deleted.

The changes proposed in subparagraphs (A) and (B)(i) of this

paragraph make clear that the determination of an allowable reserve
for a fund of assets for any calendar year shall be made at the end of
that year. Under the present bill, the reserve as of the close of the

previous calendar year is used, although the company may elect to
use the figure as of the close of the current year. This change recognizes that the reserve figure which should govern is the figure at the
end of the current calendar year, which would reflect any increase in
business during the year.
The amendment suggested in (B)(ii) of this paragraph establishes
a new method'for determining allowable reserve for the year 1963.
Under this proposal, the determination of allowable reserve shall
be made as of July 18, 1963 (the date on which securities which are
initially designated must be owned). In the alternative, a company
may compute the mean of its reserve at the beginning and the close
of 1963. This figure, which can be readily ascertained, approximates
the actual reserve figure on July 18, 1963. (The substance of present
par. (4)(B) is now embodied in par. (3)(0).)
(g) SALB OR LIQUIDATION OF WHOLLY OWNED FOREIGN SUBSIDIARY.

Page 2 8 t line 23.
This is a new subsection (g). A revised subsection (g) appears
below as subsection (i).
"(1) IN osNERAL.-The tax imposed by section 4911
shall not apply to the acquisitionby a United States person
of a debt obligationof a oregn obligor if the debt obligation
is acquired"(A) in connection with the sale by such United
States person (or by one or more incredible corporations in an affiliated group, as defined in section
48(c)(8)(0), of which such United States person is a
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member) of all of the outstanding stock, except for

qualifyin shares, of aforeign corporation;or

"(B) in connection with the liquidation by such

United States person (or by one or more such includible

corporations) of a foreign corporation all of the outstanding stock of which, except for qualifying shares,
is owned by such United States person (or by one or
more such inaudible corporations), but only if such
debt obligation had been received by such foreign cor-

poration as part or all of the purchase price in a sale
of substantially all of its assets.
"(2) LttrATIoN.-Paragraph (1) shall not apply to

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

MORTooaES, ETC.

DEBT

OBLIGATIONS

SoEURED

BY

UNITED

STATrr

Following page 31, line 25.

This is a new subsection (h) of section 4914.
_"(1) Ix GENERA.-The tax imposed by section 4911
shall not apply to the acquisitionfrom aforeign obligor by
a United Skaes person of a debt obligation of such foreign
obligor which is secured by real property located in the
United States, to the extent"(A) the debt obligation is a part of the purchase
price of such real property (or of such real property
and related personal property), or
"(B) the debt obligation arses out of a loan made
by such United States person to the foreign obligor the
proceeds of which are concurrently used as part of the
purchase price of such real property or of such real

property and related personal property).

"(2) LIMrTArIoN.-Paragraph (1) shall apply to the
acquisition of a debt obligation only if-

"(A) the owner of the property sold is a United
States person, and
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"(B) at least 25 percent of the purchase price of
the property sold is, at the time of such sale, paid in
United States currency to such United States person by
the foreign obligorfromfunds not obtained from United
States persons for the purpose of purchasing such
property.
"(3) RELATED PERSONAL PROPERrY.-For purposes
of paragraph (1), the term 'related personal property'
means tangible personal property which is sold in connection with the sale of real property for use in the operation of such real property.
This provision is designed to prevent application of the tax in
the case of a loan secured by real property located in the United
States to finance the purchase of such real property by a foreigner
involving a large cash downpayment (at least 25 percent of the sales
price) to the U.S. seller. A transaction of this type has a favorable
effect on our balance of payments, and would not have occurred if
the financing were not available. Since the obligation is secured by
U.S. real estate, there is no risk that the property involved will not
remain in the United States, as would be the- case with respect to
personal property.
(i) Loss OF ENTITLEMENT TO EXCLUSION IN CASE OF CERTAIN SUB-

Following new subsection (L) added following
line 25 on page 31.
This is a revised subsection (g).
SEQUENT TRANSFERS.

"(1)

IN GENERAL.-

"(A) Where an exclusion provided by paragraph
(1)(B), (2), (3), [or] (4), or (6) of subsection (c), or
the exclusion provided by subsection (d) has applied with respect to the acquisition of a debt obligation by any person, but such debt obligation is
subsequently transferred by such person (before the
termination date specified in section 4911(d)) to a
United States person otherwise than"(i) to any agency or wholly-owned instrumentality of the United States;
"(ii) to a commercial bank acquiring the obligation in the ordinary course of its commercial
banking business; [or]
"(ii) in the case of an exclusion provided by
paragraph (1)(B), (2), or (3) of subsection (c),
to any transferee where the extension of credit
by such person and the acquisition of the debt
obligation related thereto were reasonably necessary to accomplish the sale of property or services
out of which the debt obligation arose, and the
terms of the debt obligation are not unreasonable
in light of credit practicesin the business in which
such person is engaged; or
"[(iii)] (it) in a transaction described in
subsection (a)(1) or (2), or a transaction (other
than a transfer by gift) described in subsection
(a)(3),
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then liability for the tax imposed by section 4911
(in an amount determined under subparagraph (D)
of this paragraph) shall be incurred by the transferor
(with respect to such debt obligation) at the time
of such subsequent transfer.
"(B) Where the exclusion provided by paragraphs (2) and (S) of subsection (c) has applied
with respect to the acquisition of stock by any
person, but such stock is subsequently transferred
by such person (before the termination date specified in section 4911(d)) to a United States person
otherwise than in a transaction described in subsection (a)(l) or (2), or a transaction (other than a
transfer by gift) described in subsection (a)(3),
then liability for the tax imposed by section 4911
(in an amount determined under subparagraph (D)
of this paragraph) shall be incurred by the transferor
(with respect to such stock) at the time of such
subsequent transfer.
The proposed change in subparagraph (A) liberalizes the provisions
applicable to the transferability of debt obligations received by an
exporter so as not to interfere with the legitimate export financing
of U.S. companies. The bill now provides that export paper may be
transferred only to an agency or wholly-owned instrumentality of the
United States, a commercial bank in the ordinary course of its commercial banking business or by operation of law. This proposal permits transfer to other U.S. persons, provided the original extension of
credit by the exporter was reasonably necessary to accomplish the
export, and the terms of the debt obligation are not unreasonable in
light of credit practices in the exporter's business.
The proposed change in subparagraph (B) applies the restrictions
applicable to the transfer of stock received in connection with the
export financing of tangible personal property to intangible personal
property, in accordance with new section 4914(c)(3).
Section 4915. EXCLUSION FOR DIRECT INVESTMENTS
(a) IN OBNERAL.

Page 32, line 2.

(1) EXCLUDED ACQUISITIONS.

Page 32, line 3.

This paragraph should be amended to read as follows:
"Except as provided in subsections (c) and (d) of this
section, the tax imposed by section 4911 shall not apply
to the acquisition by a United States person (A) of stock
or a debt obligation of a foreign corporation or of a debt
obligationfrom a foreign corporation which received such
obligation in the ordinary course of its trade or business
as a result of the sale or rental of products manufactured or
assembled by it or of the performance of services by it, if
immediately after the acquisition such person (or one or
more includible corporations in an affiliated group, as defined in section 1504, of which such person is a member)
owns (directly or indirectly) 10 percent or more of the total'combined voting power of all classes of stock of such
foreign corporation, or (B) of stock or a debt obligation
of a foreign partnership if immediately after the acqui34-037 0-4----4
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sition such person owns (directly or indirectly) 10
percent or more of the profits interest in such foreign
partnership. * * *
This proposed change extends the direct investment exclusion to the
acquisition by a U.S. corporation of installment receivables acquired
by its subsidiary in connection with the sale or rental of products
manufactured or assembled by the subsidiary or the performance of
services by the subsidiary.
Under the bill as presently drafted a U.S. corporation can lend funds
to a foreign subsidiary and acquire a debt obligation in return tax
free. In certain instances, the U.S. corporation may be restricted
by trust indentures or other agreements in its ability to lend to a
subsidiary. If this is the case the U.S. corporation may be permitted
under the trust indenture to finance its subsidiaries by acquiring the
installment receivables received by the subsidiaries in the ordinary
course of conducting their business. The proposed amendment recognizes this practice as an alternative to a direct investment and
excludes acquisition of the receivables from the tax.
(2) OVERPAYMENT WITH RESPECT TO CERTAIN TAXABLE ACQUISI-

Paga 32, line 23.
This paragraph should be amended to read as follows:
"The tax paid under section 4911 on the acquisition
by a United States person of stock or a debt obligation of
a foreign corporation or foreign partnership, or a debt
obligation from a foreign corporation which received such
obligation in the ordinary course oj its trade or business
as a result of the sale or rental of products manufactured
or assembled by it or of the performance of services by it,
[by a United States person] shall (unless this subsecsection is inapplicable by reason of subsection (c) or (d))
constitute an overpayment of tax if such person - [continuously holds such stock from the time of its acquisition to the last day of the calendar year in which the
acquisition was made and as of such last day meets the
ownership requirement of paragraph (1).]
"(A) meets the oumership requirement oJ paragraph (1) with respect to such corporation or partnership at any time within I1 months after the date of
6uch acquisition, and
"(B) -holds the stock or debt obligation continuously
from the date of such acquisitionto the last day of the
calendar year in which such ownership requirement
TIONS.

is first met.

Under regulations prescribed by the Secretary or his
delegate, credit or refund (without interest) shall be
allowed or made with respect to such overpayment.
This provision and proposed change are designed to avoid hardship
in a case where a U.S. person is unable to satisfy in a single acquisition
the 10 percent or more voting stock requirement of the direct investment provisions but where he acquires the requisite 10-percent interest
over a 12-month period. It also extends the credit or refund provisions to the acquisition of debt obligations under these circumstances.
The bill now provides an exclusion for acquisitions if a U.S. person
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acquires stock in a foreign corporation or partnership in a series of
transactions, if at the end of the calendar year involved the person
holds a 10-percent or greater stock interest. The proposed change
makes clear that the exclusion is available if the 10-percent interest is
acquired in any 12-month period, whether or not the 12-month period
coincides with a particular calendar year, and allows the credit or
refund in the case of debt obligations acquired in such situations.
Section 4916. EXCLUSION FOR INVESTMENTS IN LESS
DEVELOPED COUTRIES
(a) GENERAL RULE.

Page 37, line 14.

Subsection (a) should be amended as follows:
"The tax imposed by section 4911 shall not apply to the
acquisition by a United States person of"(1) a debt obligation issued or guaranteed by the
government of a less developed country or a political
subdivision thereof, or by an agency or instrumentality
of such a government'
"(2) stock or a debt obligation of a less developed
country corporation; [or]
"(3) a debt obligation issued by an individual or partnership resident in a less developed country in return
for property which is used, consumed, or disposed of
wholly within one or more less developed countries[.]; or
"(4) stock or a debt obligation of a foreign issuer or
foreign obligor, to the extent that such acquisition is required as a reinvestment within a less developed country

y the terms of a contract of sale to, or of a contract of

indemnfication with respect to the nationalization, expropriation, or secure by, the government of such less developed
country or a political subdivision thereof, or an agency or
instrumentality of such government, of property owned
within such less developed country or such politiedsubdivision by such United States person, or by a controlldforeign
corporation (as defined in section 957) more than 60 percent of the total combined voting power of all classes of stock
entitled to vote of which is owned (within the meaning of
section 968) by such United States person, but only if such
contract was entered into because the government of such
less developed country or political subdivisi i, or such
agency or instrumentality"(A) has nationalieedor has expropriatedor seized,
or has threatened to nationalize or to exropriate or
seize, a substantial portion of the property owned
withn such less developed country or such political
subdiision by such United States person or such

controlled for n corporation or

"(B) has taken action Qwich has the effect of

nationalizing or of expropriating or seizing, or of
threateningto nationalzte or to expropriate or seize, a
substantialportion of the property so owned.
New paiigraph (4) is designed to exclude from the proposed tax
the acquisition of securities of a company operating in a less developed
country with the proceeds from the payment by the government of
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that country or its instrumentality for the stock or assets of a business
previously operated in that country by the U.S. person. The U.S.
person must prove the payment for his property is an indemnification
for the seizure of property or compelled under threat of expropriation.
The U.S. person seeking an exclusion under this provision must also
show that the reinvestment of the sales proceeds within the less
developed country was required by the contract terms.
In the circumstances contemplated by the proposed amendment,
the companies in which the U.S. person must reinvest presumably
would qualify as less developed country corporations under the requirements of section 4916(c)(l), particularly in light of the interests
of the less developed country. However, the officers of these companies are aware of the pressures on the U.S. person seeking reinvestment in these circumstances, and they are under no compulsion to
reveal information regarding their assets and income which is required to establish less developed country corporation status. Such
information is not otherwise available. Moreover, the contract
generally requires reinvestment within a specified period of time,
which increases the pressure on the U.S. person.
(c) LESS DEVELOPED COUNTRY CORPORATION DEFINED.
Page 40,
line 3.
(1) IN GENERAL. Page 40, line 5.
Paragraph (1) should he amended to read as follows and a new
paragraph (2) should be added. Present paragraph (2) should be
renumbered (3).
"For purposes of this section, the term 'less developed
country corporation' means a foreign corporation which
for the applicable periods set forth in paragraph [(2)]

(8)-

"(A) meets the requirements of section 055(c) (1)

or (2); or

"(B) [has gross income 80 percent or more of
which is derived] derives 80 percent or more of its
gross income, if any, from sources within less developed countries, or from deposits in the United States
with persons carrying on the banking business, or both,
and has assets 80 percent or more in value of which

consists of-"(i) property described in clauses (ii), (iii),
(iv), and (v) of section 955(o()()(B),

"(ii) property described in section 956(b)(1)
(regardless of when aciuired),
"(iii) debt obligations described in paragraph
(8) of subsection (a) of this section, and
"(iv) obligations of the United States;
except that in applying this paragraph the determination
of whether a foreign country is a less developed country
shall be made in accordance with subsection (b) of this
section.
"(8) SPSCIAL RULBs.-For purposes of eubparagraphs

(A) and (B) of paragraph(1) -

"(A)
cneome derived rom property described in
section 966(b) (1) (regardless of when acquired) shall
not be taken into account, and
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"(B) obligationsof any other less developed country
corporation shall be taken into account under section
965(c) (1)(B)(iii)without regardto the period remaining to maturity at the time of their acquisition.
For purposes of subparagraph (B) of paragraph (1) deposits outside the United States (other than deposits in a
less developed country) with persons carrying on the
banking business, and income from such deposits, shall not
be taken into account.
Th proposed changes in this subsection are designed to prevent
disqualification of less developed country corporations from the exclusion from tax intended under this section because of investments
in U.S. property or income derived from U.S. sources, or because of
the fact that some of the corporation's assets consist of debt obligations of less developed country corporations which have a short-term
maturity, or debt obligations of individuals or partnerships resident
in less developed countries.
The criteria established in the present bill for determining less
developed country corporation status were derived primarily from
income tax concepts established in the Revenue Act of 1962. These
criteria have been expanded in the manner described to accommodate
them to the purposes of the interest equalization tax.
Section 4017. EXCLUSION FOR ORIGINAL OR NEW ISSUES
WHERE REQUIRED FOR INTERNATIONAL MONETARY STABILITY
(b) APPLICABILITY OF EXECUTIVE ORDER.

[

Page 35, line 13.

This subsection should be amended to read as follows:
S"An Executive order described in subsection (a) may be
applicable to all such original or now issues or to any aggregate amount or classification thereof which shall be stated in
such order and shall apply to acquisitions occurring during
such period of time as shall be stated therein. If the order is
applicable to a limited aggregate amount of such issues it shall
apply (under regulations prescribed by the Secretary or his
delegate) to those acquisitions as to which notice of acquisition was first filed, provided that in the case of any such
notice the acquisition described in the notice is made before
or within 90 days after the date of filing or such longer period
after such date as may be specified in sucl order.
This change is necessary so that in the event the President deems it
advisable to impose a limitation on the exclusion for original or new
issues originating in a particular country the procedural requirements
for administering such a limitation would be sufficiently flexible. If a
limitation is imposed, it may be deemed appropriate to permit a
longer period of time between the date of filing notice and the date of
acquisition as to certain types of acquisitions where a 90-day limit is
not feasible.
(c) ORIGINAL OR NEW ISSUE. Page 45, line 25.
This subsection should be amended to read as follows:
"For purposes of this section"(1) stock shall be treated as part of an original or new
issue only when it is acquired from the issuer by the
United States person claiming the exclusion; and
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"(8) a debt obligation shall be treated as part of an
original or new issue only if acquired not later than [60]
90 days after the date on which interest begins to accrue
on such obligation, except that a debt obligation secured by
a lien on improvements on real property which are under
construction or are to be constructed at the time such obligation is issued (or if such obligationis one of a series, at the
timee t first obligation in such series is issued) shall be
treated as part of an original or new issue if"(A) such obligation is acquirednot later than 90
days after the date on which interest begins to accrue
on the total amount of such obligation (or if such obligation is one oJ a series, on the last issued of the obligations in such series); and
"(B) the United States person claiming the exclusion became committed to the acquisition of such
obligation not later than 90 days after the date on
which interest began to accrue on any part of such
obligation (or, if such obligation is one of a series, on

the first obligation issued in such series).
The proposed change as to the definition of a new issue where a
construction loan is involved is necessary so that such loans are
eligible to qualify under this exclusion. Typically, the U.S. person
may not acquire the debt obligation involved until construction has
been completed and several months have elapsed since interest began
to accrue on the obligation. Accordingly, the proposed change
would commence the 90-day period after interest began to accrue on
the total obligation (or if a series of obligations is involved, the lastissued obligation in the series), provided the U.S. person was committed to acquire the obligation within 90 days after interest began
to accrue on any part of the obligation (or if a series of obligations
is involved, the first issued).
Section 4918. EXEMPTION FOR PRIOR AMERICAN OWNERSHIP
(a) GENERAL RULE. Page 46, line 9.
This subsection should be amended as follows:
"The tax imposed by section 4911 shall not apply to an
acquisition of stock or a debt obligation of a foreign issuer
or oblige r if it is established in the manner provided in this
sectiontby clear and convincing evidence] that the person
from whom such stock or debt obligation was acquired was
a United States person throughout the period of his ownership or continuously since July 18, 1963 and was a United
States person eligible to execute a certificate of American
ownership with respect to such acquisition.
This. change, together with the amendment proposed in subsection
(f) below, is intended to make clear that in cases where a confirmation
received from a member of a national securities exchange or the
National Association of Securities Dealers does not serve as proof of
prior American ownership a purchaser claiming an exemption based
on prior American ownership must produce a certificate of American
ownership to substantiate his claim, unless the failure to produce a
certificate is due to reasonable cause. In the overwhelming majority
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of acquisitions through American broker-dealers, a confirmation will
serve as proof of prior American ownership. In those oases where a
confirmation is not received, a certificate of American ownership
must be obtained in order to establish the exemption. It is proposed
that this certificate requirement be made mandatory in order to forestall possible evasion of the tax by Americans who purchase from other
Americans who are being treated as foreigners for a particular purpose
under the bill. For example, a U.S. person purchasing from a dealer
who claims a credit or refund under section 4919 should not be permitted to assert the exemption for prior American ownership since the
dealer can not execute the requisite certificate in connection with
the transaction.
(c) TRADING ON CERTAIN NATIONAL SECURITIES EXCHANGES.

Page

46, line 23.
This subsection should be amended to read as follows:
"For purposes of subsection (a), a written confirmation
received from a member or member organization of a national
securities exchange registered with the Securities and Exchange Commission [stating that an acquisition was made in
the regular market on such exchange (and not subject to a
special contract)] in connection with an acquisition on such
exchange, which does not state that such acquisition was made
subject to a special contract shall be conclusive proof for
purposes of this exemption of prior American ownership * * *
The proposed change conforms the language of the bill to the rules
adopted by national securities exchanges in connection with the
trading of foreign securities subject to the tax. Under exchange
rules, a purchaser in the regular market on the exchange is assured
that he is acquiring from another American and accordingly, is not
liable for the tax or required to file a return. The purchaser's confirmation, which does not contain a statement that his acquisition is
subject to the tax, is considered conclusive proof of prior American
ownership.
(f) Ornse PROOF OF BXMPTION. Following page 50, line 5.
This is a new subsection.
"Fo purposes of subsection (a), f a person establishes, with
respect to an acquisition, that there is reasonable cause for his
inability to establish prior American ownership under subsection (b), (c) or (d), he may establish prior American ownership
for purposes of this exemption by other evidence that the person
from whom such acquisitionwas made was a UnitedStales person
eligible to execute a certificate of American ownership with
respect to such acquisition.
This suggested amendment is proposed for the reasons set forth
above under subsection (a).
Section 4919. SALES BY UNDERWRITERS AND DEALERS
TO FOREIGN PERSONS
(a) CREDIT OR REFUNU. Page 60, line 8.
(1) PRIVATE PLACEMENTS and (2) PUBLIC OFFERINGS. Page
50, line 12, and page 50, line 19.
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These two paragraphs should be deleted and a now consolidated
paragraph should be substituted to read as follows:
"(1)

PRIVATE PLACEMENTS AND PUBLIC OFFERINOS.-

Are acquiredby an underwriterin connection with a private
placement or a public offering by foreign issuer or obligor
(or a person or persons, directly or indirectly, controlling,
controlled by, or under common control with such issuer or
obligor) and are sold as part of such private placement or
public offering by the underwriter (includingsales by other
underwriterswho are United States personsparticipatingin
the placement or distribution of the stock or debt obligations
acquired by the underwriter) to persons other than United
States persons;
This proposed revision will equalize the treatment of foreign underwritings, whether in the form of a public offering or private placement, and prevent the loss of the credit or refund for resales to foreigners because of distribution practices prevailing in a particular
foreign country.
The bill presently requires that the underwriter in a private placement sell directly to foreigners to qualify for the credit or refund while
in the case of public offerings, the sales to foreigners may be made by
selling group members. In some foreign countries, the concept of
"private placement" includes offerings where selling groups are utilized. The proposed change will eliminate the distinction between the
treatment of private placements and public offerings and will allow
the credit or refund in all underwriting situations where the foreign
stock or debt obligations are placed with foreign investors, and U.S.
persons are only part of the distribution and placement process.
(2) Certain debt obligations. Page 51, line 4.
This paragraph which was formerly (3) should be amended to read
as follows:
"Consist of debt obligations"(A) acquired by a dealer in the ordinary course
of his business and sold by [the dealer to persons
other than United States persons within 90 days
after (or, in the case of short sales, within 90 days
before) their acquisition] him, within 90 days after
their purchase, to-"(i) persons other than United States persons,
or

"(ii) another dealer who resells them on the
same or the next business day to persons other
than United States persons;or
"(B) acquired by a dealer in the ordinary course
of his business to cover short sales made by him, within 90 days before their purchase, to-"(i) persons other than United States persons,
or

"(ii) another dealer who resold them on the
same or the next business day to persons other
than United States persons.
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This proposed change will insure that the credit or refund available
to dealers in case of the sale of foreign bonds to foreigners within 90
days after acquisition is not lost because of the form of the transaction.
This provision now requires that in order to qualify for the credit
or refund the dealer must sell to a foreign person within 90 days after
acquisition. However, a substantial percentage of the transactions
of this type involve a sale by the U.S. dealer to another U.S. dealer
who in turn sells to a foreigner. The second U.S. dealer normally
does not buy unless he has a foreign customer prepared to purchase
from him. Tlhe proposed change recognizes this practice and permits
the credit or refund, provided the second dealer sells to a foreigner
on the same day as he purchases from the first dealer or the next
business day.
(3) Certain stock. Pago 51, line 4.
This is a new paragraph (3).
"Consist of stock acquired by a dealer in the ordinary
course of his business and sold by him, on the same
business day on which they were purchased, to persons other
than United States persons.
Under regulations prescribed by the Secretary or his delegate,
credit or refund (without interest) shall be allowed or made
with respect to such overpayment. For purposes of paragraphs (2) and (8) of this subsection andfor purposes of paragraph (3) of subsection (b), the day of purchase or sale of any
stock or debt obligationis the day on which an order to purchase
or to sell, as the case may be, is executed.
This new paragraph is designed to permit dealers in securities to be
able to conduct certain types of arbitrage transactions in stocks
without at the same time weakening the effectiveness of the tax.
The last sentence of the provision makes clear that the purchase or
sale date is the day on which the buy or sell order is executed, for
purposes of this provision and the bond provision of (2) above.
The present bill does not contain a provision allowing a credit or
refund where dealers acquire foreign stocks and sell to foreigners.
This has had the effect oflimiting certain types of arbitrage activities
on exchanges. To alleviate this problem, the proposed change allows
a credit or refund where a dealer sells foreign stock to a foreign person
on the same day the stock is purchased. This proposal does not
contain a 90-day provision as in the case of bonds because of the
possibility that a broad dealer exclusion in stocks could become a
tax-free vehicle for speculation in foreign securities.
(b) EVIDENCE TO SUPPORT CREDIT OR REFUND. Page 51, line 13.
The contents of present subsection (b) are incorporated in paragraphs (1) and (2) of new subsection (b). Paragraph (3) is entirely
new.
"(1) IN oRNRAL.-Cedit or refund shall be allowed to
an underwriter or dealer under subsection (a) with respect
to any stock or debt obligation sold by him only if the
underwriteror dealer"(A) fles with the return required by section 6011
(d) on which credit is clairred, or with the claim for
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refund, such information as the Secretary or his delegate may prescribe by regulations, and
"(B) establishes that such stock or debt obligation
was sold to a person other than a United States person.
In any case where two or more underwritersform a group
for the purpose of purchasing and distributing (through
resale) stock or debt obligations of a single foreign issuer
or obligor, any one of such underwriters may, to the extent
provided by regulations prescribed by the Secretary or his
delegate, satisfy the requirements of this paragraph on
behalf of all such underwriters.
"(f) CERTAIN

SALES

BY

UNDERWRITERS.-For

pur-

poses of paragraph (1)(B), in the case of a claim for
credit or refund under subsection (a)(1) ith respect to
stock or a debt obligation acquired by an underwriter
and not sold by him directly to a person other than a united
States person, a certificate of sale to a foreign person
(setting forth such information, andfiled in such manner,
as the Secretary or his delegate may prescribe by regulations) executed by the underwriter who made such sale,
shall be conclusive proof that such stock or debt obligation
was sold to a person other than a united States person,
unless the underwriter relying upon the certificate has
actual knowledge that the certificate is false in any material
respect.
"(8)

S A LES BY LEALERS.-

"(A)

SALES

ON

NATIONAL

SECURITIES

Ex-

CHANoRS.-For purposes of paragraph(1)(B), in the
case of a claim for credit or refund under subsection
(a)(), the sale y a dealer of a debt obligation on a
national securities exchange registered with the Securities and Exchange Commission subject to a special
contract (and not in the regular market) shall be

conclusive proof that such debt obligation was sold

to a person other than a united States person, if such
exchange has in effect at the time of the sale rules
providing that"(i) a member or member organization of such
exchange selling a debt obligation as a dealer, or
effecting the sale as broker of a debt obligation on
behalf of a dealer, on such exchange subject to a
special contract (and not in the regular market)
shallfurnish to the member or member organization purchasingsuch debt obligation as a dealer,
or effecting the purchase as broker of such debt
obligation on behalf of a dealer, a written con-

firmation or comparison stating that such sale
is being made as a dealer, or on behalf of a dealer:

and
"(ii) if the purchaser of such debt obligation
is a dealer (whether or not a member or member
organizationof such exchange), the terms of the
contract applicable to such sale shall require the
purchasingdealer to undertake to resell such debt
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obligationon the day of purchase or the next business day to a person other than a United States
person.
A dealer who acquires a debt obligation in a transaction in which a written confirmation or comparison
described in clause (i) isfurnished shall not be entitled
to a credit or refund under subsection (a)(S) with
respect to his acquisitionof such debt obligation unless
he establishes that such debt obligationwas sold by him
on the day on which it was purchased or the next
business day to a person other than a United States
person.
"(B) OVER-THE-COUNTER SALES.-For purposes
of paragraph(1)(B), in the case of a claim for creditor
refund under subsection (a)(2) with respect to a debt
obligation sold in a transaction not on a national
securities exchange, a written confirmation furnished
by a member or member organization of a national
securities association registered with the Securities
and Exchange Commission stating that such member
or member organization"(i) effected the purchase as broker of a debt
obligation on behalf of a person other than a
United States person, or
"(ii) purchased a debt obligation which he
resold on the day of purchase or the next business
day to a person other than a United States person,
shall be conclusive proof that such debt obligation was
sold to a person other than a United States person
(unless the dealer relying upon the confirmation has
actual knowledge that the confirmation is false in any
material respect), if such association has in effect at
the time of the purchase rules providing that a member
or member organization who effects a purchase of, or
purchases, a debt obligationfrom a dealer who notifies
such member or member organization that such debt
Obligation is being sold by such dealer and that such
dealer intends to claim a credit or refund 2nder subsection (a) (S), shall furnish to such dealer a written
confirmation stating that the purchase of such debt
obligationwas (or was not) effected by such member or
member organizationon behalf of a person other than
a United States person, or that such debt obligationwas
(or was not) sold by such member or member organization on the day of purchase or the next business day to
a person other than a United States person.
Paragraphs (1) and (2) of this subsection make clear that if two
or more underwriters form a group for the purpose of distributing
securities of a foreign issuer or obligor, any one member of the group
may claim the credit or refund provided in this section for sales to
foreign persons on behalf of the other members of the group. If
the underwriter filing the claim oi behalf of the group has not himself
sold directly to foreigners, he may rely on certificates of sale to foreign
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persons executed by the other underwriters, unless the filing underwriter has actual knowledge the certificates are false in any material
respect. The essence of these two paragraphs now appear in subsection (b) in the present bill.
Paragraph (3) of this subsection is designed to provide a means
under which a dealer claiming a credit or refund under section 4919
(a)(2) for the sale of foreign bonds to foreigners within 90 days
after their purchase can establish the bonds were actually sold to
foreigners.
The proposed provision establishes separate procedures to prove sale
to a foreigner with respect to the over-the-counter and exchange
markets because of the different characteristics of these markets.
In the case of national securities exchanges, a dealer can establish sale
to a foreigner if he sells in the special "F" market for foreign securities
maintained by the exchange, provided the exchange has adopted the
required rules. These rules must provide that a dealer acquiring
bonds on the exchange in the special "F" market from another dealer
who is claiming a credit or refund under section 4919(a)(2) must
receive a special confirmation or comparison to this effect, and must
undertake to resell the bonds to a foreigner on the date of purchase or
the next business day. In the over-the-counter market, where transactions are on a negotiated basis, a dealer can establish sale to a
foreigner by a confirmation received from a member of the National
Association of Securities Dealers stating that the bonds were acquired
by the member on behalf of a foreigner, or were sold by the member to
a foreigner on the date of purchase or the next business day, provided
the selling dealer has no actual knowledge the confirmation is false in
any material respect and the association has adopted tle requisite
rules.
Section 4920. DEFINITIONS; SPECIAL RULES
(b) Special Rule for Foreign Underwriters. Following page 60,
line 2.
The following is a new subsection (b). Present subsection (b)
should become (c).
"(b)

SPECIAL

RULE FOR FOREIGN

UNDERWRITERS.-A

partnershipor corporation which is not a United States person
and which participates,as an underwriter in an underwriting
group that includes one or more United States persons, in a public offering of stock or debt obligations of aforeign issuer or obligor shall, if such partnershipor corporationso elects and subject
to such terms and conditionsas the Secretary or his delegate may
prescribe by regulations, be treated as a United States person for
purposes of this chapter with respect to its participationin such
public ofering.
This new subsection is designed to afford uniform treatment to
American purchasers of foreign securities in underwriting in which
a foreign underwriter is participating together with U.S. under-

writers.
Under the present provisions of the bill, the managing underwriter
would be required to allocate to each U.S. purchaser the pro rata
share of his purchase attributable to the foreign underwriter's participation. No certificate of American ownership could be given to
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the customer with respect to this portion of his purchase, and interest
equalization tax would be due. As a result, the underwriters would
have to make the taxable portion available to Americans at a discounted price, in order to absorb the cost of the tax for the purchaser.
The proposed amendment will permit the foreign underwriter to
assume the tax burden directly, by electing to be treated as a U.S.
person with respect to his participation, and thereby allow uniform
pricing of the issue to U.S. purchasers. The proposal also will eliminate the necessity for individual U.S. purchasers to file returns and
will simplify administration of the tax.
Section 2(c). Efective Date.
(2) Preexistingcommitments. Page 60, line 13.
This paragraph should be amended as follows:
Such amendments shall not apply to an acquisition(A) made pursuant to an obligation to acquire
which on July 18, 1963(i) was unconditional or
(ii) was subject only to conditions contained in a formal contract under which partial
performance had occurred;
(B) as to which on or before July 18, 1963, the
acquiring United States person (or, in a case where
2 or more United States persons are making acquisitions as part of a single transaction, a majority in
interest of such persons) had taken every action to
signify approval of the acquisition under the procedures ordinarily employed by such person (or
persons) in similar transactions and had sent or
deposited for delivery to the foreign [issuer or
obligor] personfrom whom the acquisitionwas made
written evidence of such approval in the form of a
commitment letter, memorandum of terms, draft
purchase contract, or other [signed] document setting forth or referring to a document sent by the
foreign person from whom the acquisition was made
- which set forth the principal terms of such acquisition, subject only to the execution of formal documents evidencing the acquisition and to customary
closing conditions;
(C) if, on or before July 18, 1968, the acquiring
United States person(i) had entered into a contract for the sale
to the government of a less developed country or a
political subdivision thereof, or an agency or
instrumentality of such government of property
owned within such less developed country or
political subdivision by such person or by a controlled foreign corporation (as defined in section
967) more than 60 percent of the total combined
voting power of all classes of stock entitled to
vote of which is owned (within the meaning of

section 958) by such person, or of stock or debt
obligations of such a controlled foreign corpora-
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tion which was actively engaged in the conduct of
a trade or business within such less developed
country; or had entered into a contract of indemnification with respect to the nationalization,
expropriation, or seizure of such property or of
such stock or debt obligations by the government
of a less developed country or political subdivision thereof, or an agency or instrumentality
of such government, or
(ii) had sent or deposited for delivery to the
government of a less developed country or political
subdivision thereof, or agency or instrumentality
of such government, a commitment letter, memorandum of terms, or other document setting forth
the principal terms of a contract described in

clause (i),
to the extent such acquisition is required by the terms
of the contract as a reinvestment within such less
developed country of amounts equal to part or all of
the consideration received under the contract; or
[C] (D) which would be excluded from tax
under section 4915 of the Internal Revenue Code of
1954 but for the provisions of subsection (c)
thereof, if (i) on or before July 18, 1963, the acquiring United States person applied for and received
from a foreign government (or an agency or instrumentality thereof) authorization to make such
acquisition and approval of the amount thereof,
and (ii) such authorization was required in order
for such acquisition to be made.
The purpose of this provision and the suggested changes are to
exclude from tax acquisitions resulting from transactions which were
completed or in advanced stages of negotiation on July 18, 1963.
Application of tax to these acquisitions might create substantial
hardship.
The proposed changes in subparagraph (B) make clear that a
draft purchase agreement, which normally would not be signed by the
lender, constitutes sufficient evidence of approval by the lender of the
acquisition, provided that the draft purchase agreement was furnished
to the borrower on or before July 18, 1963, and the lender had approved the acquisition in accordance with its customary procedures on
or before that date. The changes also clarify that the acquisition
need not be made directly from the foreign issuer or obligor, but can
be made from another foreign person, so long as the other requirements of the provision are satisfied.
Proposed subparagraph (C) excludes from application of the tax
the acquisition of stock or debt obligations pursuant to a contract or
commitment entered into prior to July 18, 1963, under which a U.S.
person sells property located in a less developed country (or stock of a
company engaged in business in such a country) to, or receives
indemnification from, such a less developed country (or its agency,
instrumentality, or subdivision). This new provision is comparable
to new section 4916(a)(4). Under both provisions, the companies in
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which the U.S. person must reinvest would presumably qualify as less
developed country corporations under the requirements of section
4916(c)(1). However, these companies are aware of the pressures on
the U.S. person to reinvest the proceeds of sale and they are not
compelled to reveal the information regarding their assets and income which is necessary to establish compliance with the less developed country corporation provisions. This information is not
otherwise available.
(7) DOMESTICATION. Page 63, line 22.
This paragraph should be amended to read as follows:
Such amendments shall not apply to the acquisition
by a domestic corporation of the assets of a foreign corporation pursuant to a reorganization described in
subparagraph (C), (D) or (F) of section 368(a)(1) of the
Internal Revenue Code of 1954 if the acquisition occurs
on or before the 180th day after the date of the enactment of this Act and the foreign corporation was a
management company registered under the Investment
Company Act of 1940 from July 18, 1963, until the time
of the acquisition.
This proposed amendment makes clear that a foreign investment
company which domesticates within 180 days after enactment of this
bill may do so in a reorganization under subparagraph (C) of section
368(a)(1) of the Internal Revenue Code as well as subparagraph (D)
or (F) of that section.
Section 3. RETURNS
(a) MAKING OF RETURNS. Page 64, line 12.
(1) IN OGNERAL. Page 64, line 19.
This paragraph should be amended to read as follows:
"Every person shall make a return for each calendar
quarter during which he incurs liability for the tax imposed by section 4911, or would so incur liability but
for the provisions of section 4918. The return shall, in
addition to such other information as the Secretary or
his delegate may by regulations require, include a list
of all acquisitions trade by such person during the
calendar quarter which are exempt under the provisions
of section 4918, and shall, with respect to each such
acquisition, be accompanied either (A) by a certificate of
American ownership which complies with the provisions of
section 4918(e), or (B) in the case of an acquisition for
which other proof of exemption is permitted under section
4918(f), by a statement setting forth a summary of the
evidence establishingsuch exemption and the reasonsfor the
person's inability to establish prior American ownership
under subsection (6), (c), or (d) of section 4918 [be
accompanied by clear and convincing evidence showing
that the acquisitions are so exempt]. No return or
accompanying evidence shall be required under this
paragraph in connection with any acquisition with
respect to which a written confirmation, furnished in
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accordance with the requirements described in section
4918 (c) or (d), is treated as conclusive proof of prior
American ownership; nor shall any such acquisition be
required to be listed in any return made under this
paragraph.
This proposed amendment, like the suggested changes in section
4918 (a) and (b), is intended to facilitate the administration and enforcement of the interest equalization tax by requiring the filing of a
certificate of American ownership with the quarterly tax return in
order to prove the exemption for prior American ownership, unless
the taxpayer can establish that his inability to file such a certificate
is due to reasonable cause. No return or submission of proof is required if the acquisition was made through a member of a national
securities exchange or the National Association of Securities Dealers
who furnishes a confirmation to the purchaser which does not state
that the purchase was subject to the tax. If a U.S. person is claiming
the prior American ownership exemption but does not. have the requisite certificate or confirmation, this proposed amendment requires him
to attach a statement to his quarterly return setting forth a summary
of the evidence establishing the exemption and the reasons for his
inability to establish the exemption by means of a certificate or confirmation.
(3) REPORTING REQUIREMENTS FOR MEMBERS OF E CHANGES
Page 05, line 20.
AND ASSOCIATIONS.

This paragraph should be amended to read as follows:
"Every meinher[s] or [of] member organizations]
of a national securities exchanges] or of a [and]
national securities associations) registered wit lthe
Securities and Exchange Commission shall keep such
records and file such information as the Secretary or his
delegate may by regulations prescribe in connection
with acquisitions and sales effected by such menber[s]
or member organizations] as a brokers] and acquisitions made for [their own accounts,] the account
of such member or member organization, of stock or debt
obligations"(A) as to which a certificate of American
ownership or blanket certificate of American
ownership is executed and filed with such member
or member organization as prescribed under [as
described in] section 4918(o); and
"(B) as to which a written confirmation is furnished to a United States person stating that the
acquisition"(i) in the case of a transaction on a national
securities exchange, was made subject to a special
contract, or

"(ii) in the case of a transaction not on a
national securities exchange, was from a person
who had not filed a certificate of American
ownership with respect to such stock or debt
obligation or a blanket certificate of American
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ownership with respect to the accountfrom which
such stock or debt obligation was sold.
The suggested additions to the recordkeeping requirements for
brokers are essential to provide necessary enforcement procedures for
collection of the proposed tax.
Under the bill, a broker who sells on behalf of a customer in the
regular market and who does not advise the purchasing broker that
ho is acting on behalf of a foreigner, permits the purchasing broker to
supply a confirmation to the purchaser which is conclusive proof of
an exemption from the tax. Such selling brokers are required to
retain appropriate records in connection with these transactions.
In addition, brokers acting on behalf of the purchaser and seller in
taxable transactions shoud also be required to maintain necessary
records. Without such information and records, administration of
the tax would be seriously handicapped.
Section 5. Original Issue Discount
This is a new section which should begin on page 67, line 17. Present
section 5 (Penalties) should be renumbered section 0. Section 5 should
provide as follows:
"Section 12S3(b) (8) (relating to definition of issue price) is
amended by inserting before the period at the end of the second
sentence thereof the following: 'increasedby the amount, if any,
of tax paid under section 4911 (and not credited, refunded, or
reimbursed) on the acquisition of such bond or evidence of
indebtedness by the first buyer.'
This new section is designed to remove the possibility that the
purchaser of a debt obligation in a private placement might suffer
adverse income tax consequences because of the interest equalization
tax.
The purposes of the proposed tax have no relation to the treatment
under section 1232 of the Internal Revenue Code of the part of the
gain on a sale or exchange of debt obligations consisting of originall
issue discount," and allocable to the period the taxpayer held the
securities as ordinary income. In the case of a private placement
of debt obligations of a foreign issuer, where the amount of tax payable by a United States purchaser is reflected in a deduction from the
purchase price, the amount of the discount might produce original
issue discount and subject the purchaser and subsequent purchasers
to possible additional ordinary income taxes. The proposed new
section would avoid that unintended result.
Section 6. Penalties
Section 6681. FALSE EQUALIZATION TAX CERTIFICATES. Page 68,
line 13.
(d) False Confirmations or Comparisons Furnished by Dealers.
Page 70, line 11.
This is a new subsection (d); present subsection (d) becomes (e).
"(1) MEMBERS OF NATIONAL SECURITIES EXCHANoSs.-A member or member organization of a
national securities exchange described in section
4919(b)(8)(A) who, in a transaction subject to the rules
of such exchange as described in such section, wilfully
urnishes a written confirmation or comparison which
84-937 O-64-5
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contains a misstatement of materialfact or which fails to
state a material fac shall be liable to a penalty equal to

126 percent of the amount of the tax imposed by section 4911
on the acquisition of the debt obligation by the dealer
for whose benefit such confirmation or comparison is
furnished.
"(9) DxALRssR.-Any person who sells as a dealer a

debt obligation in a transaction subject to the rules of a

national securities exchange as described in section
4919(b)(8)(A), in which such sale is elected on his behalf
b a member or member organizationo such exchange, and
who wilfully fails to disclose to such member or member
organization that such sale is being made by him as a
dealer, shall be liable to a penalty equal to 165 percent of
the amount of th tax imposed on his acquisition of the
debt obligation with respect to which such confirmation or
comparison is furnished.
"(3) MEMBERS OF NATIONAL 8BCURITlIE ASSOCIATIONs.-A member or member organization of a national
securities association described in section 4919(b)(S)(B)
who wilfully furnishes a written confirmation described in
such section (in a transaction subject to the rules of such
association as described in such section) which contains a
misstatement of materialfact or which fails to state a materialfact shall be liable to a penalty equal to 16 percent
of the amount of the tax imposed by section 4911 on the acquisition of the debt obligation by the dealer for whose
benefit such confimation is furnished."
This new subsection provides penalties for members of national
securities exchanges and the National Association of Securities Dealers
who willfully violate the procedures set forth in section 4919(b)(3).
That section permits a dealer claiming a credit or refund under section 4919(a)(2) (for the sale of foreign bonds to foreigners within 90
days after their purchase) to establish the bonds were actually sold to
foreigners. The procedures in the over-the-counter market and on
the exchanges require that the confirmations or comparisons furnished
to the dealer on which the claim for credit or refund are based be
truthful. This new subsection imposes a 125-percent penalty on a
member or dealer who wilfully furnishes a false confirmation or
comparison or who wilfully fails to disclose that he is acting as a
dealer in a transaction described in section 4919(b)(3), since the false
document or statement permitted a credit or refund to be obtained
improperly.
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Senator DOUoLAS. It is a pleasure to welcome the Secretary of the
Treasury who is here at our invitation to discuss H.R. 8000, the
Interest Equalization Tax Act of 1968.
We are very glad to have you, Mr. Secretary; again I want to
say that I always admire the way in which you sit at the table and
present a complicated subject on your own initiative without being
flanked by enormous numbers of advisers and without being compelled to turn to them on the questions which we ask.
This is really unique.
Senator CARLSON. Mr. Secretary, don't get carried away by this
praise early in this session.
Secretary DILLON. We have had plenty around to date before, Mr.
Chairman.
Senator WuLuAMs. It could be the quality of our questions.
[Laughter.)
STATEMENT OF HON. DOUGLAS DILLON, SECRETARY OF THE
TREASURY
Secretary DuLLON. Mr. Chairman and members of the Committee
on Finance, I am appearing before you today in support of H.R.
8000, the interest equalization tax, which passed the House of Representatives with a large majority on March 5 of this year.
This tax was originally proposed by President Kennedy last July
in his special message on the balance of payments. It has since been
fully supported by President Johnson. I also favor adoption of the
technical amendments suggested in my letter to the chairman of June
12, which have been reprinted by your committee and placed in the
record of this hearing.
A year ago, our balance of payments was deteriorating sharply.
That deterioration was due almost entirely to accelerating capital
outflows, and particularly to an unprecedented outflow of portfolio
capital. The rate at which new issues of foreign securities were being
purchased had more than tripled in the previous 18 months, and the
volume during the first 6 months of 1963 reached a total of $1 billion.
As a result, the deficit in our international accounts-apart from all
pecial intergovernmental transactions-jumped from the already
high 1962 level of $3.6 billion to an annual rate of $5.3 billion in the
second quarter of 1963. If allowed to continue, that deficit would
have undermined the international stability of the dollar.
Today our balance of payments situation is much improved and the
dollar is strong. Judging from data at hand, the deficit for the fiscal
year ending tomorrow, calculated on the same basis-this is regular
transactions-will be well under half that of the preceding fiscal year.
Paralleling this improvement, confidence has been restored in our
ability to achieve a balance in our payments within a reasonable time.
This, in turn, has stanched the drain on our gold stock. After declniing by an average of $1.7 billion a year over the 1958-60 period
and by roughly half that rate during 1961 and 1962, our total gold
stock today is virtually unchanged from 10 months ago-by far
the longest period of stability during the past 6 years.
However, we must not succumb to any illusion that the progress of
the past year means the end of our longstanding balance of payments
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problem or allows us in any way to relax our drive toward equilibrium. The hard fact is that. after 6 consecutive years of large
deficits-adding up to a total of $211/ billion on the basis of regular
transactions-we face once again this year the unhappy task of
financing a sizable, even though substantially reduced, imbalance in
our payments.
Roughly half of our payments improvement for the past 12 months
can be traced directly to diminished outflows of capital into foreign
securities.
But the basic problems giving rise to the enormous capital outflow
in 1962 and early 1963 have not yet been solved. Were we not now to
proceed with enactment of the proposed interest equalization tax,
demands from abroad for portfolio capital would once again quickly
converge on our market in a volume far larger than we could sustain.
We simply cannot afford to pay the price such an event would exact
in terms of dangers for the dollar and losses of gold and confidencethus undercutting our whole international financial position.
THIE NEED FOR THE TAX

The need for the interest equalization tax has arisen out of a combination of circumstances here and abroad that led to a rapid acceleration in foreign demands on our capital market.
In the short space of the first 6 months of 1963, purchases of new
foreign issues-the overwhelming bulk from other industrialized
countries-reached a seasonally adjusted annual rate of $1.9 billion.
That was $800 million higher than the already swollen 1962 total and
31% times the 1961 level.
In addition, the indications were that potential borrowers in
Europe and Japan, who had already increased their demands on our
market dramatically, were scheduling stilllarger borrowings in this
country.
This surging flow of foreign borrowings simply swamped the real
progress in other areas of our balance of payments. As a result, our
overall deficit on regular transactions rose to an annual rate of $5
billion during the first half of 1963, sharply above the totals of $3.1
and $3.6 billion in 1961 and 1962, respectively. These increases, as
shown by tables 1 and 2, paralleled the swelling outflow of portfolio
capital into new foreign securities.
This rise in the outflow of portfolio capital reflected neither
financing of U.S. exports nor the more general balance of payments
needs of the borrowing countries.
On the contrary, more and more of the new flotations in our market
were designed to finance local projects of businesses or governments
in countries already enjoying relatively strong or improving external
positions.
Many of the new borrowers did not require foreign exchange, but
only desired greater amounts of fresh capital to support their own
internal growth. Because their own capital markets were both
narrow and costly, those borrowers desiring funds were naturally
attracted by our relatively low long-term interest rates and by the
ease with which large amounts of funds could be obtained in our welldeveloped market.
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As a result, a large portion of the outflow of portfolio capital, by
providing more dollars to those who simply wished to exchange those
dollars for their own currencies, was adding roughly equivalent
amounts to our deficit. The dollars in turn were flowing into central
banks and becoming a claim on our gold.
Appraising the same facts from a European vantage point, the
most recent annual report of the Bank for Internationa Settlements,
which came out about 8 weeks ago, came to the same conclusion. That
report, which is representative of responsible and official European
opinion, noted, in speaking of 1963, that-* * * instead of being a net exporter of capital, which would seem the appro-

priate structural position, Europe was a large net Importer of capital-which In
the main has been flowing into reserves.

Purchases of foreign portfolio securities by Americans do in time
lead to a return flow of interest and dividend income, But this
potential return is spread over many future years, while the entire
outflow of principal is immediate.
For instance, during both 1962 and 1963, years when the outflow of
U.S. portfolio capital into foreign securities averaged about $1%
billion, the increase in our income from such securities amounted to
only about $50 million a year.
Clearly, calculations of earnings possibilities many years in the
future cannot, in the situation we face, substitute for the urgent need
to protect the dollar by bringing the current portfolio capital outflow
within the limits of our immediate capacity to lend.
THE NATURE OF THE INTEREST EQUALIZATION TAX

In the light of these circumstances, prompt and effective action to
reduce the outflow of portfolio capital was essential. The proposal
before this committee is designed to achieve that result by means of
an excise tax levied on the American acquiring directly from a nonresident foreigner a foreign stock or debt issue maturing in more than
3 years. While the tax is payable by the American purchaser, the
impact will be effectively passed on to the foreign issuer in reduced
prices for his securities.
The rate of tax is graduated so that its net effect is to increase by
about 1 percent the annual cost of capital to a foreigner raising money
in our market, thus bringing this cost to a level more comparable to
the costs he would face abroad.
The result of foreigners would thus be similar to an increase of 1
percent in our entire structure of long-term interest rates.
Finding our market more costly, many potential foreign borrowers
will seek the funds they require at home, or in other foreign markets,
instead of aggravating the strains on our own position.
Similarly, American investors will find the net yield on American
securities relatively more favorable than yields provided on outstanding foreign securities purchased from foreigners, and will tend correspondingly to reduce their purchases of such securities.
We view the proposed tax purely as a transitional measure. As our
own payments come into equilibrium, as the expansion in our own
economy reduces incentives to export our capital, and as the capital
markets of other advanced countries develop the capability of more
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adequately meeting their internal needs, this special tax can and
should be removed.
H.R. 8000 contains a termination date of December 81, 1965, to
assure that it will not be prolonged beyond the time of need.
At the same time, because of the urgency of dealing with the problem, President Kennedy proposed that this tax become generally
effective July 19, 1968, the day following its announcement in his
special message on the balance of payments. Any other course would
simply have been an open invitation for potential borrowers and
lenders to accelerate their plans and crowd into our market before
the effective date of the tax. Our balance of payments most certainly
could not have borne such a strain.
Oni the other hand, making that proposed effective date known to
the market has permitted careful congressional consideration of this
important piece of legislation without the atmosphere of haste and
urgency which would inevitably have developed in the face af accelerating capital outflows.
The House, in approving this proposed date, recognized that any
other course would only have rewarded those few who have been
willing to gamble on the possibility that a later effective date would
be enacted at the expense of the great majority who have already
adjusted their transactions in the light of the proposed July 1963
effective date.
Transactions in foreign securities between residents of the United
States would not he subject to tax, and Americans would, of course, be
able to sell foreign securities free of tax to foreigners in markets both
here and abroad.
Thus, active trading markets in the more than $12 billion of foreign securities already held by Americans will be maintained, and
these securities will fully maintain their value. The passage of time
since last summer has clearly proved that the provisions of the tax
regarding outstanding securities are workable, and that they contribute substantially toward improving our payments position.
The proposed bill would exempt a variety of acquisitions from foreigners where this is possible without undermining the effectiveness of
the tax and where imposition of the tax would work at cross purposes
with other objectives.
The exclusion from the tax of obligations maturing within 8 years
assures that the great bulk of our export financing and normal recurring international business will not be impeded. Further to assure
unimpeded export financing, longer term export paper is specifically
exempted, as are bank loans made in the ordinary course of business.
Other important exemptions would be provided for the governments
and businesses of less developed countries and for direct investment.
In addition, the President would be provided discretionary authority
to exempt in whole or in part new issues from a particular country in
those instances in which he determines that application of the tax
would imperil, or threaten to imperil, the stability of the international
financial system. This exemption is designed as a kind of safety valve
for use only when it can be clearly established that, as a direct consequence of the tax. a foreign country would be forced to take such drastic
measures that international financial stability would be imperiled.
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Any such showing would be dependent upon a highly unusual set of
circumstances, and in my opinion the necessary conditions are today
met only by Canada.
An annex to this statement describes the provisions of the bill more
fully, while a detailed summary and a technical explanation of the
b;ll are contained in the report of the Ways and Means Committee of
the House.
BALANCE-OF-PAYMENTS

IMPACT

The effectiveness of the proposed tax in reducing the outflow of portfolio capital-and the key importance of this in terms of the entire
balance of payments-is clearly revealed by the results since last July.
After running at a rate of $5 billion during the 6 months prior to the
President's message in July 1968, the deficit on regular transactions
dropped sharply to a rate of $1.6 billion during the second half of 1963
and to $700 million during the first quarter of 1964.
The first quarter results reflect a number of special factors which
had the effect of substantially but temporarily reducing the deficit.
Among these was an unusual and temporary short-term capital inflow
during March that was fully reversed early in April, thus adding to
the deficit being incurred during the current quarter.
A number of factors, including a sizable rise in exports, have contributed to the improvement in our balance of payments since last
July. However, the single, largest element in this improvement is the
sharp decline in net purchases of foreign securities.
Comparing the 9 months before the tax was proposed with the 9
months since that time for which full data are availablA. the outflow
into foreign securities dropped from $1 985 million to $290 million at
seasonally adjusted annual rates, a reduction of $1.7 billion in the
annual rate of outflow.
To some extent, these gains were exaggerated by the initial uncertainties regarding the precise provisions of the tax. These uncertainties could not be expected to last, nor would this be desirable. Our
market will not be closed. Some foreigners will borrow in this country
and absorb the tax; others will enter our market in the knowledge that
their issues.will be exempted. There are clear signs that activity resumed on this basis during recent months, and the outflow into foreign
securities is therefore expected to increase moderately.
However, the experience of the past 9 months confirms our belief
that the proposed tax will be effective in confining this outflow to substantially lower levels than those of late 1962 and early 1963.
During the hearings before the Ways and Means Committee last
fall, the Treasury estimated that imposition of the tax would result
in an overall reduction in the net purchase of foreign securities of
$11 to $11/ billion a year. These savings were calculated from the
high levels of outflow during the 6 to 9 months preceding the tax.
The validity of these estimates is now strongly supported by the
figures at hand-a saving at an annual rate of $1.7 billion in the 9
months following announcement of the proposed tax as compared to
the preceding 9 months.
Such estimated savings are fully consistent with purchases of new
foreign issues at a rate of perhaps $600-$800 million a year-close to,
but still somewhat above, the rate that would have been considered
"normal" prior to 1962.
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Furthermore, such a total would be consistent with needed progress
toward equilibrium in our balance of payments, without putting undue
strain on the international financial system.
Already a sizable number of new issues have been diverted to European markets, where they have been absorbed by countries in a strong
balance-of-payments position. Under the stimulus of the tax, European markets have shown that they are capable both of handling
their own internal needs in more adequate fashion and of meeting a
larger portion of foreign needs.
I want to emphasize that an exemption for new Canadian issues
should not impair the effectiveness of the tax. Canadian authorities
have assured us that it is their intention that Canadian borrowing in
our market will not exceed amounts necessary to maintain reasonable
equilibrium in Canada's international reserve position.
This should mean a substantial reduction in Canadian borrowing
in this country from the exceptionally high levels of late 1962 and
early 1963 to the more normal levels that were characteristic of
earlier years. Certainly, over the period since the tax has been proposed the Canadian reserve position has not deteriorated despite a
sharp y lower level of borrowings in our market.
We have, of course, also been closely following trends in bank lending in view of the possibility that foreign borrowers might seek to
shift to that kind of financing. While analysis of detailed information supplied by the banks on their commitments for the first 5 months
of 1964 does not suggest any significant direct substitution for market
financing, the total volume of short- and long-term outstanding rose
sharply in 1963 and during the first quarter of 1964. The rise started
early in the spring of 1963 and became particularly noticeable during
the fourth quarter.
A good part of this increase is clearly related to the surge in American exports over the same period. But, in addition, it is possble
that, in adjusting to the tax, borrowers in a few countries under
balance-of-payments pressure--notably Japan-have made greater
use of bank loans. While some initial reactions of this kind are not
surprising, and there are now some indications of a leveling off of the
loan volume, future trends will clearly require continuing surveillance. We will promptly recommend to the Congress appropriate
changes in the bank loan exemption should it appear that such loans
are in fact being utilized to any significant degree as substitutes for
market financing.
THE TAX AND OUR OVERALL BALANCE-OF-PAYMENTS

PROGRAM

This tax is only part-although a crucial part-of a comprehensive
balance-of-payments program. A satisfactory long-run solution for
our payments problem depends on a more vigorous and efficient domestic economy, capable of sustained productive expansion with stable
costs and prices.
Major steps to support this objective were taken in 1962 with the
investment tax credit and the liberalization of depreciation allowances. They were followed this year by the $11.5 billion reduction in
individual and corporate tax rates.
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Together with responsible wage bargaining and pricing policies,
these fiscal measures are now strengthening our basic competitive position at home and abroad, and our basic trade outlook is favorable.
Greater prosperity at home, with greater profitability of investment
here relative to the returns available from foreign investment, will
reduce the incentive for direct investment abroad and encourage the
retention of funds at home where their investment in domestic projects
will create more jobs for Americans.
We have also placed great emphasis upon reducing the net flow of
dollars abroad as a result of Government programs. For example,
between 1960 and mid-1963, our annual rate of net military expenditures abroad was reduced by more than $500 million.
That portion of our economic assistance provided by 'AID in the
form of U.S. goods and services rather than dollars has been raised
from less than one-third in 1960 to over 80 percent for current
commitments.
President Kennedy last July scheduled an additional reduction of
$1 billion in the annual rate of oversea governmental expenditures
by the end of this year. President. Johnson is determined to achieve
that target.
As you can see, visible gains are being made toward solving our
basic payments problem. But we niust not permit them to be drained
away in a renewed outflow of portfolio capital.
ALTERNATIVES TO THE TAX

While appreciating the need to restrain the outflow of portfolio
capital, some have suggested that there are preferable alternatives to
the tax.
One would be an attempt to drive up our entire structure of longterm interest rates by about 1 percent. Such a drastic tightening of
credit, if possible at all, would clearly work against all that we are
trying to achieve to reduce excessive unemployment and encourage the
investment that creates jobs and promotes efficiency.
The interest equalization tax increases the cost of our money to
foreigners, just as would a sharp increase in our own rates. But it
will do so without the disrupting effects on the entire domestic economy
of an attempt to artifically force our long-term rates to unrealistically
high levels.
Another suggested alternative would abandon the market system
altogether by rationing credit to foreigners through a capital issues
committee. Proponents of that approach have failed to suggest what
kind of criteria could be used to cut back the heavy foreign demands
for capital, or whether any rational criteria could be consistently applied amid the conflicting pressures from at home and abroad that
would descend upon those administering the system.
To be successful, a capital issues committee would have to be Government controlled. This would mean that Government-substituting
case-by-case decisions by the Executive for the market effects of the
proposed tax--would have to intrude itself directly into the process
of individual decision making in a way that this country has never
found acceptable save in wartime.
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Moreover, selective rationing would clearly not be workable in the
case of outstanding securities. There are simply too many transactions in this area, through too many channels, to make policing practicable on a case-by-case basis.
Substantial balance-of-payments savings would be sacrificed and, if
equal overall savings were to be achieved, the volume of new issues
would have to be held to a considerably lower figure than is expected
under the interest equalization tax.
CONCLUSION

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

suggested.

Our international competitive position is strengthening, and other
measures to achieve lasting improvement in our payments are bearing
fruit. But these measures take time, and meanwhile our deficit remains sizable.
Failure to enact this tax would stimulate a resurgence of capital
outflows with dire effects on our balance of payments.
Also, such failure could only be interpreted throughout the world
as'an unwillingness on the part of theUnited States to face up to
the hard decisions that are required to protect the dollar, and so the
financial health of the entire free world. I therefore strongly urge
your early approval of this vitally important legislation.
Thank you, Mr. Chairman.
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(The tables and annex accompanying Secretary Dillon's statement

follow:)

TABLE 1.-U.S. balance of payments, 1060 to 1st quarter 1964'
(In millions of dollars]
1963
1960

Commercial merchandise ex.
ports........................
Commercial merchandise Im.
ports............ .....
..........

17,45
-14,72

1961

1962

17,693
-14.497

18.213
-16,134

Seasonaly adjusted
annual rates
Ist half

2d half

18,098

20,338

-16 428

-17,434

'

Total

19,218
-16,931

Commercial trade balance.
Commercial services, remittances, and pensions.........

2.822

3,196

2,079

1,670

2,904

856

1,683

1,739

1,200

1.484

1,342

Commercial balance I....
Military expenditure (net) ....
Government grants and capital
dollar Fayments..............
Government capital receipts,
excluding prepayments, borrowings and fundings........
Private car Ital:
Transactions In foreign securitie..................
Other long-term .--........
Short-term................
Unrecorded transactions.......
Balanceon regular tranactlons.
Special Government transact ons .....................
Overall balance................
Memorandum: Gold sales (not
seasonally adjusted)..........

3,678
-2,712

4.779
-2,560

3.818
-2,376

2,870
-2,188

4,388
-2,360

3, 629
-2,274

-1,110

-1,139

-1,077

-1,010

-762

-888

543

616

501

388

602

-864
-1 243
-1,438
-772
-3,918

-910
-1,267
-1,492
-998
-3,071

-1,172
-1,437
-762
-1,111
-3,605

-2,112
-1,784
-99
-164
-4,998

-438
-2,02
-454
-408
-1,674

37
-3,881

701
-2,370

1,402
-2,203

1,258
-8.740

1,702

857

890

'227

2,287

445

1964, 1st
quarter
(seasonally adlusted
annual
rates)

21,880
-17,388
4,492
2,460
6,92
-1,988
-560
640

-1,275
-1,913
-726
-286
-3,286

8
-2,71
-2628
-432
-724

1,430
-144

1,344
-1,942

65
-168

*234

461

646

I Excludes mlitry transfers under grants.
SExcluding exports and services financed by Government grants and capital.
* Excludes advances on military exports.
* Including direct investment.
i Includes nonscheduled receipts on Government loans, advances on military exports, and sales of nonmarketable medium-term securities,including convertible securities of 502000,000, 1st hal 1963; $200,000,000,
24 half 1963.
* Not at annual rates.
Source: Survey of Current Business.
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TABLE 2.-Long-term capital flows in the U.S. balance of paymnfts, 1960 to 1st

quarter 1964
fIn millions of dollars]

Direct investment:
U.S. direct investment
abroad...................
Foreign direct investment
in United States.........

-1,874

Net direct investment..

-1,533

Portfolio investment:
U.S. purchases of new issues of foreign securities..
U.S. net purchases of outstanding foreign securities......................
Total purchases foreign
securities.............
Redemptions of U.S.-held
foreign securities.........

Other U.S. long term, net ..
Foreign long-term portfolio
investments in United
States....................

-1,699

141

73
-1,526

-523

-1,654

-2,064

132

88

-1,660
-54

-1,862
17

-1,976

-1,714

-1,845

-1,756

-1, 076

-1,858

-680

-1,269

-388

-387

-96

-264

-864

-910

-1,172

-2,112

201
-200

148
-263

203
-268

186
-312

204
-816

195

289

374

140

318

284

361

-574

-651

Net long-term capital-.

-2,107

-2,177

96

-1,522

-309

Net portfolio invest ment.

-1,852

242
-438

-6

396
8

-1,275

176
-1,088
-48

-1,087

-1,920

-766,

-1.343

-952

-2,609

-3,896

-2,480

-3,188

-2,708

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

TABLE 3.-New issues of foreign securities purchased by U.S. residents by area,
1960 to 1st quarter 1964
(Millions of dollars]

1960

1961

1963

1962
1st half

Canada .....-...--------....-Western Europe--.....---. - ...
Japan--...--.--..--..-----..
Other developed ....-- ...----------Latin American Republics.....
Other less developed ..---------International Institutions -....
Total new Issues..........

221
24
15
27
107
64
97

237
57
61
43
18
95
12

55

523

:Ce IL-.

-.

i

-

-lFi;r

Total

457
632
105
737
91
195
219
63
272 ..........
83
67
140
.........
101
60
17 .........
17 .........
102
'3
23
36
13
77
5
32
67
24
84 .---.....-..-- ...------....-...4
1,076

I Australia, New Zealand, South Africa.
* Includes $75,000,000 Issues by Inter-American Development Bank.
Source: Survey of Current Business and Department of Commerce.

f-Th .-

2d half

1964
I st
quarter

999

270

1,269

132
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TABLE 4.-U.S. transactions in foreign securities, 9 months before and after

interest equalization tax
[Millions of dollars)

Seasonally adjusted
annual rates
October 1962
to June 1963
U.S. net purchases of foreign securities:
New ssues................................................
Outstandli.gs...........................................
Total..

....................................

.

..

-

July 1963 to
March 1964

Improvement

-1,853
-132

-583
+293

+1,70
+42Z

-1,985

-- 290

+1,6 95

source: Department of Commerce.
ANNEX.

GENERAL DESCRIPTION OF THE INTEREST EQ. ,LIZATION TAX
NATURE OF TAX

The interest equalization tax is a temporary excise tax imposed on acquisitions
by Americans of foreign securities from foreigners regardless of where the
acquisition occurs. The tax applies to foreign stock and debt obligations, both
new and outstanding. It does not apply to purchases of foreign securities by
Americans from other Americans.
By bringing the costs to foreigners of raising capital in the U.S. market more
closely into line with costs prevailing In foreign capital markets, the tax will
substantially reduce the incentives to foreigners to raise capital in the U.S. market because of lower Interest rates in this country. The higher cost to foreigners
resulting from the tax, however, is not intended to eliminate all outflows of
portfolio capital; long-term U.S. capital will remain available to those foreigners
whose urgent need for such funds cannot be met on reasonable terms in foreign
capital markets.
Rate.-The rate of the tax in the case of foreign debt obligations is graduated
from 2.75 percent for obligations maturing in 3 years to 15 percent of those maturing in 28% years or more. The schedule of ratesls determined so as to increase
by roughly 1 percent the cost of borrowing to the foreigner. In the case of foreign
stocks, the rate of the tax is 15 percent, the same as for bonds of the longest
maturity.
New and outstanding securitles.-The tax applies broadly to both new stocks
and debt obligations and outstanding stocks and debt obligations. Coverage of
transactions with foreigners in all of these categories is consistent with the intent that the tax operate in a manner analogous to a general rise In U.S. longterm interest rates, and assures that strong incentives and opportunities will not
arise for funds to flow out through tax-free channels, undermining the effectiveness of the tax.
Short-term obligations.-No tax is imposed on the acquisition of debt obligations If the period remaining to maturity is less than 3 years. This exemption
will permit the wide variety of short-term credit transactions related to international trade generally and U.S. exports in particular to continue unaffected.
Transactions in short-term Instruments occur in enormous volume and take a
wide variety of forms, but most of them relate to trade financing and to normal,
reversible shifts of funds between markets in response to temporary needs and
short-term, interest-rate differentials. Since interest rates for short-term loans
in the United States can more readily be influenced by monetary policy, without
adverse effect on the economy in general, It has been possible to bring these rates
more closely Into line with those prevailing in other important industrialized
nations.
EXCLUSIONS

In addition to the basic exemptions from the tax of acquisitions of short-term
obligations and acquisitions front other Americans, the bill provides various exclusions so as not to Interfere with certain vital national objectives, such as the
encouragement of U.S. exports, the avoidance of threats to the stability of the
international monetary system, and the growth of less-developed countries. The
major categories of exclusions are described below.
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Report finanoing.-One of the best methods of reducing the deficit in the U.S.
balance of payments is to increase exports from this country. Accordingly, the
bill provides for a series of specific exclusions for stock and debt obligations
acquired in connection with various export transactions. These exclusions will
assure that American business firms have the ability to offer credit facilities
to their foreign customers, whether for short- or long-term loans.
The acquisition of debt obligations is excluded from tax if they are guaranteed
or Insured by the Export-Import Bank or other U.S. Government agencies or
instrumentalities. In addition, debt obligations acquired by Americans in connection with the sale of U.S. goods (tangible or Intangible) abroad are free of
the tax, as is the acquisition of stock or debt obligations In connection with a
foreign project in which American firms participate to a'substantial degree. The
bill also excludes from the tax debt obligations acquired by an American firm
from foreign customers when the proceeds are used for the Installation or maintenance of facilities to service goods sold by the American firm which were produced, grown, or extracted in the United States. A similar exclusion has also
been provided where the U.S. firm Is engaged In selling ores or minerals in which
It has a substantial economic interest, whether or not extracted in the United
States.
Commercial bank loans.-Commercial banks making loans in the ordinary
course of their commercial banking business would not be subject to tax. Most of
these loans would ordinarily be excluded because of their short maturities, and
much of short-term bank financing of foreigners involves exports. The exclusion,
besides permitting banks to continue freely their role in financing U.S. exports.
enables them to maintain their flexibility In meeting normal, recurring needs for
financing international business.
Experience under this exclusion will be closely observed. In order to provide
detailed information as to whether the exclusion for commercial bank loans
should be continued and, if not, the ways In which the exclusion should be changed,
the bill provides for authority to require banks to furnish relevant data on their
loans to foreigners.
International monetary stability.-The bill gives the President authority to
exempt all or a portion of new security issues of a foreign country from tax
where he determines that application of tax to such securities imperils, or
threatens to imperil, the stability of the international monetary system. This is
consistent with our treaty obligations to the International Monetary Fund.
Use of this exclusion would be Justified only in highly unusual circumstances.
New issues of Canadian securities are the only ones which, under present circumstances, it Is contemplated would be excluded under this provision.
Less-derveoped countris.-The tax is not applicable to the acquisition of securities issued or guaranteed by less-developed countries nor to the acquisition of
securities issued by less-developed country corporations. At the present time, it
Is expected that this exclusion would apply to the securities of all Latin American
countries. African countries with the exception of South Africa, Asian countries
except for Japan and Hong Kong, and to a few other nations outside the SinoSoviet bloc. This exclusion is designed to help those countries with chronic capital shortages, urgent development needs, and limited ability to borrow on normal
commercial terms. The United States has long recognized a responsibility for
assisting these nations in their struggle to achieve improved standards of living,
and application of the tax to issues of these countries Would work against these
objectives.
Direct ilnvstmnents.-The tax Is not applicable to direct investments in oversee
subsidiaries and affliates. Direct investment means the acquisition of stock or
a debt obligation in a foreign corporation or partnership by an American owning
at least 10 percent voting control after the transaction is completed. The exclusion of these transactions is based on the fact that the decision to make such
investments is usually grounded in such factors as market position and longrange profitability rather than Interest-rate differentials.
Foreign corporationscontrolled by Americans and traded here.-The bill treats
as domestic a foreign corporation traded on an American stock exchange, if
trading on U.S. exchanges provides the principal market for the stock and if more
than 50 percent of the stockholders were Americans on July 18, 163. Close association of these companies with the United States justifies their treatment as
domestic companies.
Insurance companies with forcipn business.-The bill permits insurance companies to acquire stock and debt obligations of foreign issuers and obligors tax
free In an amount equal to 110 percent of their reserves against foreign risks in
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connection with their operations in foreign countries. This exemption is based
on the fact that U.S. insurance companies often engage in business in foreign
countries through branch operations, and In conducting this business, they receive
premiums in a foreign currency, invest the proceeds In that currency, and are required to pay liabilities on policies in that currency. Since the absence of an
exclusion of this character would expose the Insurance companies to a foreign
exchange risk, It was believed desirable to provide this exclusion.
Labor unions, etc.-The bill exempts acquisitions by labor unions and certain
other tax-exempt organizations which hold dues or membership fees in foreign
currency for the benefit of local members located in foreign countries. This exclusion, as with Insurance companies, avoids exposing these organizations in the
ordinary conduct of their operations to a foreign exchange risk.
Underwriters and dealers.-To facilitate and encourage the placement of new
foreign issues abroad, American underwriters participating in the distribution of
new foreign issues would receive a credit or refund of the tax on any sales to
foreigners. Similarly, dealers maintaining markets in foreign bonds will be given
a credit or refund on such securities purchased from foreigners and resold to
foreigners within 00 days after their purchase. A similar provision has been
proposed to apply to arbitrage transactions by dealers In foreign stocks as long
as the dealer sells to a foreign person on the same day the stock Is purchase.
The shorter tim. provision for stocks, as compared with bonds, is a recognition
of the fact that stocks could become a tax-free vehicle for speculation under any
wider exclusion.
The credit or refund provision for underwriters and dealers will provide
incentives to place a maximum portion of new flotations of foreign securities
in foreign hands, and will assure potential foreign buyers that an active secondary market will be available In this country for such new foreign bonds as
they may purchase.
Aoquisltione required by foreign law.-The bill provides an exclusion from
tax in the case of securities acquire, by an American firm doing business In a
foreign country to the extent the acquisitions are reasonably necessary to satisfy minimum requirements relating to holdings of foreign securities Imposed
by the laws of the foreign country. This exemption is provided because some
foreign countries require foreign businesses engaged in business locally to invest
a portion of their assets in securities of that country as a condition to doing
business there.
OTHER PROVISIONS

Liability for taa.-The tax is imposed on the U.S. person acquiring a foreign
security from a foreigner. The purchaser who Is liable for the tax must file
a quarterly Interest equalization tax return listing taxable purchases and enclosing payment.
Administrative procedure.-A simple administrative procedure has been established for determining when the tax is owed. If the U.S. purchaser is buying
through a U.S. broker and his purchase confirmation does not indicate that
his purchase rs subject to the tax, the confirmation Is proof of his exemption
and no return is required. If the purchase Is not made through a U.S. broker,
the purchaser should receive a certificate of American ownership from the seller
it the seller is a U.S. person. The certificate is proof of the purchaser's exemption. Stock exchanges and over-the-counter markets have developed procedures
which readily permit the operation of these provisions.
Effectiro date and expiration date.-The bill generally is effective with respect to acquisitions by Americans of foreign securities from foreigners made
on or after July 19, 1063. This is 1 day after the date Congress received the
President's special message on the balance of payments and the public announcement of the principal features proposed by the administration for this bill. A
special effective date of August 17, 1903, Is provided for foreign securities traded
on an exchange so as to permit uninterrupted trading in foreign securities on
the exchanges, while they were adjusting their trading rules and procedures to
the requirements of the proposed bill. The hill also exempts certain transactions which were in an advanced stage of negotiation on July 18, 1963, since
application of the tax to these transactions might have created substantial
hardships.
The tqx would expire December 31, 1965.
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REVENUE EFFETr

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

Senator DOGrLAS. Thank you for a characteristically able statement,
Mr. Secretary.
You state that the deficit in the balance of payments for the fiscal
year which will end tomorrow, June 30, 1964, is about half that of
the preceding fiscal year. I wondered if you would give these figures
in absolute terms?
Secretary DILLON. Well, I stated it would be well under half because we don't have the figures for this year, and will not have them
in any really useful form for another month or so, and I was being very
conservative. The figure for the last fiscal year was about $41/2 billion,
and we expect to be very substantially under half of that during this
fiscal year.
Senator DouxLAs. To hazard a guess, would the deficit be around
$2 billion this year?
Secretary DILLON. Around $2 billion, maybe a little less.
Senator DOUGLAS. I wondered if it would be possible for you to submit at a time convenient to you and, if possible, for the record, what
your estimates are on the balance of payments for the fiscal year ending June 30, 1964, and to include with that an itemized list of the
factors which go into the total.
Secretary DILLON. We can try to do this, but it will necessarily be
a rough estimate.
Senator DOUGLAS. I understand.
(The following table and statement was supplied for the record:)
U.S. balance of payments, fiscal year 1063 and 1st 3 quarters of fiscal year 196 '
(In millions of dollars]

fiscal
year
163

'nly 1963
'arch 1 .

seasonal

adjusted
inualrate'
Commercial merchandise exports ..............................
Commercial merchandise Imports.............
.........
Commercial trade balance .......................
Commercial services, remittances, pensions (net)............
Commercial balance ...................................

Military expenditures (net) .................................

Government grants and capital payments abroad.............
Government debt payments excluding funding, prepayments
Private capital:
ransations In foreign securities.....................
Other long-term . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . ..
Short-term..............................................
....................................
Errors and omissions .......
Balance on regular transactions.......................
Special Government transactions ........................
Overall balance..............................

.........

Change

18 13'
-18,251

20,8"
-17, 41'

+2,713
-1.187

1,888
1,5

3,43'
1,80

+1 64
-210

3,487

,243

+1, 7

+48

-2,284

-2,23

-1,02
-1,745
-798
-982

-289
-2,267
- 14
-416

+1,403
-522
-848
+5U

-4,34
1,881

-1,291
872

+3,343
-99

-2,803

-419

+2,384

-1,050
439

-609
615

+364
+76

' Excluding military transfers under grants.
* Excluding exports and services financed by Government grants and capital.
* Excluding advances on military exports.
* Including dirc t investment.
* Includes nonscieduled receipts on Government loans, advances on military exports, and sales of nonmarketable medium-term securities.
Source: Survey of Current Business and Department of Commerce.
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Data for the full final quarter of fiscal 1964 are not yet available, even in preliminary form. Because large flows of funds are usual during the midyear perixl, any projections for tihe full quarter on the basis of the earlier figures now
at hand must be highly conjectural. It is clear, however, that the second quarter results will be substantially less favorable than during the January through
March period, although the deficit on regular transactions for the year as a whole
should be substantially less than half of that for the fiscal year ending June 30,
11,;3, and possibly less than $2 billion.
The primary factor accounting for the larger deficit during the second quarter was a reversal during April of a large inflow of short-term funds during
March. This temporary swing appears to have reduced the deficit during the first
quarter by roughly a quarter billion dollars, and added a similar amov:.t to the
deficit for the second quarter. This factor could account for a change of roughly
$2 billion from quarter to quarter when converted to a seasonally adjusted annual
rate. Purchases of foreign securities appear to have been somewhat greater in
the second quarter. On the other hand, there are Indications that the increase in
bank lending abroad slowed. In addition the trade surplus in April was smaller
than the first quarter average, and it is possible that this trend continued, although subsequent figures are not yet available.

Now, on the foreign securities which were sold in this country, were
these exclusively bonds or did they also include stocks of industrial
companies abroad ?
Secretary DILLON. They also included stocks among the new issues
and, of course, the bulk of the transactions in outstanding securities
were in foreign stocks.
Senator DovoLAs. Now is a comparison between the earnings rates
on foreign stocks and on American stocks really fair, for is it not true
that American stocks tend to be overpriced and thus give a low yield?
Secretary DILLON. Well, it is difficult for me to say that American
stocks are overpriced since their prices derive from millions of transactions in the open and free market. It is certainly clear that American stocks on an earnings basis are priced considerably higher than
European stocks and their yields are considerably lower.
I think an argument can be made that there is at least some connection, we think there is a pretty close connection, between the general
level of interest rates and tis fact. The fact that long-term interest
rates are generally higher in Europe means that the return on stocks
generally has to be higher to make them attractive.
I think there is some connection in that way. German stocks, for
instance, sell 13 or 14 times earnings as against 18 or 19 times earnings for American stocks.
Senator DOUoLAS. Is that the present average?
Secretary DILLON. I think something of that nature, yes.
Senator DOUOLAS. Well, may not this low earnings ratio in the
United States be due to a greater degree of speculation rather than to
lower rates of actual earnings upon physical investment?
Secretary DILLON. Well, in view of the volume of transactions on
the New York Stock Exchange-and we can also assume the volume
of speculative transactions can be measured at least by those that are
on inargin-although there may be some outright speculation, it would
seem this is a relatively small part of the total.
I think one of the reasons why American stocks sell at a high price
is that pension funds and certain organizations of that type-also mutual funds who sell their new securities all over the country-have,
ivel the last decade, been bringing into the market rather substantial
3.4-37-4-
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amounts of money, and the supply of new stocks in the form of new
issues has not grown as rapidly as this demand from very solid
sources.
So, I think it is probably a question of supply and demand; there
has been a bigger demand than supply.
Senator Douor.\s. Mr. Dillon, you are probably too young to remember at firsthand the summer of 1929.
Secretary DILIox. I remember it.
Senator DOULAS. You remember it ?
Do you remember that we were told then that we were in a new economic era, in which interest rates were falling, as evidenced by the
very high ratio of stock prices to earnings. We were told that this
was an indication since the yield on stocks in terms of their prices
was low this was an indication that interest rates were down in this
country, and that this was, therefore, to be heralded as a very good
thing.
Do you remember that?
Secretary DILLON. I remember that episode and I also remember
there was a very substantial number of stocks that were on margin at
that time. We didn't have, of course, the controls and the Securities
Exchange Commission and that sort of thing. As I recall there were
times during that year when call money-1 day call money in New
York borrowed to purchase stocks on margin-was as high as 10 and
12percent. It was because of this very large speculation.
Of course, there is speculation today. The big difference now is that
the great bulk of our securities, a much larger amount, are owned in
solid hands such as, as I was saying, pension funds, trust accounts, and
mutual companies that do not owe money and are not likely to sell
them.
That doesn't mean the stock mrket can't go down rapidly, as we saw
in 1962, just 2 years ago, but it is not the same. It doesn't get the
same kind of self-increasing momentum.
Senator DOUGLAS. What I am trying to suggest is the possibility
that the lower rates of return in the United States on industrial securities as compared with those on the Contiient of Europe may be
due to a greater degree of speculation permeating the American
securities market and the American stock market relative to that
present in Europe. May not the disparity in yields be distorted by
this fact?
Secretary DILLON. I think that could be.
We haven't made any study of the amount of speculation in the
European markets. I don't know what that situation is.
Senator DOUoLAS. There is one statement of yours which pleased
me very much and which I am sure will please my colleague, the
Senator'from Tennessee.
You took a noble attitude in saying that you were opposed to driving up the long-term structure of interest rates by 1 percent because
it would work against-all that we are trying to achieve to reduce excessive unemployment and encourage the Investment that creates jobs and promotes efficiency.

Is that a permanent pledge on the part of the Treasulry?
Secretary DrLLr
. It has been our view right along, and certainly
I should think would continue to be, that it would be highly unsound
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by artificial means-which means a very drastic restriction of creditto try to increase the long-term rates of interest at which we filiance
something approaching $50 billion of new investment in the United
States, including mortgages, State and local authorities and corporations, every year merely to have an effect on $1 or $2 billion of foreign
investment.
Senator DOoULAS. Mr. Secretary, it is impossible for mere Members
of Congress to penetrate the mystic recesses of Federal Reserve and
Treasury policy on this matter, or to make out what the policy is
from the somewhat Delphic utterances of the Treasury and the
Chairman of the Federal Reserve. Whisperings have been heard
about Washington, however, that it was the real inner design of the
Treasury and the Federal Reserve in conformity with pressures
exerted by European banks, to raise domestic interest rates.
Do you deny this?
Secretary DILLON. I never heard of it.
Senator DOUOLAS. Well, you should move in different circles.
Secretary DILLON. I read it in the press. I read it in the press-[Laughter.]
Secretary DILLON (continuing). But I have never heard of it in
the Treasury or Federal Reserve System.
Senator DooLAs. Do you disavow this as a purpose of the
Treasury?
Secretary DILLON. Certainly.
Senator DouoLAs. You do.
Well, this is very encouraging, it is very encouraging. I hope you
persist in this virtuous attitude.
Secretary DILLON. I think the record of the past 3 years illustrates
this. Long-term interest rates have not moved much at all. On the
whole, they are just about the same as they were 3 years ago, in some
cases they are lower.
Mortgage rates are half a percent lower than they were 3 years
ago.
Senator Douo As. Haven't you been under great pressure from the
European bankers to raise domestic interest rates?
Secretary DILLON. No. We had to raise short-term rates from the
point of view of short-term outflows, but they have been pretty well
ni balance or reasonably well in balance for the last year. We haven't
had the same pressure regarding our long-term rates at all.
Senator DouoLAs. That is very encouraging.
Secretary DnmON. I think many of the Europeans, if I may say
a little more on that, realize themselves that their long-term rates are
on the high side, compared to anything in past history. They are
way on the high side and should eventually, if they are going to
conform to the past, come down. I think this is due to the fact that
their markets, capital markets, are inadequately developed. They are
trying to improve them. They all recognize this is necessary, and I
think there is a general feeling that it is a very difficult job to do and
they don't know when it willbe done but that, probably over a long
period of time, longer term interest rates should come closer together,
and the way should be more by a reduction in high European rates
than by an increase in ours.
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That certainly was the view of the man I used to respect a good
deal in this area who is the former Chairman of the International
Monetary Fund, Mr. Jacobsson, who always felt our long-term rates
were about right and that the European rates should come down.
Senator DouoLAs. Good.

Now, you speak of the exemption for new Canadian issues. This
is not in the not, is it?
Secretary DILLON. It is in the act in the general form described
earlier in my statement. The President has the right to provide an
exemption in the case of new issues from a particular country where
actions taken by that country as a result of the tax would threaten the
monetary stability of the whole international monetary system, not
just the one country.
Senator DOUoLAS. But you think that this exemption actually will
have exclusive reference to Canada ?
Secretary DILLON. Canada is the only country that meets that
qualification.
Senator Douors. Have you given administrative assurances to
Canada that they will be granted this exemption?
Secretary DILLON. We told the Canadians that last summer when

we asked for it that, if Congress enacted it, they would be granted it.
However, we have also pointed out as a very important part of that

exemption that the President has the right at any time should their

exemption be abused-should total outflow of money or total sale
of new issues in the United States from Canada grow and be too

large-to limit it or to revoke it entirely. We have told them very
plainly, and I repeat it here, that we would be fully prepared to use
that authority should they not be able for one reason or another to
live up to their commitment which was to take monetary action in
Canada of a kind that would keep their demands on our market
within the range of their needs for international reserves without
adding to their reserves.
Senator DouoLAs. This was in response to the very heated protests
of Canada that the interest equalization tax would make their problems more difficult?
Secretary DILUoN. It wasn't so much a question of protests. It
was a question of what happened in Canada when this tax was announced. There was a psychological reaction there which we have always felt was larger than the facts warranted but there was no doubt
of the reaction. In the financial field, psychology can create factsit had here-and there was a real panic on the Canadian markets.
There was no doubt that, if this exemption had not been promptly
granted, the Canadian dollar, which had only recently had a firm par
value established, would have been devalued once more and that would
have been very bad for the whole international monetary system including our own interests.
Senator DOUGLAS. Only a few months before had not the Finance

Minister of Canada proposed tax measures which would have reduced
the volume of American investments in Canada?
Secretary DILLON. I think that was his objective, but his proposals
have been modified since then.
Senator DI)oUGLA. -In other words, Canada wanted to reduce the
amount of American investment in Canada; yet when we took a step
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that might work toward that end Canada could not face what would
happen to it if we did reduce our investment. Is that true?
Secretary DILLON. I think that is true, yes.
Senator DouGLAS. Immediately following our pledge that Canada
would be exempted from this tax, did not Canada then announce that
she would tax the importation of American automobile parts and that
any revenues thus collected would be used as a bonus to stimulate the
export of Canadian automobiles into the American market'
Secretary DILLON. That wasn't announced immediately. It was
some 3 or 4 months afterward, and it was part of a program, apparently, that the present Canadian Government had in mind prior to
their election.
We think that there is a serious question whether or not it. is in contravention of our countervailing duty laws, so that the Bureau of
Customs has undertaken a formal investigation. Complaints are now
being formally received and I think there is a 30-day period, and Customs has given a 15-day extension to some people who wanted to submit
more information, so all the information should be in about the middle
of July and we can have a ruling on it.
Senator DouLAs. I feel very friendly toward our neighbor to the
north but couldn't you say this was an action on Canada's part of returning evil for good ?
Secretary DILON. Well, the Canadian idea in this area-they don't
feel that.
Senator DouotAs. No, of course not, but what you say
Secretary DmLLoN. They look at it as a desire to balance their trade,
their current account, more fully in the world so she won't need to have
this very substantial capital inflow which has been taking place over
the last 10 to 15 years, which has been what has balanced their accounts.
Senator DOUoLAS. At least it is not an indication of hemispherical
solidarity on the part of Canada; isn't that true?
Secretary DILoN. I think they would not agree that it was directed
against it but certainly it was against our policies. There was a difference of opinion.
Senator DOUGLAs. In other words, we made a concession to them, in
exempting them from the interest equalization tax, and shortly afterward they replied by discouraging our exports of automobile parts
to them and encouraging their export of automobiles to us.
r
I think that is a simplified way of putting it or
Secretary DILLN.
looking at it.
Senator DOouLAS. Isn't that substantially true ?
Secretary DILLON. Well, you say concession to them. It was a concession to them, but it also was certainly in our own interests. It is
very important that we maintain general stability in the international
monetary system and to have a country as important as Canada devalue
its-urrency could have had all sorts of repercussions, including repercussions against the dollar.
Senator DoroLAs. And this was accompanied at the same time by
Canada's sale of food, specifically wheat to Cuba, and Canada's trading
with Cuba against the national policy of the United States.
Secretary DILLON. Well. they have in some ways cooperated quite
well. They sell no strategic items. They don't sell any parts to Culba
that are bought from the United States. They don't try to replace
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that trade, but they have sold food and things of that nature, and they
did sell some wheat.
Of course, they have a different idea regarding trade. They sell
wheat to Communist China which we don't.
Senator DOUOLAS. Mr. Dillon, I want to say I think you have carried
out the injunction of the Bible to walk the second mile, and to turn the
other cheek. I believe in this up to a limited degree. I don't think
it can be carried on forever, and I wish our friends to the north would
recognize that we have been tried, really, almost to the bounds of
ordinary patience in accommodating them.
I want to commend you for your self-restraint, and only hope that
the bread which is cast upon the waters may sometime return.
You join me in that wish?
Secretary DILLON. That is fine, yes.
[Laughter.]
Senator DOUGLAS. One final question and then I will stop.
American banks can still make long-term loans to industrial enterprises abroad even though this does not involve the purchase of securities, is that right ?
Secretary DILLN. Yes, if that is in the ordinary course of their
business they can do so.
Senator DOUGLAS. Now, this provides an opportunity to evade or
to avoid the interest equalization tax, isn't that true?
Secretary DILLON. That was a possibility, and there was a good deal
of concern and discussion about that when we were considering this bill
in the House.
We did not feel that the banks would avail themselves of that opportunity because they have limitations on the amount of foreign
loans they can make, particularly longer term ones. But as a result
of this discussion, we suggested, and the House accepted and put into
the bill, a provision for reporting in detail on all foreign bank loans,
and we asked the banks to commence that reporting without legal
obligation, on it voluntary basis beginning the first of this year. They
have complied very well with that, and we have gotten very complete
reports up through the first 5 months of the year. In analyzing
those reports, which we have done carefully, we can't see that there
is anything in the way of any significant avoidance taking place.
Bank loans have been rather high-at least through the first quarter
they were increasing rather rapidly. The increase apparently is
rather less, and the total may even decrease during this second quarter-this present quarter. But if there is any evasion in that area,
it can't be more than about 5 percent of the total bank loans. It is a
very small amount.
Senator DouoLAs. Do you have any estimates as to what occurred
before you required reporting
Secretary DILLON. I would think about the same thing. There
was one specific loan we knew about in August that was rather large,
that may have changed the picture a little bit, It was a $20 million
*borrowing, which I think was nearly ready to be done in the public
market, but didn't quite get under the effective date, and that was
converted into a bank loan. But that was the only specific case that
I know of.
Senator DOUOLAS. Thank you very much.
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I am going to ask Senator Smathers to take over.
Senator SMATHERS (presiding). Senator Williams, do you have
some questions?
Senator Gore?
Senator GORE. Mr. Secretary, the overall problem of outflow of
capital and outflow of jobs, which has been a very severe one, is a
subject on which I had extensive conversations with the late President
Keninedy both before and after his inauguration.
It is a subject upon which, as you know, he had and he held very
strong convictions.
This problem, as I recall from our conversations, was one which
he thought could and should be approached-I will not attempt to
say what he thought; my recollection might not be entirely accurate.
At least it was my view that it should-be approached both from a
standpoint of tax policy and through direct regulation of outflow.
I thought his recommendation, in which you concurred, with respect to the taxation of direct investment and the return on that investment-the bearing this would have upon repatriation of earningswas quite far reaching and commendable.
I helped as best I could to bring that proposal into legislative enactment and I resisted the nibbling away process.
Unfortunately, the original administration recommendation suffered from considerable nibbling.
I wish to commend the administration upon this current proposal.
As far as it goes, it is good. I shall help you secure its passage.
SBut, two things disturb me. First, the nibbling away process with
respect to this bill is led by the Treasury itself. This is not to say
that all of your proposed amendments are in that category, but a great
many of them are.
Instead of leading the way toward weakening your proposal, it
seems to me that it should be strengthened by positive Treasury
recommendations.
The second thing that disturbs te is what appears to be your abhorrence of, and reluctance to use, the power within the Government to
regulate capital outflow if that regulation is needed. In your statement you set up a good, not a strong, strawman-a rather fragile one,
really and that is a political tactic not unknown to a Senator.
Rather than ask you a whole series':of questions, and taking the
time of the committee to make these points, I thought I would briefly
state them and I now solicit your response.
Secretary, PILLON. Thank you, Senator, I appreciate it, and I appreciate youth ofer of support in this bill which I think is most imprtant.
Our feeling on the first point you ipade about our amendments has
been that we have maintained very.strqngly, after quite extensive discussion and argument in the Ways and Means Committee in the House,
since that time-and we do maintain now-the.' rinciples with which
we originally started which were that this should apply to all liortfolio
transactions of new securities or securities which are new or outstanding.
There have been 11 sorts of attempts to get us to modify our point
of view in one way or another on that, either by exempting stocks or
by exempting outstanding issues or by. allowing various switching
privileges, things of that nature. We have not agreed to a single one
of those.

82

INTEREST EQUALIZATION TAX ACT

We believe, however, it is important to be very careful and not bring
into tile ambit of the tax things that we didn't mean to cover in the
first place, and that is largely what these particular amendments have
to do with. This is true with the amendments in the export field, the
operations of insurance companies abroad, things of that nature whicl

were essentially technical, and which we do not think will have any
balance-of-payments effect.
But I want to assure you that we will resist here, as we did in the
House, any change which affects any of these basic fundamentals.
As to the second question, which is the question of capital conr ol,
we have felt that this interest equalization tax was the fairest vnd
best way to operate because we see lots of problems with capital controls, a capital issues conunittee, as we have pointed out.
Nevertheless, there has been ai lot of discussion about this in the
time since this tax was originally suggested. Certainly I don't mean
to imply that if this approach should turn out, as some fear, not to
work, and we should need to take further action sometime in the
future, that a capital issues committee wouldn't be a proper way to
approach the problem, even though it does have difficulties.
But I want to make our position very clear about one thing. There
has been a lot of rather nebulous talk about the capital issues committee on the assumption that itaWould be a voluntary arrangement.
We have looked into that and we are convinced it will not work.
Wherever there are capital controls abroad it is the Government that
has to make the final decision. That is the only way it would work,
and it is the only way it would work here. So we do not feel that
any sort of voluntary control mechanism asking investment bankers
to control themselves would be able to work, even though they had a
desire to make it work.
So, it would have to be a Government control arrangement, and we
just felt, because of that, we would not start off with it.
We think the interest equalization tax approach will work and do
the job that is needed. It certainly has thus far.
If it doesn't after its actual enactment, assuming enactment sometime in the future, as I do, and we then feel a capital control conmittee run by the Government, is necessary, I think it should be undertaken.
Senator GORE. Well, that is an encouraging statement. One of the
principal exceptions that I would take to the statement you have just
made is that since it may become necessary for the Government, for its
own protection, to have and to exercise regulatory authority, it seems
to me that the course of prudence would be to enact a measure providing for standby regulatory pitocedures.
I agree fully that the measure which you now recommend, which is
already actually in effect, has had beneficial results, but it is at best a
halfway measure; and if all the amendments which you have proposed
are adopted it will be less effective than it has already been. And I
have some concern about the possibility of even further weakening
amendments being adopted.
So. you and I are in substantial agreement except that I think it
would be prudent and wise to enact standby authority now, while you
seem to be reluctant in that regard.
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Secretary DILlON. We haven't felt the Capital Issues Committee
was necessary. I would say we are reluctant since we hope it would
not be necessary to use it, and we would not want to give the appearance we are asking for it.
However, if the Finance Committee in its wisdom decided it was a
good thing to have as a standby measure in addition to the present
provisions of the bill, I don't think Treasury could very well have any
objection to that.
Senator GORE. Thank you very much.
Thank you.
Senator SMATHERS. Senator Williams.
Senator WILLIAMS. I am going to yield to Senator Dirksen.
Senator DIRKSEN. I will yield to Senator Bennett.
Senator BENNETTr, Mr. Secretary, I have had many, many questions
about this bill and about this action since the day it was proposed, and
as the year has gone on my doubts have increased rather than decreased,
so if I ask some of these questions now, I hope you will feel I am not
trying to embarrass you but just trying to get at the facts.
When you were talking with Senator Douglas you were talking
about the result of the effects of the announcement on the Canadian
markets. I have heard that the Canadian, the value of the Canadian
market, shrank a quarter of a billion dollars within 24 hours after this
announcement was made; is that a pretty good estimate?
Secretary DILLON. I haven't made such an estimate, but I couldn't
take any exception to it because there.was real panic in the Canadian
markets in the 24 hours following announcement of the proposed tax.
Senator BENNETT. How soon after that did you announce the exemption for Canada?
Secretary DuLoN. As I recall, the President's message was on a
Thursday, and the Canadian markets had their problems on a Friday. We made the announcement of the exemption over the weekend
when the markets were closed, so it was ipade prior to the reopening
on Monday. We were convinced, and I think it was true, tlat if there
has been no such action it would haye been necessary to devalue the
Canadian dollar on Monday.
Senator BENNETT. Were there similar reactions on other world
markets?
Secretary DnLo. No, not similar. There were reactions in all the
markets to some minor extent, particularly in Europe, but these were
overcome very shortly.
In Japan the reaction was a little greater although after a period
of tifie that subsided, too. The Japanese were considerably concerned
about this, ibt again history Ihas shown that they have been able
to get along all right so far, and we felt that in their case the tax
really would not hurt their operations since their interest rates at
home were so high that they could still borrow in this country and pay
the tax, and get miney at a fai' cheaper rate than was available in
Japan, and we think they would.
Senator BENNETT. The Japanese asked for an exception and it was
rejected.
Secretary DILLON. That is right.
Senator BrNNErr. Is my memory correct?
Secretary DxLLOx. That is correct.
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to weigh the relative weight of each-led to' the very ,remarkable
turnabotit in tiading in outstanding securities from Aft annual 'lttflow of about $250 million at an annual rate inflow of about th same
amount. So it resulted in a benefit to our payments of.over $500
million on outstanding issues, largely with Europe.
Senator BENNi=rr. Well, there would have been a partial effect then
,
in view of the changes that had occurred.
Secretary DuJON. A partial effect on the purchase ' oQf stocks, I
think that is very right. Certainly'the tax, as such, provides no reason for an American to decide he wanted to sell,a. uropean stock.
It might prevent him from buying a new one but our actual Amerian
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did increase and so that must have been for some other reason, and
I think it was for the general reasons that you have, outlined.
Also you have got to add to that-and1I think equally important is
the fact thatr--inflationary pressures and sharp increase in costs in
Europe over the past few years have substantially narrowed the profit
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That will improve those markets because it will reduce the cost of
getting capital in Germany. ,
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Senator BENNETT. On the 25th of June, the New York Times had
an editorial which has one sentence in it that I think is very interesting. It says:
Yet, as we have previously pointed out, the proposed interest equalization tax
is an effective control only in Its present uncertain form.

It raises the interesting question, isn't it a more effective control if
if it is a threat than it would be if it were enacted into law?
Secretary DILuLN. That is an interesting question, and up to a point,
I would say the answer is "yes." As far as outstanding securities
are concerned there should be no difference, because trading in them
has been proceeding on the same basis as if the tax were law. Any
trading in outstandings that was doe s d done
one with the idea they
would have to pay the tax.
However, for new issues I think that it was somewhat more effec-

tive, certainly in the latter part of last year, for instance, because there
were practically no new Canadian issues. In the first quarter of this
year, and again the second quarter, the Canadians, apparently relying
on the hope that this exemption-the authority to the Presidentwould be included in the bill, have reentered our market and there
have been some new Canadian issues, so to that extent I think the situation will not change too much after the tax is enacted.
Certainly in the case of Japan, there is a big difference because the
Japanese have not been in our market at all, and I am sure that once
the tax is enacted-and they know it is necessary to pay it-a number
of Japanese issues will come to this market whereas they have been
operating under the hope that it might not come into effect.
So, as I mentioned in my statement, the effect in the first 9 months
has been somewhat exaggerated by the uncertainties as to whether the
bill would actually become law or not.
We do expect that, if the tax becomes law, there will be a greater
volume of transactions but still within the total that we think is proper,
and we think that is fine because we don't have any desire or intent to
put the New York market entirely out of business. Many of our bankers have gone to Europe, and are now taking part in offerings in
Europe, which is a good thing. But they also should have business and
will have business in New York once tlie tax is passed.
Senator BENNETT. Well, you have said to the committee in your
statement in effect that the proposal of the tax has had a very definite beneficial effect on our balance of payments.
Now, we write the tax into law and we do'two things: It becomes
rigid. Men operating out of the European markets can begin to look
for the ways by which they can get around its provisions, and apparently you see the existence of such possibilities because you have sent
up to the committee a list of proposed amendments which have come
to us so late that we haven't had a chance to know what they are.
The statement is that they are technical, and when you talk about
technical amendments you are talking about means of closing "loopholes."
Secretary DirLO.. These are generally the other way.
Senator 3ENNETTr. They open, they are liberalizing them.
Secretary DmrooN. Generally, because they generally affect very
particular situations that we only learned of after the bill had passed
the House or during consideration by the House after the Ways and
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Means Committee had finished with the bill and it was too late to make
any changes. There were cases where certain transactions which were
not intended to be caught under the tax were caught under it, and these
changes make clear they were not meant to be. That is what the great
bulk of them are.
Senator BENNEITr. Is it your intention before we get through to have
someone explain these exemptions to us?
Secretary Drm.oN. Yes. I think they are less by far than the exemptions already in the bill. Many of them merely clarify existing exemptions of the bill as it came from the House. But we would be glad,
to the extent you want an executive session or by some other means,
to take them one by one, if that is what you are Interested in.
It can be done very quickly. I think the first 4 or 5 pages of that
committee print with a general description of the amendments, maybe
it is the first 10 pages, gives a very clear picture of what they are.
Senator BIENNETT. We are going to have witnesses who will follow
you who probably should know what the Treasury is aiming at with
these exemptions?
Secretary DiLN. That is why we sent those up on the 12th of
June. They were printed so they could have a couple of weeks to look
at them and study them and b)e able to comment on those particular
amen( ments.

Senator BENNiWT. One final area, Mr. Secretary, and then I hlve
had more than my share, in the annual report of the bank for international settlements this statement appeared:
However, a firm equilibrium has not yet been secured and hence efforts to
achieve it cannot he relaxed. The immediate need is to decrease the Government
expenditures abroad which was announced in last July's program.

To what extent have we succeeded in these last. 12 months in carrying out that objective?
Secretary DIoTN. Well, I have been following that regularly and
carefully, and I am convinced that it will be met on time.
The greater portion of that planned reduction was in reduced military expenditures, and those are all scheduled. They are largely redeployment of support troops and closing various installations abroad,
some of which have already taken place and others of which are definitely scheduled. The orders have been issued and they will be taking
place over the next 6 months.
When we get to the end of the year, they will all be in effect, and my
feeling is that.we will meet that billion dollar total.
Senator BENNumr. When you say the end of the year you are talking about the end of the calendar year of 1964?
Secretary DrILtox. The July statement was that we would be running at a rate of expenditures abroad, beginning the first of January
1965, of a billion dollars less than we were running in 1962.
Senator BFNNETT. Under those circumstances if this bill were to be
passed why shouldn't it terminate January 1, 1965, and throw the bur-

den back on the public sector where it belongs rather than expect the
private sector to carry it for an additional 12 months?
Secretary DILrto. Well, that billion dollars isn't enough. We have
to do other things. We have to improve our exports, which are improving. We have to, by means of better business here and less attractive opportunities in Europe, improve our balance on direct investment. I think that is improving.
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But as i said at lihe end of my statement, all this takes time, and
we felt that th first tinm that would he prudent for ending this tax
was after we had a full year at this lower rate of Government expenditure and that little extra time for our own economy to move
in ways that will help our balance of payments.
We think that that is only prudent. It would not be prudent to
end it so rapidly as the end of this year.
Senator BENNPrTT. Do you have any worries about the constitutionality of a proposal wich is at least I full year retroactive?
Secretary DI)luL . No. We have looked into that very carefully.
There have been a series of court opinions, including Supreme Court
opinions, and there is no doubt about the authority to levy a retroactive excise tax as long as the period of retroactivity is reasonable.
Generally the Court has found that the entire year preceding the
year iln which the tax is enacted is reasonable.
We have two opinions by General Counsel of the Treasury Depart.
ment, which I would be glad to furnish for the record. I think they
should be in the record. They deal with that subject, and I think
they would be helpful. If I may, I would like to offer them for the
record.
Senator SMATIIES. Without objection, they will be )pan of thie

record.

(The opinions referred to follow:)
(Opinion file No. 7651
Tim: OKENERAI. COUNHEL. OF Til

TRiU9IYnV,

Washington, D.O., May 22, 196f.
To: Secretary Dillon.
From: G. d'Andelot Belln.
Subject: Validity of the effective date provision In II.R. 8000.
Section 2(c) of II.R. 8000 provides that the Interest equalization tax amendments to the Internal Revenue Code shall apply, except for designated exclusions, "with respect to acquisitions of stock and debt obligations made after
July 18, 1003." II1.1. 8000 passed the House on March 5, 1004. It its enactmient Is completed In the latter half of 1004 Its period of retroactivity will be
approximately a year and possibly a few months more. The question is whether
such retroactivity would be hold to be unreasonably long and therefore a violation of the flfth amendment.
This memorandum is directed solely to the time factor In those Federal and
State court cases in which the retroactivity of tax legislation has been hold
valid or invalid. I assume the recognition of the established principle of law
covered in my Opinion No. 759 of August 6,1063, that a tax law may he retro.
active to a reasonable extent, that Its reasonableness depends on the circumstances Involved, and that among these circumstances an important factor is
the extent of notice to the taxpayer. See Milliken v. Unfted Stalts, 283 U.S.
15 (1031) ; Welch v. Henry, 305 U.S. 134 (1038), and United Statc v. Manufacturer National Bank,303 U.S. 194 (1000). The important element of notice
to the taxpayer was provided with respect to the interest equalization tax In the
President's message on the balance of payments sent to the Congress on July 18,
1003, and in the notice on the effective date of IT.R. 8000 promulgated in the
Federal Register of August 10, 1003, 28 F.R. 8420.
Concerning the reasonableness of the period of retroactivity there Is a signlifcant body of law holding that a tax act may constitutionally be applied at least
to events occurring in the year preceding the year of its enactment. This memorandum will discuss first those cases which support this principle, noting that
the principle extends at least to the 2 preceding years of a blenniln legislature. It will then discuss those cases upholding retroactlvlty within lesser
perlods and, finally, those cases which consider certain long-extended periods
of retroactlvlty to be unreasonable.
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I. 1'ERIODS OF RETROACTIVITY HII.D REASONABLE

(40 Sttt. 10,57, 1120), provided that "on and fter July 1, 1018" every domestic
corportlon should pay annually "a special excise tax" with respect to carrying
on business based on the value of Its capital stock for the preceding year ending
June 30. The retroactive provision of this law was upheld In Hcc/t v. Valley,
2605 U.S. 144 (1024).
Section 401 of the eovenuo Act of October 21,1042 (50 Stat. 709, 044) provided
that there should be included in the gross estate of a subsequent decedent for
estate tax purposes that proportion of life Insurance received by beneflllries
which was purchased with premiums paid directly or indirectly by the decedent
although the decedent po,$esstled no Incidence of ownership In the policies. The
retroactive feature of this amendment of the prior law relating to life Insurance
proceeds was the provision (at 045) that In determining the proportion of the
premiums paid directly or Indirectly by the decedent the amount paid on or
before January 10, 1041, should be excluded if after that date the decedent
possessed no incident of ownership. In United states v. ManufacturersNational
Iaoink (303 U.S. 104 (1000)) the Supremo Court determined that the amendment
could validly relate back to the prelums paid in the 1 year and 0 months between January 10, 1041, the date specified in the statute, and October 21, 1942,
the date of the enactment of the statute. The date specified in the statute was
tho effective date of a Treasury regulation (T.D. 5032, 1911-1 Cumn. Bull. 427)
which had provided for such proportionate Inclusion of life Insurance proceeds
from previously divested policies. The Supreme Court said that the'existence
of this regulation gave "fair notice" of the likelihood of the tax consequences
and thus contributed to the validity of the statute which enacted the substance
of the regulation.
The .MtanufacturersNational Bank case Is. thus, a recent assurance that legislation is valid which attaches tax consequences to transactions occurring after
the date of a promulgation of the probable tax consequences by the executive
branch If Congress adopts that date In a statute enacted within a reasonable
time thereafter, and that a reasonable time at least includes the year following
the year of the executive action.
The 81st Congress in its 2d se:'slon and the 82d Congress in Its 1st session
provided for excess profits taxation In the acts of January 3, 1051 (04 Stat. 1137),
and October 20, 1051 (05 Stat. 452, 562), which were to be applied to all taxable
years ending after June 80, 1150. The reasonableness of this legislation was
upheld as established law In Neil v. Phinney (245 F. 2d 045 (5th Cir. 1057)).
Someo warning of this retroactivity had been given taxpayers by the provision In
the act of September 28, 1050 (64 Stat. 006, 007), which directed the House Com.
mnittee on Ways and Means and the Senate Finance Committee to report a bill
for corporate excess prollts taxes with retroactive effect to October 1 or July 1,
1050.
In tills discussion belongs the landmark case of Welch v. Henry (805 U.S. 134
(19') ). which became the precursor of a number of State cases upholding tax
legldltilon retroactive to the preceding legislative year. This case involved the
validity under the due process clause of the 14th amendment of a law enacted
by :he Trgislature of Wisconsin In 1035 taxing previously untaxed dividends
received by the taxpayer In 1033. The State 3upremo court in upholding this
tax observed that a legislature may measure a tax by the Income of a year suffl.
elently recent so that there was some relation to the ability of the taxpayer to
pay the tax (Wlcoh v. Henry, 223 Wis. 810, 271 N.W. 08 (1037), affirmed on
rocinsderation 220 Wis. 595, 277 N.W. 183 (1038)). In the Supreme Court,
Justice Stone observed that one criterion was whether the taxpayer could reasontrbly have anticipated the tax and this required consideration of the circumstates In each case (at 147). He concluded that while there was a period
beyond which a taxing statute wotld be unconstitutional In its backward reach
a legislature generally could tax prior but recent transactions, including trans.
actions occurring in the 2 years preceding the next session of a biennial
legislature.
Thils supreme Court decision provided the rationale expressed by the New
York Court of Appeals in permitting the application of the State utility tax law
of 1011 to sales of electric current subsequent to January 1, 1010, while rejecting
the applications of the law to sales subsequent to May 1037 (Lfacdem cRealty
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'orp. v. (Irarcs, 28 N.Y. 354, 43 N.E. 2d 440 (1012)). The 1i'clch v. 11cnrU
decision was also the basis for the holding in .Vut(onal Can Corp. v. State Tax'
('mmissiun (220 Md. 418, 153 A. 2d 287 (1909), aplpal dismissed, 301 U.S. 534
(1H00)). Thio 1958 State statute there upheld lhd the effect of ratifying the
priwtieo of asses ig real property differently from lrsonal property subsequent
to January 1, 1957. In land Holding Corp. v. Ifourd of Finance anId Rev(n'
(3S Pla. 01, 1 0 A. 2d 700 (1057)), the State supreme court upheld the appllcan
lion of an act of JunoI 1, 1935, which applied t(he tax on the recording of deeds
to documents executed outside the State which had been offered for recording
during the 2 years after May 81, 153. The court relied on Shirks Motor Exprcss
Corp. v. Mcaancr (375 P1a. 450, 100 A. 2d 013 (1053)), discussed further Inlow,
which had followed Welch v. Henry.
Since tax legislation has been held retroactive to the first and even thle seond year prior to the year of enactment, it Is not surprising that there are nainy
Federal and State cases upholding tax legislation which was retroactive to the
beginning of the year In which the act was passed, or to the first of some month
within that year, or to some specific
prior date within the year considered appro.
private, Among the various Federal cases the earliest is Flint v. Stone Tracy Co.
(220 U.S. 107 (1911)). Here the corporation excise tax imposed by the Tariff
Act of August 5, 1000, was upheld although it was to be measured by the Income
of the buslnes from the beginning of the year. Another early case was RBllings
v. United Rtafte (232 U.S. 201 (1014)), validating a Federal use tax Imposed by
an act passed In August 1fX0 on the use of a foreign yacht during the taxable
year September 1, 1008, to September 1, 1009. The Supremo Court accepted as
constitutional, without discussion, an act of September 8, 1010, retroactive to
January 1, 1010, which imposed a Federal excise tax on the manufacture of
munitions (United States v. Anderson (200 11.. 42' (19021)).
Federal Income taxes retroactive to the beginning of the year in which the
tax was passed or to the first of a subsequent month were upheld in RIlimcke v.
Smith (1SO U.S. 172 (1033)), Cooper v. United States (280 U.S. 400 (1030)),
Lyich v. Hornby (247 U.S. 330 (1918)), and Brushober v, Vnion Paciffo Co. (240
U.S. 1 (1016)). This line of cases has been recently reamlrmed by two circuit
courts which upheld the provision in the Revenue Act of September 23, 1050 (64
Stat. 900, 035), making distributions of gains front collnhtpsllo corporations distributed after December 31, 1040, taxable as ordinary Income rather than as
capital gains (Sfidtey v. C.I.R., 273 F. 2d 928 (2d Cir. 1060); Spangier v, (7..R.,
278 F. 2d 605 (4th Cir. 1000), certlorarl denied, 364 U.S. 825 (1000)).
Particularly pertinent to the validity of the retroactive provisions in IT.1. 8000
are the two Federal cases upholding legislation retroactive to slecifle date not
the beginning of a year or of a month but which were considered appropriate by
Congress because of the legislative activity which surrounded the enactment of
the tax law.
The first case was United Slotes v. Hudson (200 U.S. 408 (1037)), which found
reasonable a special income tax on tho profits from the .ale of silver which
applied to such profits madr within 35 days prior to the act. The reason for this
retroactivity in the Silver 'Purchase Act of 1034, (48 Stat. 1177, 1178) was similar
to that underlying the retroactive provision of II.R. 8000; namely, to prevent
Increased transactions In antcllpation of the Imssage of the act. In the second
case, Ofllmor v. Quinlivan (143 P. Supp. 440 (N.D. Ohio 1050)), the court upheld
tlhe provision In the Revenue Act of October 20, 1051 (65 Stat. 452, 504), which
mado a change in the status of certain gains from capital gains to ordinary income applicable to gains from sales or exchanges after May 3, 1951, the date when
the House Ways and Means Committee announced Its tentative decision to make
the amendment. It such an announcement could establish a reasonable date from
which to commence tax liability, it seems certain that the more widespread announcement provided by a Presidential message, supplemented by a notice In the
Federal Register, would be hold reasonable notice to the taxpayer.
Among the State cases permitting tax laws to be retroactive to the first of the
year are Shirks Motor 1E.prcss Corp. v. Mecstwr (315 Pa. 450, 100 A. 2d 01:3
(1053)), appeal dismissed and rehearing denied (347 U.S. 041, 070 (1054)), and
Garrett Freight Lines, no. v. State Tc Commission (103 Utah 390, 135 P. 2d
523 (1043)). In the Shirks case the tax law amendment which eliminated
previously allowed credits for local taxes and registration fees in computing
excise taxes from January 1, 1051, was not enacted until December 27, 1051.
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The W'clch v. lnri
YitriitIck hats 1A'-'i used to determine certain perliods of
retroactivity to be mirt-osunable as well am these l'rlmls which are cousitidered
reaisotnable. Inl'l ituch v. V.,.!?. 4143 F~. 2d 1612 4tith O'r. 1111) ) thie court
deidedtld that thle Jte~'ctw" Act IXIKSsl ill 11,10 couIld n.t reuviittiy be applwd to
it 1I3,14 transaction. It oiummented that Itl' act w\as not msiistd
in
the cvngres,-

ionii semtiou

following the year of 1i

applICation.

Tile Suprene Court re-

verstel. on the ground Maut tho IltS regulations existing at li Mile of (e tratisetion vuadidly uade tu Iraisvcuttioi tfixable without 8p)llvietion ot the 1W0

A sIdnilfnent State vase Im(onhn'nict
lth
I v. /ludd Co. (310 Ila. 159, 108 A. 2d
M91 4 1)4) ), appeal dibImissil, still now.l 11cnnuvlrunl11a %,.B1 g Co. (3-11) U'.S.
10 (19)M))).
hlere ile court rWfused to ujlply a 11)47 corporation ne("t incoile
tax to Invoitte
o rec*Iivrel In 1)14. It heldtlat. following I'chcA v. Ilcilry i tnx
11ay not bet retroactively plredr
t liyonid the year of the general leglilati te
mi-mE)ilon Inaeiiiiitely prt-diig
that of tIho tax ennicttnnt. To like ect wai the
dlie'lon it the Lcpidei. ease, above discussed, which invalidatted so much of the
period of retroactivity an exeedd the yevar prec"ding the year of einactmeut (of
tho tax statute.

A coiuiimivhensivo review of the cases on retroactivity was undertaken by the
court In ('ompifrollcr of the 'rcarmtw v. Olenti L. Malrin Vo. (2141 Nitl. 2W, 140
A. 24N1
2M (194%) ). in lwIshiig onl a 11)7 mitalute amending tile State Wles adtl us
tax laws to be effective a of July 1, INT. Since the ulllnents would apply
to titi' coiflJ4ly's saleH and uso tranisnctioiti from11 3 to 6I years prior to the
mtntuto the court concluded that the retroactivity exceededx reasonable limits.
ONICLU WO
N
Front the foregoing anilySls there swiwi to bo no doubt that a Fedleral income

ich the law is being
or excise tax adt may3 be retroactive through thet, year in
enacted anid at least through the preceding year as well, or to specific dates
within these periods, It the Congress haR expresly providI for much retroactivity. Extendled retroactivity has lxun permiltted in ninny instalces evenI
without the prmenWIce of notice to the iprgous who may he taxed. The reasonable
retroactivity of a stoutt N IIcreased where all possible advance) notice to
Irospectivo taxpayers has been given.
Consequently, it is my oplnlion that It the Interest Equnlization ITa Act is
passed at any tino In 19(W Its retroactivity to July 18, 1003. would I* upheld
and that no modiflcAtion In the dtt of retroactivity im necessary to the nct's
valldlty. If enacted after 1(M4, the result would obviously depend upon the
date or enactmeiit and the lehcumstances, but such factors as tile official notice
and publication given to it, tho Iassage of the 1111 by the House and continuing
consideration in the Seknate, and the widespread public anticipation of its eactmtent would all be relevant.
1l01la1on
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Tim Or.Nm.lm COUNSI,. Or TIt.- TREASURY,
W'ashinglon, D.C., Aui sou 6, 11)6-.

To: Secretary Dillon,
F~ro: 1G.(l'Audelotll elmn.
Subijct: Constittionality of the Iroposed Initerct Equalization Tax At.
You have asked my opinion on the constitutionltlly of the oposed "Interest
tax Oil
T ila act would Impose an ad valoremn
Equalization Tax Act of 1(13.,
the acquIsition of certain debt obligatimo s and securitIes of a forcigu obligor
or issuer not exempted fromn Its provisions, would require the tax to be padil on
certain acquisitions sulsequent
to July 18, 1003, the date of thle Iresident's iRc s
sage to Congress proposing this tax, and would require report anti payment of
tie tax by the end of the first calendar quarter following the enactment of the
tax act and at quarwerly intervals thereafter.
I wvll deal first with the constitutionuilitv of the proposed tax and secondly with
the constitutionally of the proposed liilted retroactirt application of thle tax.
My conclusion froi this analysis is that the proposed legislation would be
constitutional.
34-037---7
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i.(Cou'tiulitionlilyof ad ralornem tar on the acquisition of foreign ldcbt
obliuationsand securities
I find no reason to doubt the constitutionality of an ad valorem tax on the
acquisition of designated property, particularly foreign property. It has long
been established that a tax on a property transaction Is a tax on the exercise
of one of the privileges of ownership of property and as such is an excise tax
and not a direct tax requiring apportionment. Thomas v. United States ((1904)
192 U.S. 383). This case held that a stamp tax on the sale of shares of stock in
corporations was an excise tax and not a direct tax on property. It concluded
that excise taxes were those "imposed on importation, consumption, manufacture,
and sale of certain commodities, privileges, particular business transactions, vocations, occupations and the like," (p. 370). The opinion cited several historic
cases upholding as excises certain taxes on sales at stock exchanges, on agreements to sell stock and on tile transmission of property from the (lead to the
living, illustrating property transfer taxes. See also Fernandez v. Wiener
((1945) 32O U.S. 340, 352).
It is immaterial that In the present proposal the tax would be paid by the
purchaser rather than the vendor as taxes on the purchase of privileges or commo4ities are uniformly recognized as excise taxes The Federal tax on the
purchase of a club membership was specifically held not to be a direct tax in
CongressionalCountry Club v. United States ((1930) 44 F. 2d 260, 71 Ct. Cl. 101,
cert. denied (1931) 283 U.S. 836) and Munnv. Bowers ((C.C.A. 2d 1031) 47 F. 2d
204, cert. denied (1931) 283 U.S. 845). Numerous State cases treating use taxes
placed on purchasers as excise taxes will be discussed below in connection with
the problem of retroactivity.
The express constitutional limitation on excise taxes is that they "shall le
uniform throughout the United States" (art. I, sec. 8, ch. 1). This limitation
requires geographic uniformity within the United States and does not prevent
discrimination against foreign, as opposed to domestic, property Interests.
Billings v. United States ((1014) 232 U.S. 201). See also 20 U.S.C. 4371-4374
taxing the Issuance of foreign Insurance policies. The proposed tax would apply
uniformly to all purchasers throughout the United States of the designated
foreign obligations and securities and thus would meet the constitutional requirement. It Is immaterial that the tax would apply to the acquisition of foreign
obligations and securities Issued in some countries and not in others. Different.
tlatlon between foreign countries has been included In tax legislation, most
recently in section 955(c) of the 1054 Internal Revenue Code, as added by
section 12(a) of the 1062 Revenue Act, 76 Stat. 1013.
There is no complication because the excise tax would take the form of an
ad valorem tax on the acquisition of the foreign Interests. Excise taxes are
generally based on the value of the property sold or acquired. This is demon.
strated in the various excise taxes on the retail sale of certain commodities, 20
U.S.C. 31, the sale and use of certain manufactured goods, 20 U.S.C. 32, and
the acquisition and use of various facilities and service, 20 U.S.C. 33, to choose
but a few examples.
A second constitutional limitation on the levying of a tax or duty should be
briefly noted. This Is the prohibition in article I, section 0, clause 5 that "No
tax or duty shall be laid on articles exported from any State." The Supreme
Court has Interpreted this clause to mean that no tax can be laid directly on
the export of articles; that is, commodities, merchandise, or goods In the act of
exportation, or on shipping documents, necessarily accompanying such articles
in export: that is, hills of lading or marine Insurance on the articles. Fairbank
v. United States (1901) 181 U.S. 283; Thames and Mersey Insurance Co. v. United
rates (1915) 237 U.S. 10. But it has refused to apply the limitation to taxation
of activities and interests indirectly associated with the export of articles.
Thus, income from exporting Is taxable. Peok d Co. v. Loioe (1918) 247 U.S. 165.
As shown by the tax applied since 1926 to the issuance of foreign insurance
policies, this clause of the Constitution is not a restriction on the taxation of the
acquisition of foreign intangible interests with the consequent outflow of mone.
tary consideration from this country.
II. Limitcd retroactiveapplication
The proposed tax would be applied to certain acquisitions made after the
date of announcement of the legislative tax proposal by the President, July 18.
193, but the tax would be paid at the time of filing the purchaser's first return
before the end of the calendar quarter In which the act Is passed. The constitutional question is whether this coverage of purchases of foreign obligations
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and securities on and after the day following the Presldent's miessaige would
violate the due process clause of the fifth amendment.
Thit retroactive application of a tax statute Is not ipso facto violative of due

process. The courts reviewing such statutes examine the particular features
of the act, the legislative purpose, and tile effect on the taxpayer to determine
whether the act as applied to the taxpayer is so unreasonamtle and arbitrary as
to constitute a taking of property without due process of law under the 5th or
14th niendment. Ily this process of analysis, the Supreme Court and circuit
courts over a )periodof the last 50 years have upheld as consistent with due
process tie retroactive application of many tax statutes Including, by way of
example, the following:
1. The application of the first Income tax act of October 3, 1013, to income
received from March 1, 1013. Brushabr v. Union Pacifei Co. (1910) 210 U.S. 1.
2. The application of a change made by the Revenue Act of 1021 In the cost
basis of gift property in the hands of a donee to render taxable a "prior but
recent" gain by a donee. Cooper v. United States (1930) 280 U.S. 400.
3. The application of a tax of 50 percent of the profits from the sale of silver
bullion Imposed by the Silver Purchase Act of 1031 to sales made within 35 days
of the passage of the act. United States v. Hudson (1037) 299 U.S. 490.
4. The application of a 1935 State Income tax to income received by the taxpayer in 1033 not previously taxed. Welch v. Henry (1938) 305 U.S. 134.
5. The application to gains from collapsible corporations distrtibted to stockholders early in 1950 of the change enacted In the Revenue Act of September 23,
190, making such distributions subject to ordinary Income rather than the
capital gains taxation. Sidney v. C.1.R. (C.A. 2d 1980) 273 F. 2d 028; Spangler

v. ('..1. (C.A 4 1960) 278 F 2d 065. cert denied (1960) 301 U.S. 825.
The holdings In the foregoing cases were based on the reasoning that the
Government's need for revenue could be satisfied by taxes on gains over a prior
but recent period and that taxpayers receive gains with tile knowledge that they
are the legitimate subject of taxation. In the Hudson case the Supreme Court
pointed to the legislative activity for some months prior to the enactment, thus
suggesting constructive notice to the taxpayer of the likelihood of the taxation.
letroacte excise ifaec
Congress has also enacted excise taxes which have a retroactive reach In that
the amount of the tax is measured by the business of the taxpayer for a period
prior to the date of the enactment of the act. Thus in the historic case of
Flint v. Stone Tracy Co. (1911) 220 U.S. 107 the Court upheld the corporation
excise tax Imposed by the Tariff Act of August 5, 1000, on capital stock corpora.
tions and associations which was measured by the Income of the business from
the beginning of the year. The Court considered the Income from the beginning
of the year to be an appropriate yardstick upon which an excise tax on the
privilege of doing business could be based. Similarly, an excise tax on the
privilege of doing business by a Massachusetts trust was held validly measured
by the capital invested during a period prior to the application of the excise
tax to such trusts. Ilecht v. Malley (1024) 205 U.S. 144. The Supreme Court
applied the nunition manufacturers' excise tax of 12% percent on the net profits
received by the manufacturer during the preceding year without analysis of the
constitutional question in United States v. Anderson (1026) 260 U.S. 422.
The Supreme C(ourt did, however, more than three decades ago hold that the
application of certain estate, Inheritance, and gift taxes to transactions corn
pleted prior to the date of tile act was arbitrary and unreasonable. Two of these
vases Involved the passing of property upon death. In Nichols v. Coolidge (1027)
274 It.S. 531 the Court rejected the application of an estate tax to trust property
which the Court found had been completely transferred prior to the date of the
estte tax act. In Coolidge v. Long (1031) 282 U.S. 582, Involving the same
estate, the Court found that the State inheritance tax could not be applied to
the remainder interests In tile trust. The authority of this case, however, is
reduced if not eliminated by Fernandez v. Wiener (1045) 320 U.S. 340, supra
(which expressly restricted It, at 357), and United Statc. v. Manufacturers
303 U.S. 194. In these latter cases the Supreme Court
National IBank (1900)
held that thle entire value of property transferred prior to the tax act may be
subject to tax If any Incidents of ownership or control over the property are
transferred as a result of subsequent death.
The other two earl. cases involved the Federal gift tax act of June 2, 1924.
In Boldgelt v. Holdin (1927) 275 U.S. 142 the Court majority, considered it
unreasonable to apply the act to a gift made in January 1924. In Untermyer v.
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Anderon (1928) 27"6 U.S. 410 the fact that the gift was made during the last
Htages of the enIllnictent of the gift tax act did not move the Court majority to
modify the Blodgett ruling. It should be noted, however, that (1) the four dissenting Justices in the Blodgett case thought that the gift tax act ihnd not been
intended to apply retroactively, Indicating that Congress had not been explicit
and definitive on that point ; (2) the three dissenting Justices In the Untermyer
case were llolnes, IBramnels, and Stone, whose dissents have often since become
the law, and (3) these three Justices considered it reasonable to permit the
recognized retroactivity of tax statutes to apply to Mr. Untermyer's gift. The
Unttcrm cr decision was to some extent modinfled in .Millfkcn v. United States
(1931) L83 U.S. 15 which held that a change in the rate of the gift tax could
apply to a gift previously made as the donor knew that the gift was subject to
tax nnd should have known that the rate of tax might be changed.
Justice Stone had an opportunity to distinguish the Untcrmnyr cano and to
develop the principles of permissible retroactive tax legislation in his oftenquoted opinion in Welch v. lenry (1938) 305 U.S. 134. In holding that the
State of Wisconsin could constitutionally tax In 1035 previously untaxed income
received by the taxlmyer In 1933 Justice Stone observed that one criterion was
whether the taxpayer could reasonably have anticipated the tax and that in
each case "it Is necessary to consider the nature of the tax and the circumstances
In which It is laid before it can be said that its retroactive application is so
harsh and oppressive as to transgress the constitutional limitation" (p. 147).
lie concluded (p. 150) that there was a period beyond which a taxing sttute
would be obviously unconstitutional in Its backward reach but that a legislative
generally had authority to tax those prior but "recent transactions" referred to
In Cooper v. United States (1930) 280 U.S. 400, 411 (supra).
Sales and use taxes.-Congress has normally applied new excise taxes to
sales and purchases made subsequent to the effective date of the tax act. In
these cases there was no need to depart from the policy of giving the business
community time to prepare selling arrangements. However, Congress has Imposed on merchandise held for sale new floor stock taxes based on prior purchase and sale prices. thus altering retroactively the price of the Inventory.
See. e.g., 20 U.S.C. 42241. Congress also raised the rates of excise taxes on
distilled spirits held in bond, which increase related back to the levy of tbo
tax on distillation without impalring the constitution. Schenlcy Distillers v.
United States ((C.A. 3, 1058) 255 V. 2d 334, cert. denied (1058) 358 U.S. 835).
Moreover, Congress at one time applied a use tax to the prior use of foreign
property, which was upheld against the claim that the taxpayer was deprived
of due process of law. Billings v. United States ((1914) 232 U.S. 201). In addition, Congress has authorized the Commissioner of Internal Revenue to apply
his rulings with respect to liability for excise taxes on sales with retrospective
effect, 20 U.S.C. 7805(b), and the courts have not objected; e.g., see Exchange
Parts Co. v. United Stales ((Ct. Cl. 1000) 270 F. 2d 251).
The States, however, have enacted excise taxes on sales and use of property
applying explicitly to transactions over periods prior to the date of the act.
These "use" taxes apply to purchases of property subject to sales tax on which
the sales tax has not been paid. The courts of final appeal in a number of States
have held the retroactive application of such taxes to be consistent with the due
process clauses of the 14th amendment and of the State constitutions, provided
that the application was to relatively recent transactions. In doing so, the courts
based their holdings primarily on Cooper v. United States ((1030) 280 U.S. 400).
and Justice Stone's reasoning in Welch v. Henry, supra. These State cases were
decided in various parts of the country over a number of years. They are:
1. Lacdctn Realty Corp. v. Graves ((1942) 288 N.Y. 354. 43 N.R. 2d 440).
Iere the New York Court of Appeals permitted the application of the State
utility tax law of 1941 to sales of electric current subsequent to January 1, 1940.
under the "prior but recent" fransactlons doctrine of the Cooper case but rejected
the application of the law to sales since May 1937 on the grounds that such extended retroactivity was harsh and oppressive, citing Welch v. Henry.
2. Garrett Freight Lines, Ino. v. State Tax Comnissifon ((1943) 103 Utah 890.
135 P. 2d 523). The Supreme Court of Utah on the authority of Welch v. Henry
and after extensive consideration of the purpose of the legislation upheld the
application of the State excise tax on the use of diesel fuel from January 1, 1941,
to May 13, 1941, the date of the passage of the act. The court considered that
the legislature might reasonably place users of diesel oil on the same basis as
users of gasoline for a period commencing with the beginning of the year although 5 months prior to the effective date of the act.
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3. Shirks Motor .rprassCorp. v. Mcssncr ((1953) 375 Pa. 450, 100 A. 2d 913),
appeal dismissed and rehearing denied ((1954) 347 U.S. 941, 970). Here
the Supreme Court of Pennsylvania, quoting from Welch v. Henry, found constitutional an amendment approved December 27, 1951, to the State's excise
tax on the gross receipts of motor carriers, which eliminated for the calendar
year 1051 credits previously allowed for registration fees and local use taxes.
This In effect applied the local use tax retroactively for 1 year, even though as the
court pointed out "the nature and amount of the increase In the tax could not
have been anticipated" (pp. 018, 010).
4. National Can Corp. v. State Tar Commission (1959) 220 Md. 418, 153 A, 2d
287, appeal dismissed (1900) 301 U.S. 534). This case upheld a statute passed
in 1058 which had the effect of ratifying the practice of assessing real property
differently from personal property subsequent to January 1, 1957. In finding
that principles of retroactivity apply no differently to an ad valorem tax, the
court held the statute consistent with due process under the Welch v. Henry rule
(at 301). It distinguished its earlier decision in Comptrollerof the Treasury v.
Glctnn L. Martin Co. ((1958) 210 Md. 235, 140 A. 2d 288) on the grounds that
the retroactive application of the statute Involved in that case, namely, from
3 to 6 years, could not be upheld because It did not fall within the "recent transactions" rule. The Martin case had involved the retroactive reach of sales and
use taxes but had recognized that a sales and use tax may have a retroactive
effect, if not extending beyond a reasonable period.
5. Similar to the Martin holding were two earlier decisions In Washington
which held that a 1030 use tax amendment applied retroactively as far back as
4 years exceeded the limit of reasonable retroactlvlty established in Welsh v.
Henry. State v. Pacific Tel. d Tel. Co. ((1941) 0 Wash. 2d 11, 113 P. 2d 512) ;
Northern Pacific Ry. Co. v. Hennoeord ((1941) 9 Wash. 2d 18, 113 P. 2d 55).
From the foregoing cases It is clear that taxation may apply constitutionally
to prior but recent transactions, whether the tax is an income tax or an excise
tax, whether the excise tax is on gross receipts or on completed transactions,
and where the purpose of the legislature is solely to raise revenue without additional considerations of public policy. Consequently, where Congress has compelling reason and purpose to apply an excise tax on purchases to the period
following the date when the President recommends such taxation, Congress
may have confidence that the application of the tax to such a prior but recent
period would be upheld as consistent with due process. See Combs v. United
States ((D.C. Vt 1951) 08 F. Supp. 740), applying retroactively for a 'month
a new meat inspection charge.
The President'smessage as notice
The conclusion that the proposed legislation would be constitutional because,
following the State court cases, it would reach only recent prior transactions
is further supported by the consideration that the taxpayer asgiven notice of
the probability of the tax by the President's message. Modern Federal courts
and recent tax commentators have concluded that where a taxpayer has notice
of the likelihood of the Imposition of a tax he cannot successfully complain
that its application to him is arbitrary. This importance of notice appears as
early as the case of United States v. Hudson ((1937) 290 U.S. 408), supra,
which pointed out that the sale of silver billion occurred after the President's
tax message calling for a tax on such sale. A similar reasoning is expressed in
Wilgard Realty Co. v. OC..R. ((O.O.A. 24 1042) 127 P. 2d 514, cert. denied
(1942) 817 U.S. 655). Here the court applied a provision of the 1039 revenue
act to a sale occurring 7 years prior thereto on the grounds ththathe 1939 act
merely conformed with the expectation of the taxpayer in 1932; consequently,
the taxpayer had no ground for complaint. In Gillmor v. Quinlivan ((N.D.
Ohio 1056) 143 F. Supp. 440) the sale, the gains from wilch were made taxable
as ordinary income by a subsequent act, had taken place after the Ways and
Means Committee had announced its tentative decision recommending the tax
change. The retroactivity to the date qf the anou'iement was hold reasonable. In Nlll v. Phnnoy ((O.A. 5 1057) 245 F. 2d 645) excess profits tax acts
passed in January and October 1951 were held canstltjtioinlly retroactive to
July. 1, 1950. The enactments had been presaged by the Revenue Act of 1050
which had directed the Committee on Ways and Mea~ps and the Finance Committee to report to Congress excess profits legislation to le retroactive to July 1,
1950 (title VII, 64 Stat. 967). The court pointed out that the directors of the
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corporation which was made retroactively subject to the tax had heeI i ulifferent to the congressional handwriting on the wall. They were hound to know
that their liability for these taxes was probable "if not inexorable" and to have
taken the taxation Into account (pp. 649-653).
'Tho importance of notice as support for the constitutionality of retroactive
tax legislation is emphasized by Iochmban (73 Iarvard Law Review 912 (109O))
writing on "The Supreme Court and the Constitutionality of Retroactive Aegislation." lie concludes that the primary consideration is the ability of the
taxpayer "at the time of the transaction in dispute" to foresee the tax (p. 701).
A similar conclusion is expressed in the article on "Retroactivity in Federal
Taxes" by Novik and Petersberger ((1959) 37 Taxes 407) nl which Federal
cases emphasizing the factor of notice of pending legislation are discussed.
The President's message calling for a tax on the acquisition of foreign obligationa and securities from the time of his announcement presents the tax as
an immediate means of reducing the deficit in this country's International
transactions and defending its gold reserves. The message came in the nidst
of congressional hearings and congressional and administration statements on
the need for action to reduce the unfavorable balance. The message should,
consequently, be sufficient warning to any prudent investor that any purchase
thereafter would be subject to tax for the compelling reason that an outward
rush of dollars in anticipation of the act must be prevented.
Moreover, in a matter vital to the international monetary position of the
United States, the President speaks with exceptional weight and importance,
as he is the recognized organ of the Nation in matters of foreign affairs,
United States v. Curtiss-Wright Corp. ((1936) 299 U.S. 304).
Factor of subsequent and periodic payment
The reasonableness of the legislation is further enhanced by the fact that it
provides only for subsequent and periodic payment of the tax. The tax is not
due on the date of enactment or the date of each purchase but at the time of
filing of a quarterly statement covering past acquisitions. The amotint of the
tax under the new legislation would, therefore, depend on the taxpayer's prior
acquisitions to that period. In this respect, the tax would be similar to the
excise taxes on business which are measured by events prior to the enactment of
the tax without violating the due process clause. The permissibility of measuring
A subsequent excise tax by previous business has been established since the cases
of PHFlt v. Stone Tracy ((1911) 220 U.S. 107), supra,and Iecht v. Mallcy ((1924)
265 U.S. 144), supra.
Additional power of Congress
The proposed tax legislation Is not recommended or enacted solely for revenue purposes. Its basic objective is to equalize the terms upon which capital is
raised In this country by foreign borrowers and issuers in order to affect the
amount of foreign commerce in this area and to protect the currency against any
possibility of devaluation which might arise from an unfavorable balance of
payments and the resulting drain'on U.S. gold. A tax law may accomplish a
regulatory plirpose, as demonstrated in the various chapters of the Internal
Revenue Code of 1954 providing for regulatory taxes (20 U.S.O., chs. 39-53).
Taxes may also be laid in aid of another power of Congress, particularly the
power to coin money and regulate'the value thereof, Veazte Bank v. Fenno ((1869)
75 U.S. (8 Wall.) 533), and to regulate interstate and foreign commerce, Rodgers
v. United States (O.C.A. 61953) 138 F. 2d 992).
Furthermore, Congress has authority to make all laws necessary and proper
to carry into effect its delegated powers (art. I, see. 8, clause 18). When Congress moves to avert or cure a major currency crisis it may draw upon its delegated powers, including this ancillary power, to accomplish a purpose which it
might not be able to accomplish relying upon only one delegated power. This is
the reasoning and Impoitance of the Legal Tender Cases ((1870) 79 U.S. (12
Wall.) 457). In this case the Court upheld the power of Congress to modify
preexisting contracts for the payment of private debts so as to require the payment of such debts in the currency it designated legal tender. The Court found
that the congressional enactment was based upon several of the powers of Congress and its ancillary authority to employ every means necessary for the execution of its acknowledged duties, and that the act could niot be defeated by
the due process clause.
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Conclusion
The circumstances, therefore, under which the proposed tax legislation would
be enacted would undoubtedly lead the Supreme Court to conclude that the limited period of retroactivity of the (ax was not only reasonable but necessary in
order to prevent an excessive outflow of capital In anticipation of the tax legislation and that the President's message provided adequate notice to satisfy the
duo process clause. Moreover, the Court would, in all probability, recognize
that Congress could call upon its powers to regulate the value of money and to
regulate foreign commerce, as well as its taxiLg power, to prevent an international currency crisis by imposition of a tax on the purchase of foreign obligations and securities following the date the President announced its necessity. In
such a decision the Court might also stress the preeminent power of the President in the management of foreign affairs.

Senator BENNrr. It is pointed out to me that the case of Unterlmyer
v. Anderson, decided in 1927 with respect to the retroactivity on a gift
tax found that that tax was illegal because it was--the tax was unconstitutional because the ret roactivity was excessive.

Secretary DrLLOx. Yes. Well, this is discussed in the opinion fully

and thb basic case which seems to be the most guiding case of the
Supreme Court currently-is a later case, called Welch v. Henry which
was decided in 1938, which went into this in great detail. Since it was
a later case, it overrides the earlier case.
Senator B.ENhmEr. Well, Mr. Chairman, I have some more material
that I would like to work over a little bit and so I would like to yield
at the moment with the thought that I might want to come back again
for some more questions.
Senator SMrAT BsRR.
All right, Senator Bennett.

Mr. Secretary, let me just ask one question and I will go back to
Senator Williams.
The only complaints I have received in my office with respect to this
particular proposal comes from American TUndlerwriters who are
greatly concerned about the fact that if this bill is enacted into law,
not only will it stay in effect until December 1964 but probably will be
continued and that their position will finally be destroyed.
What do you have to say about that, Mr. Secretary ?
Secretary DILLO. Well, I don't' think that that is a valid opinion.
I think it is an argument that may be. made, and if I were in their
position, I would make. But, in the first place, I don't think the tax
will be continued indefinitely. There is no reason why it should be,
because more fundamental factors should be, and'are, the basis of our
efforts to reach balance in our payments. When those come fully into
play, hopefully by the end of 1965, the tax will no longer he necessary.
At that time or whenever that time comes-even if it is a year or
two later, which I do not expect it to be, but even if it is-the ingenuity and skill anld the size of the New York market, I am sure, will
be such that even after the way that foreigners will have developed
their markets, New York will immediately again become the dominating place.
Certainly if it does not, the investment banking fraternity are not
the sort of men I used to know when I was in the business.
Senator SMATHERS. You don't have any fear then that having the
Western European and developed foreign country markets become
powerful and influential in this field that they will finally in'the long
run challenge New York's position as the financial center of the world ?
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Secretary DILLON. No. I think it is perfectly clear that, if there
is to be a good balance in the world, there is a limit to the amount
that can be done in the way of portfolio lending in any one market.
I think it is much more healthy to have a more balanced world market where the European countries will, as a matter of practice, more
usually take care of the bulk of their own requirements, and help
some of those countries that are not in a position to raise their own
capital as well, and we would do the same.
But certainly the U.S. market will continue to be and should bethere is no reason why it shouldn't be-far larger than any other,
and I would think larger than all European markets combined.
Senator SMATHERFS. With respect to the retroactive effective date of
this proposal, has any American underwriter that you know of taken
the matter to court and challenged the constitutionality of the action
taken by the Treasury Department?
Secretary DIwLON. I don't think there is any question about that.
SSenator SmATHERS. I mean challenged even your regulations or
your authority to do it?
Secretary DI~mN. No. Of course, I don't think they could or
would until the law had been passed, but we haven't heard any serious
views on that subject.
I think it is rather interestingto note that the minority report in
the Ways and Means Committee, which was signed, by some of the.
minority of the Ways and Means Cotmmittee, but not by all of them,
did not make this point, It was apparently gone into carefully in
the hearings and they decided the only practical way to make this
tax work, if it was going to be enacted, was to have that July effective
date, so they supported the majority of the committee on that subject.
The reason is perfectly clear. If you would signal to the world that
you were going to put something on at an indefinite day in the future,
we would have had a fairly tremendous demand on our market, a
tremendous outpouring of funds such as we have never seen before.
We had seen something we had never seen before already in the first
6 months, but the demand would have gone far beyond that. We
clearly couldn't have stood that, and the consequences for the dollar
and our balance of payments would have been unforeseeable but certainly very dire.
Senator SMATHERS. Mr. Secretary would it not be possible, even
without Congress having passed a law for some American underwriter, to challenge the action which you have taken on the basis,
(a) that there is no law authorizing you to do this. I am just curious
as, a legal question. Wouldn't there have to be some way to test it?
Secretary DILLON. I am not a lawyer, but I don't quite see how because we haven't done anything except propose that the tax be passed
effective, on a retroactive basis, to a certain date.
Senator SMIATHERS. So it is something that still just remains a proposal and there has been no action against your regulation?
Secretary DITrlON. No; we have not taken any action of any kind except we have worked with the stock exchange and the National Association of Security Dealers particularly on the question of dealing in
outstanding securities and we have developed in. cooperation with
them ,a implied way, in which their transactions could be carried on,
and have been carried on workably under those arrangements.
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It would fit in with the tax should it be enacted. That wasn't anything we prescribed. It was something they developed and we agreed
with it.
Senator BENNTr. Would the Senator yield for a question at this
point? I would like to ask the Secretary, What has been the general
effect of this proposal on the market for outstanding foreign securities
in the United States?
Secretary DILLON. Well, the market for outstanding foreign securities is still active. Those that are trading among Americans are free
of tax and account for the bulk of the trading. They trade at generally very small amounts--half a point, something like that, a quarter
of a point-higher than trades in stocks owned by foreigners and sold
to Americans.
In other words, there is a slight premium where the tax doesn't have
to be paid. Immediately after the tax was suggested some of these
premiums were higher, but they have gradually dropped and there
aren't any very large premiums any more. There are some small
premiums on securities trading here among Americans which is natural because they are free of tax.
Senator BENNFTr. Because the owners are sure they will not be
taxed under any circumstances, the ownersSecretary DILLON. The purchasers.
Senator BENNETT. The purchasers who consider buying from foreigners are doing it at their own risk ?
Secretary DILON. That io right.
Senator BENNETr. Thank you, Mr. Chairman.
Senator SMATHERS. Mr. Secretary, if the effective date, if this proposed legislation is changed, does it not mean those those people Who
gambled on the fact that the Cohgress would not act have had a rather
profitable ride, whereas those who expected apparently the adminiistration to prevail will have suffered ?
Secretary DILrON. That is correct. There are a few people who
clearly have done that, although they are very few in number. The
Securities and Exchange Commission has noticed a few cases where
individuals have bought foreign stock of a foreigner in the market
and s6ld it .to an American at the same time-identical transactions.
They are obviously arbitrating and making three-eighths of a point or
half a point, which would be a profit only if there is no tax. If the
tax went into effect, they would obviously suffer a considerable loss,
if they intend to pay the tax. There hasn't been much of that, but
there has been some. Certainly a change in the law couldn't at this
pdiiit benefit anyone except people who have operated in that way.
We can give you an example of that. It doesn't have any names,
but just shows some of the sales in one well-known stock, Royal Dutch,
that were done in one day in May. It shows transactions, literally
within the same minute, of a thousand shares bought on the foreign
market and sold by the same person on the American market on the
New York Stock Exchange.
Senator WILLIAMS. In billing their customers have they been adding
on this extra charge as a tax ?
Secretary DILLON. No; the way the situation works, Senator, is
that we worked out this-or rather the exchange worked it out, we
thought it was fine--procedure under which all sales on the New York
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Stock Exchange in the regular course of business are presumed to be
American owned securities and free of tax. The responsibilities for
determining that rests with the selling broker. If he knows shares are
foreign held, and he knows what stock lie is selling, he must so indicate
when he offers it for sale, and then it is marked as a special foreign
transaction. There aren't very many of those.

The great bulk of the transactions'are of the other nature, the
tax-free nature.
When lie does have a sale of foreign securities, the purchaser gets
his regular receipt, his regular transaction voucher, and it says that
he has purchased so many shares but they are marked with a "F" so
they are foreign. He knows he is then subject to the tax.
'he provisions of the tax say that, after the end of the first quarter
following enactment of the tax, tle tax will be due on everything that
has been taxable since the effective date of the tax, which would be
July 18,1003.
o lie hasn't been billed yet. The purchaser will have to pay it
at that time. If this is enacted in the third quarter, the tax would be
duo October 81.
Senator. SMATnIIS. Senator Williams, do you have any more
questions?
Senator WILLIAMS. I have some more questions but I will yield to
Senator Morton.
Senator MonuTN. Go ahead.
Senator WILLTAMs. This tax, it seems to me, is being collected either
from the customer or by the broker at some point. It is being paid
currently, is it not?
Secretary DxtLoN. Oh, no.
Senator WmLLIAMs. There is no tax being collected?
Secretary DiLLON. No tax being collected
Senator bFNNTPT. No.
Senator WILLIAMS. If after this is enacted, some customer refuses

to pay the tax could you put the penalty retroactively on this
Secretary D)jLo. There would be oivil penalties, which are really
to assure the collection of tihe tax, but the criminal penalties for willful
false filing and things of that nature cannot take effect until after
the )ill is enacted because, under our Constitution, they can't be

retroactive.
Senator WILLIAMs. You mentioned tlh fact that the bank loans have
increased somewhat in recent months. Do ymd have the figures show.,
ing theibank loans for the last 3 or 4 years?
Secretary DirtoN. Yes, we can giye you those. Wo will submit, a
.table forth record.

They have increased quite substantially.

This

increase-Senator WILLIAMS. Do you have those with you now?,
Secretary DItON. Yes; I have some figures on bank loans which
I would bli lad to give you.
Would you give them to us?
Senator WVIL AIAMs.
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Secretary DIrLON. They are really of two types. ''horo are longterm bank loans and short-term bank loans.
Senator WILLIAMS. Would you give them separately and then the
totals?
Secretary DILrox. Yes. For the long-term bank loans they increased by $153 million in 1960; $133 million in 1961; and $127 million
in 1962.
Senator WnVIAMrs. 'That is increases?
Sece.tary DrIroN. Increases.
Now in 1963 they decreased in the first quarter by $27 million, and
then in the second quarter, which is when I Ihad mentioned the increase
really started-this was prior to our announcement of the tax or to
any effect of the tax, they increased by $177 million. That was more
in that quarter than in any of the preceding years.
Senator WTIuIAM8. What was the increase for the year of 19083

. Well, in the third quarter they increased anSecretary D)lr,r
other $114 million, and in the fourth quarter the increase was large;
it was $802 million, which excludes $150 million:of trade credits that
a U.S. corporation sold to the banks, so there was actually no balanceof-payments effect. The total then for:the year was 4566 million.
Then, in the first quarter of this year, they were also high but the
increase was less than in the fourth quarter. They went from an
increase of $300 million to $219 million.
Senator WILJrAMs. There had been an increase of .$225 million in
the first quarter of this year ?
Secretary DL)zloN. that is right. And the indications are that ii
thle second quarter that will be considerably smaller.
Senator DOUOLAS. Would the Senator from Delaware yield for just
one question ?
Senator W LLTJAM.

Sure.

Senator DoUvras. Are these increases cumulative, Mr. Secretary,
or are they increases in terms of a given fixed base?..
Secretary DILLON. They are onmulativo changes in the outstanding
:
claims on foreigners reported by banks..
Senator DoUGLAS. They are cumulative. That is each year is an
addition over the previous year? .
Secretary DILoN. Yes.
Senator DouoL,.s. Therefore, overall,.you could get a very large
total?
Secretary DILLON. Yes.
Senator 'DovrrAs. Will you submit for the record what the totals
have been ?
. ,
'
Secretary DI:LoN. Ohl yes; will be glad to..
Senator WILLIAMs. That is what I was going to ask, what the totals
wore for each of the years 1960 through so we can see what the total
increase was.

,
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Secretary DILLON. Wa can give you the totals for each year and the
increases.
Senator WILLIraMS. Do you have those figures now
Secretary DILLON. No.

Senator WILLIAMS. You don't have the total figures for the bank
loans of each of the 5 years ?
Secretary DILLON. No, I just have these in the form of increases in

the outstanding amounts which is the usual way we have been looking
at them but we can easily put it together in that form.

Senator WILLIAMS. A rough, rapid calculation shows about a billion

and a quarter increase on an annual basis; is that about correct?
Secretary DLLON. No, they increased the total for 19Senator WILLIAMS. That is 64-

Secretary DILLON. The first quarter if you multiply that out.
Senator WVLrAr.S. No, not multiplying it out. If these are increases each year over the preceding year does that not mean that
194 is running about a billion and a quarter higher than 1960?
Secretary DmILON. Than 1960, I see. Yes, the total outstanding is
that much higher.
Senator WILLIAMS. About a billion and a quarter?
Secretary DILLON. About a billion and a quarter net increase since
the beginning of 1960.
Senator WruIA3rs. Yes.
On private investments, how does that total run over that same
period

Secretary DILLON. Well, that grew much more rapidly as the tables
here show.
Portfolio purchases of new issues-table 2 shows it-jumped from
$555 million in 1960 and $523 in 1961 to $1,076 million in 19629 and in
the first half of 1963, before the tax was proposed, $1,858 million at a
seasonally adjusted annual rate. Actually the total was over a billion
dollars--just over a billion dollars-for tihe first half of 1963, which
was approximately the same as it was for the entire year 1962. So
the absolute amounts have gone tp inuch more than these bank loan
figures.
Senator WILLIAMS. Now again, are these increases each year as compared with the preceding year?
Secretary DrLLN. These are total pttrchases.
Senator WILLTAMS. And you will furnish forSecretary DrILLN. The same way.
Senator'WtuLms. And you will furnish the total for each?

Secretary DILLoN. We will be glad to do the same thing, yes.
Senator BENNE'r. Will the Senator yield?
Senator WIumL
s. Yes.
Senator BNN'r. I think it will be helpfulto the committee, Mr.
Secretary, if you would assume that bank loans and the sale of new
issues represented as a total of the two a penetration of our market,
so let's go back to 1960, if that is where Senator Williams wants to
start, and total those two for 1960 1961, 1962, and 1963, the full year,
and then give us the first quarter of 1964.
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Secretary DILLON. Yes, we will be glad to do them both separately
and then total them together and give them to you every way you want
them.
Senator BENNETT. That is right. Then we can see the movement.
Secretary DILLON. Every way you want.
Senator WILLI MS. As I understand it the figures we have been
using have been capital investments and long-term bank loans?
Secretary DILON. That is right.
Senator WILLLtMS. Have you short-term bank loans in the same
category?
Secretary DILLON. Yes, sir; they have also increased but they move
around with much more flexibility.
Senator BRExNEr. They are much more fluid ?
Secretary DILLON. They have to do with trade flows and things like
that.
Senator WILLT.MS. But do you have the similar statistics and report on it?
Secretary DILLON. Yes, sir; the statistics show for the year 1960
they increased by $995 million, for the year 1961 by $1,125 million;
for the year 1962 it dropped to $324 ipillion; for the year 1963 they
increased again to $721 million, and they were larger again in the first
quarter of 1964. They were $421 million.
But they vary very much between quarters because last year, when
the net increase was $721 million, there were two quarters in which
they decreased and two quarters in which they increased, and in each
case by over $400 million.
So they ate much more erratic on a qiuatterly and on an annual basis,
but we will be glad to give you the same statistics.
Senator WILLIAMS. You will furnish the same statistics for thliat?
Secretary DILLON. Yes.
(The material referred to follows:)
I'ABLM 1.-Net'purchases of foreign securities by U.S. residents and net change
in bank credit extended to foreigners, 1960-06 and 1st quarter,1964
(In millions of dollars)
Net purchases of
foreign
securities
1960.............................
191..................

1962.........

...

.........

........... . ,

1963:

I..........................- .
II...........................
III..........................

IV.........................
IV----------------Total......................

1964: I.....-.....

... ...........

864

910

i127
1,172
40
686
151

-2

1,275

33

Net increase
in long.
term bank
claims I

Total, long
term

Net Increase
in sbortterm bank
credit *

13

1,017

639

1,65

1, 299

388

1,68

133

-27
177
114

302
302
66
219

1, 3

813
763
265

300
30038.5
1,841
252

953

-87
264
-28

385
534
275

Total

1,996

426
1,027
237

685
68
2,375
527

' Mostly loans.
3Mostly loans and acceptance financing; excludes collections and foreign currency claims, which are
mostly or account of customers.
* Preliminary.
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et purchases or sales of foreign Csectritie8 by U.S. residents, 1960-63
and 1st quarter, 1964
[Millions of dollars; purchases (+) sales (-)]
By quarters-

By years1960

1961

1962

1963

1963
I

II

1964
II[

New Issues of foreign securities purchased by U.S.
residents.............
Net purchases or sales of
outstanding foreign securities by U.S. residents..

555

523

1,076

1,260

481

618

309

387

96

6

59

68

Total, U.S. purchases or
sales of foreign securities...

864

910

1,172

1.276

640

686

IV

183
-32
11

87

I

I 132

-89

-99

-2

133

SPreliminary.
Source: Survey of Current Business.

TABLE 3.-Net changes in claims on foreigners reported by U.S. banks,' 1960-63
and 1st quarter, 1964
(Millions of dollars; increases (+) decreases (-)]
By year-

1960

1961

By quarters-

1962

1963

1963
I

Short-term claims:
Collections and foreign
currency claims
(mainly for account of
customers)...........
Other (dollar) claims
(mainly loans and ac-

ceptances) ..........

Total, short term...
Long-term claims (mainly
loans), total..............
Total, long- and shorttermclaims.........
(Of which, claims
on Japan)......

354

172

-63

187
.

1964

.__

II

10

III

IV

I

138

-68

107

146

639

953

386

534

-87

264

-28

385

275

095

1,125

324

721

-77

402

-90

492

421

-27

177

114

'302

219

-104

679

18

794

640

162

24

343

831

153

133

127

'566

1,150

1,261

451

1,287

485

676

262

632

12

1 Includes claims for account of banks' customers as well as loans, acceptances, and other claims for banks'

own account.

EExcludes sales of about 160,000,000 of outstanding trade credits to the banks by a U.S. corporation.
Nors.-Detals may not add to totals because of rounding.
Source: Department of Commerce and Treasury Department.
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TABLE 4.-Total outstanding short- and long-term claims on foreigners reported
by UU.. banks
(In millions of dollars]
Total,
short term

Claims reported as of-

Long term

Total I

Dec. 31,1959-......-..--..........-..........
Dec. 31,1960..
-...........------..--..--.......
Dec. 31,1961 ...................................
Dec. 31,1962...................................
Mar. 31, 1963.................................

2,599.0
3,654.2
*4,777.3
5,100.9
5,023.9

1.645.1
1, 98.4
*32033.8
2,100.4
2 133.0

4,144.1
5,292.6
36,811.1
7,261,2
7,156.8

Sept. 3, 1963..................
............
..
Dec. 31,1963-....-...........................
Mar. 31,1964...............................
Apr. 301964...................................

5,334.8
5,826.7
6, 247.0
6,377.3

2,610.3
3, 005.1
3,224.2
3,251.2

7,845.1
*8, 31.8
9,471.2
9,628.6

Juno 301963............................

..

5,430.9

2,39 5

7,827.4

Of which
claims on
Japan
339.6
826.
1,651.7
1,814.2
1,827.1

1,982.7

2.008.5
2,392.0
2,676.3
2,675.2

I Excludes claims held by the Exchange Stabilization Fund.

SShort-term claims include $67,900 000 reported by banks initially Included as of Dec. 31, 1961. Of this
amount, claims on Japan amount to 61,900 000.
* Includes $200,000,000 classified as a direct investment transaction.
* Includes claims of $86,000,00 previously held but first ported as of May 31,1963.
SIncludes claims of $193,000,0, reported by banks for thb first time as of Dec. 31, 1963, which includes
about $150,000,000 of trade credits old to the banks by a U.S. corporation but in part represents claims
previously held but not reported by the banks. Included in this amount are claims of $46,400,000on Japan.
NoTE.-Data for foreign securities held by Americans at the end of calendar years
1959-63 that may be directly compared with the figures for net purchases shown on table
2 are not available. However, the Department of Commerce has estimated that the value
of all foreign securities held by United States residents at the end of 1962 was $11,802,000.
Source: Treasury Department,

Senator MORTON. This depends a lot on our volume of exports, does

it not?

Secretary DILLON. It depends on the volume of exports and other
factors. For instance, we have had a cycle of borrowing by Japanand I think they are the bggetborrower here-depending on the
status of the balance of payments of Japan. They borrow heavily
when they need the funds, and then they get a little better and they

pay off heavily and then they borrow heavily and it has been going
like that.
Senator WILLAMA S. I understand that but I thought if we had those
it would be helpful to the committee.
Secretary DILUON. Yes, we will be glad to submit those, Senator,
along with the other data you asked for on bank lending.
Senator WxIAMS. Now, you mentioned in your report about the

improvement in our balance of payments and substantial reduction in
our loss of gold in recent periods.
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What do you anticipate for the next 6 to 12 months in that direction?
Secretary DILo.TON. Well, it is-so difficult to look ahead.
Senator WILtjLMS. Assume the enactment of this bill.
Secretary DILLON. Even with this bill I have learned that prophesying balance of payments is a ve'y unprofitable operation because it
doesn't depend only on what action the United States may take, but
it also depends on developments in all other countries of the world.
So it is not a very useful thing and you never can be too accurate
when you prophesy ahead. But we see no reason why the present
- improvement which, as I said, suggests a balance of payments deficit
for the fiscal year of $2 billion or maybe a little less, shouldn't cont iue through the remainder of this calendar year, so we wind up with
a calendar year on about the same basis.
We would think that next year, everything being equal, we ought
to do better because we do know that, as a result of actions that are
currently underway, our Government expenditures overseas will be
about half a billion dollars less in 1965 than they will be in 1964.
So that will be a substantial improvement, and if nothing else changes
it would reduce the deficit by about 25 percent.
S We would hope there would be some other improvements besides
but that is the best one can say looking ahead.
Senator WVILLIAMS. To what extent do you attribute the reduction
in the outflow of gold as resulting from our new method of financing:
that is, borrowing direct from these countries with their currencies?
Secretary DILLON. I think that has had some effect, particularly last
year. I don't think it had much this year because in the first 6 months
of this year we have done very little of that. So I think that the
fact that it has improved in the first 6 months is due to some other
factors.
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One of the main reasons, I think, has been that the other countries'
surpluses-thle counterpart of our deficit-last year and early this year
seemed to have shifted somewhat from earlier times.
The underdeveloped countries as a whole, because of higher prices
for their basic commodities, have been in surplus in the last year,
and they like to hold dollars. They don't get any benefit out of gold,
so there has been no demand by them for gold.
Also, private accounts have apparently needed dollars to finance
their trade, or whatever they want them for, and they have increased
their holdings of dollars, whereas the holdings of dollars of official
governmental bodies have declined substantially. The figures for the
end of April are back to what they were at the end of 1962, nearly 18
months ago-about three-quarters of a billion dollars less than they
were at their high point. 1 think that has been tlhe primary thing that
has had the effect on this outflow of gold.
Of course, there has been one other thing which has to be taken into
account. That is that there has been, particularly since last fall, a
somewhat greater supply of now gold to the free world in view of the
unusually heavy sales by the Soviet Union in the London market.
That supply has also helped to meet the demand and so there has been
less demand on us.
Senator WLIAMs. Will you furnish for the record a list showing
the extent of these borrowings and the countries involved and the
rates of interest, and so forth, and the terms of the loans?
Secretary DILLON. We would be glad to. They are regularly
published.
Senator WIIAMS. I know they are, but I just thought if you would
consolidate them at this point in the record.
Secretary D)IoN. Yes.
(The material referred to follows:)

84-087-84--8

Foreigncurrency series securities (nonmarketable) issued to official institutions of foreign countries
I

I

I

Amount (dollar equivalent)
Month of activity

Security

Payable in-

Issue date

Maturity date

Interest
rate
Issued

I

1961: October..-----.............

I

Certificates of indebtedness...

--------1

Swiss francs......

.........
..

Sdo---..................

1962
a
January.........------------

I

1

I Various......

3 months
from date
of issue.
..... do........ .... do........

---do ------------------- Jan.

I

Percent
1.25

i

Rctired
.

In millions of dol
46
. .......

Apr. 4,1962
Apr. 26,1962

1.25
270

Swis fIrancs.................
Jan. 4,962
Italian llre-.......
Mar. 9,1962
do......................... -....do.------.............. ...
fJan. 26,1962
lApr.
26,1962
June..........--------.
.....--.....-do...
..................
do......................... IMar. 9.1962
IJune 8,1962
July----------...................
do ...........------..
....
..... do.....................
fApr. 26,1962
(July 26,1962
As ntb-e---------------....... .
-do...--................ -.. do........................,
Aug. 7,1962
September-----------.............--- ----- do--..---------.............
..... do..---------..............
fJune 8,1962
tSept. 7,1962
Bonds--------------------.........................
Swiss francs ---..
Oct. 18.1962
Certificates of Indebtedness...- ... do ....................
Oct. 22.1962
October ....-.....-...------- do .-......................
do---------.............
-...- do--...-..
--. do -.
....----- ...--- Italian lire...............
July 26,1962
Oct. 26,1962
Certificates of indebtedness.-..... do
------.......
------- Aug. 7,1962
Bonds..-----------..
----.
-do .........................
Nov. 7.1962
November ---------... .... do ............
......... Swiss francs................... Nov. 8.1962
----. Italian lire ..........--------Nov. 30.1962
December -------Certificates of Indebtedness-,
-do ---.-.....
Sept. 7,1962
Bonds ...- -------...
-----... --do....................... Dec. 7.1962

Apr. 4,1962
June 8 1962
Apr. 26,1962
July 26,1962
June 8,1962
Sept. 7,1962

1.25
2.75
50 -----------270 ---------.....
2
2.75
25 .........
2.75
- 5-- -50
2.70
50 -----------2.75
2.90
2.85
75 ...
....
2.70
285
50
2
2.75
23 ............
2.00
---22
-.-.
25
2.00
2.90
3.00
25 .........
2.85 ----------75
3.00
75 ............
2.75
28
500.......
28
2.85

do -do..

April ----------------------.............................

Sdo....-----.---------

Jy 26,1962

Oct. 26,1962
Nov. 7,1962
Sept. 7,1962
Dec. 7,1962
Jan. 20,1964
Apr. 1,1963
July 1.1963
Oct. 26,1962
Jan. 27,1964
Nov. 7.1962
Feb. 7.1964
Mar. 9,1964
Feb. 28,1964
Dec 7.1962
Mar. 9.1964

46

1.25

4.1962
Jan. 26,1962

February ..................
March---------.......................

Total outstanding
end of
month
month

Aw

26 .........

5 ----------...-

0

--- -~-~.~ -uur-~Y~i4FILu~iL-;l*i3U
.
-:.~-

M

1963:
January.................... ..... do...-...................
February--.................. ....

do .......................

March-..-----......-----........

do ...................

..

Certificates of indebtedness. ..
JBonds.....--------................
-...
do---.....................
.... do..............--..-........

April..-....---..............
May.-------.....
June---........--

---..------...........--

September.......--------

do.-......................

--.. do-......................
Certificates of indebtedness...
Bonds..-.....
-,,,,..........
do-........-------.... ----:_
--. do-.----------------- do-.--------.-----

October
----.........-...... Certlicate of Indebtedness -..December-................- Bonds_ --....--------............--1964:
January
---------................ --.....do ----....-.................
---March............--------- ..... do-------.--------......

Swiss francs...................
German marks.k ,.,..
---- do.--.....................

Jan. 24,1963
..... do........
.... do ........
.--.... do........................
Feb. 14,1963
-....do...-.....
Italian lire........----........
Oct. 26.1962
Mar. 29,1063
Swiss francs ................Oct. 22,1962
..... do--......................
Apr. 1,1963
.--.. do......................... Apr. 4,1963
Austrian schillings........... Apr. 26,1963
wiss francas--...............
May 16,1963
Belgian franac-.............
.....-do......
....
do............. ............ May 20.1923
Italian lire.........-........ /Nov. 7.1962
June 28,1983
Swiss francs-................
Oct. 22,1962
--. do,-..................July 1,1963
German marks,,_...........
July 11,1963
.-- do.....-- ----..
.
-----... Aug. 28,1963
Italian lire....---...........-30,1962
3Nov.
30 1963
3Sept.
Swiss franc------..............
Oct. 31.1964
Austrian schillins....-.....
Dec. 11,1963
Swiss franca---------...............
....do......................

Itallan lire.................-...
do.
do-------d---.

April...

May.

..........

---------

..... do....................

-------.....--.......

JOct.

Jan.
{NOV.
IMar.
Dec.
Mar.
une
Sept

18.1962
20.1964
8,1962
9.1964
7,1962
29,1963
28,1963
30, 1963

May 25,1964
Apr. 24,1964
July 24,1964
Nov. 16,1964
Feb. 15,1965
Jan. 271964
Mar. 29, 1965
Apr. 1,1963
July 1, 1964
Sept. 4.1964
Oct. 26,1964
.ov. 16. 194
May 16,1965
May 20,1965
Feb. 7,1964
June 28,1965
June 1,1963
Jan. 1,1965
July 11,1965
Aug. 28,1965
Feb. 28,1964
Sept 30,1965
Oct. 30.1964
June 11,1965
Jan. 20.1964
Apr. 20,1965
Mar. 9.1964
July 9.1965
Mar. 9.1964
Mar. 29.1965
June 2, 1965
Sept. 30.1965

2.82
30 ............
3.13
50
3.18
50 .......-....
3.09
50
3.14
50
3.00
3.27
2.00
22
2.82
2.83
23 -----------3.23
25
2.82
23
3.26
20
3.22
10
3.00 -----------75
3.30
2.00
26
2.89
25
3.55
25
3.66
50
3.00
50
3.69
3.54
30
3.83
25
----50
75
23
2.75
23
3.61
2.75
28
3.71
3.00
50
3.27
.. ... .. .
75
3.30
---.-------.
3.69

429
529
529

577
630

-

630

M

655

M

705
705
735
760

M
§

760
710

z

------.-----

Apr. 1,1964 Oct.
....
do ..... Nov.
::do
-.---Dec.
German marks-------...............
Jan.
Jan. 24,1963 Apr.
Apr. 24,1964 July
Jan. 24,1963 May
SwIs ranc.................
May 25,1964 Sept.
....
do .....
Aug.

Source: Monthly Treasury Bulletin. Information in this table covers transactions
from Inception through June 30, 1964. There were no transactions in June 1964. On
July I the Swiss franc denominated bond equivalent to $22,000,000 which matured on

1,1965
1,1965
1,1965
1.1966
24,1964
26,1965
25,1964
27, 1965
2, 1965

4.04
4.05
4.06
4.07
3.13
3.93
2.82
3.84
3.37

50
50
50
70-

that date was renewed for a further 15 months, and the equivalent of approximately
$151,000,000 in German mark bonds were newly Issued.
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OutstandingTreasury foreign currency security issues
Currency

Austrian schillings..............

Foreign
currency

U.S.
dollar
equivalent

Millions
of units
650
650

Millions
of units
25
25

Total, Austrian schillings.. ..........
1,000
500

Belgian francs..................
Total, Ielgian francs........

...

Apr. 26,1963
Dec. 11,1963

20
10

3.26
3.22

May 16, 1963
May 20,1963

30 .........................
50
50
50
25
50
50
50
50
50
50
50
50
50

.

...

100

Oct. 26,1961
June 11,1965

24
24

May 16, 1965
May 20,1965

3.18
3.09
3.14
3.55
3.66
4.04
4.05
4.06
4.07
3.93
3.83
3.84
3.85

Jan.
Feb.
Feb.
July
Aug.
Apr.
Apr.
Apr.
Apr.
Apr.
July
July
July

.........
24,1963
14, 1963
1 1963
11,1963
21963
1964
,1964
1964
,1964
21964
1,1964
11964
1,1961

18 July 24,1964
21 Nov. 1 1964
24 Feb. 15 1965
24 July 1 1965
1965
24 Aug.
1965
18 Oct.
19 Nov. 1965
1965
20 Dec.
21 Jan. 1 1966
15 July 26,1965
19 Feb. , 1966
20 Mar. 11966
21 Apr.. 1,1966

2.83

Apr. 4,1963

17

23

2.82

May 16,1963

18

110
100
120
130
1300
97

25
23
28
30
70
22

.................

18
18

23

30

Total, Swiss francs................

Payment
date

628 .......... ............... ..........

130

100

Maturity
(months)

50 .......... .........................

200
200
200
100
200
200
200
200
200
200.
200
200
200

Swiss francs ...................

Total..................

3.23
3.83

Date issued

.......

German marks .................

Total, German marks.....

Interest
rate
(percent)

3.54
2.89
3.61
3.71
3.84
3.37
3.81

276 .......

Oct. 31,1963
July
Jan.
Mar.
May
May
July

1,1963
20,1964
9,1964
25,1964
25,1964
1,1964

12
18
15
16
18
15
15

Sept. 41096

Oct. 301964

Nov. 1, 1964

Jan.
Apr.
July
Sept.
Aug.
Oct.

1.1965
20.1965
9,1965
27,1965
2,1965
1,1965

............... ..........

.......................

I Issued to the Bank for International Settlements.
NoTr.-Figures my not add to totals because of rounding. On July 1 the Swiss franc denominated bond
equivalent to $22,000,000 which matured on that date was renewed for a further 15 months, and the equiv.
alent of approximately $151,000,000 in German mark bonds were newly issued.

Senator WILLIAMs. To the extent that that type of loan is outstanding, it is, in effect, a guaranteed loan against a devalued dollar; is that
not true?
Secretary DIrLN. It could have that effect, but not in gold because
if the other currency devalues at the same time, as would be the likely
result if there is a change in the value of the dollar, it wouldn't make
any difference. ButSenator WILLIA S. To the extent that theirs is preceded by ours by

24 hours it does have that effect; does it not?

Secretary DILAoN. To the extent that theirs is preceded by ours by

24 hours, it generally has that effect; yes.
Senator WILLIAMS. Yes.

I have no furtherquestions at this time.
Senator SMATHERS. Senator Morton?
Senator MORTON. Mr. Secretary, the fact that you appear here today is because we do have a balance-of-payments problem.
Secretary DILLON. Most certainly; I wouldn't be here otherwise.
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Senator MORTON. And had we not. lad such a problem on July 19,

1963, President Kennedy would not have sent this message to the
Congress.
Secretary DILToN. That is very true. As I said, we asked for this
tax with reluctance.
Senator MORTON. So we have to make some choice here. This is
one method. The so-called capital issues committee is another
method, and it seems to meo that we are in a position of having to accept perhaps the lesser of two evils.
The effect of this tax really is about a 1-percent increase in interest
rates on funds that are invested abroad from this country; is it not ?
Secretary Diuxox. That is correct.
Senator MORTON. In your colloquy with the, Senator from Illinois,
lie indicated that there is a disparity between the price at which stocks
in this country are selling and stocks in most of the,European capitals,
and I think you made the point that on the big board here it is probably 19 to 1, probably about 181/ to 1 on the American Stock Exchange, a. little bit less in the Midwest, as opposed to sonm 13 to 14
in Germany; less than that, I assume in France, I believe in France
it is a little less than that, and in Italy a little less than that.
Isn't the real reason for this difference, or one of the .contributing
factors for this difference, not that we have a speculative fever in
this country, but that long-term interest rates generally are lower than
elsewhere in this countryand people are therefore going into stocks?
Secretary DILLON. I made that point, I think, in talking with the
Senator from Illinois. I think that is one of the factors that is involved.
With this supply-and-demand relationship, here, we have this big
demand for stocks by these new institutions which were not investors
in stocks 10 or 15 years ago on the same scale'and which have become
very heavy buyers since then without an equal increase in supply. I
think it has been the reason why stocks are selling higher, probably the
primary reason.
Senator MoRroN. I, too, remember 1929 and, in fact, that was when
the crash
I graduated fromcollege
graduate Igrdutebefore
I was a college gdua
and I lived pretty well during my senior year in college and if we
wanted to live we would go down and buy some'shares we never heard

of and make a hundred dollars and then go to New York for the

weekend.
After some of my colleagues here in Congress started berating the
tobacco industry so heavily I thought tobacco stocks were a little
cheap a while ago and I decided I would try to buy som~, and I had
to put up 70 percent, so I don't think we have tlhespeculation which
is putting the market up today in the sense we had in 1929.
Secretary DILLON. It is certainly quite different from'what it was
.
in 1929.
Senator MoTroN. And if the Federal Trade Commission hadn't
come out with that crazy report the other day I might have been
better off with my stocks. [Iaughteri]
You were discussing the date with Senator Smathers. You meant,
:
of course, the beginning date tlhe July 19.
SNow in that message ,f President Kennedy's, did. he ask at that
.
time for a terminal date,December 31,1965?
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Secretary Dm.rLO.

That is right.

Senator MORTON. Well, nearly a year has passed since without an
enactment of this law. I don't know what the pleasure of the committee would be, but I think we would like to have your opinion of
the fact that since a year has gone by would it not be wise, perhaps,
to extend the date for 1 year?
You have to come up here, not only once a year, but sometimes two
and three times a year for the debt limit, and I was trying to save you
a little work on this, maybe if we give you 1 more year on thi3 it would
be logical.
Secretary DILLON. Well, we had made the original suggestion because that was a year after our efforts to reduce Government expenditures by a billion dollars would have had time to show its effects. W3
also felt. that there were other indications of improvement of our
balance of payments particularly in the trade area and our judgment
has been proved correct in the last 9 months, for the trade balance
has improved substantially. We hope that by the end of 1965 we
would be in a position where this tax wouldn't any more be neede
Also, part of our thinking was that we hoped the European markets would develop during that period so that they would be in
a stronger position afterward to take more of the burden. I think
they are developing, and so my own view is that, while it might have
a certain administrative simplicity to extend the date a year further,
unless it is very clear it is needed I wouldn't want to see it done. We
can't see that it is clear, so we think that the end of 1965 date, which
we hope we can meet, should be maintained.
Senator MowrTN. Thank you very much. I will say, Mr. Secretary
that I don't think any of us are happy about having to take a step of
this nature, but as one member of this committee, Ithink something
has got to be done ii this area and I think the proposal you have made
here is perhaps, to me at least, as an individual Member of the Senate
the least obnoxious.
Secretary DILoN. Thank you.
Senator S ATHEms. Senator-McCarthy, do you have any questions?
Senator MCCARTHY. No questions.
Senator SMATHERS. Senator Douglas?

Senator Dorot.AS. First, I would like to correct a possible impression which the Senator from Kentucky may have inadvertently left
about my earlier comments about inflation in stock prices.
I did not mean that inflation in stock prices is as great now as it
was in 1929.
What I did wish to suggest was that inflation might well be present,
and that it may have contributed to both the high level of stock prices
and the high ratib of stock prices to actual earnings, with its consequent lowering of the rate of yield. I did wish to suggest, also, that
this, in my judgment is greater in this country than in, for example,
Germany, and that, therefore, the long-term discrepancy between interest rates on investment in this country and investment abroad is
not as great as the figures wouldindicate. I am speaking, of course,
of matters'of degree, and not matters of absolutes.
Now, the second question I would like to ask, with the indulgence
of the chairmhiind the Secretary; is intreference to the letter which
you addressed to the chairinhn'of the committee uhder date of June 12,
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which is embodied in this print of some 30 suggested amendments to
the bill.
May I ask, Did you submit these amendments to the House Ways
and Means Committee or are these amendments which have occurred
to you since the passage of the bill by the House?
Secretary DILLON. Some of them have occurred prior and some
since. They all occurred after the House Ways and Means Committee completed consideration of tile bill. There was an unusually long
period of time between the Ways and Means Committee action on
the bill, which took place in early December, and the House passage.
The bill did not, for one reason or another, did not come to the floor
of the House until 3 months later-early in March-and therefore
during that period a good many of these things were under study, and
probably a number of them would have been ready, but under the
procedures in the House, this bill came on the floor under a closed
rule. Also the committee knew we had time in the Senate, and they
knew we were working on modifications of this technical nature and
we told them we were. Some of them-I can't say which were whichbut some of them were well underway before the bill was actually
passed by the House. Others of them were later.
Senator Douglas. This is the first time they have been formally
proposed to a committee of the Congress?
Secretary DLtLoN. That is right.
I would like to say one other thing. While we take responsibility
obviously for the content of them, we did work with congressional
legislative drafting experts, and they concur in the language and the
form of the amendments without having any responsibility for the
substance, which is entirely ours. That took a certain amount of time
to be sure to get them in properform that way.
Senator DOUGLAS. Following up the question which was addressed
to you by the Senator from Tennessee, I obviously have not had a
chance to examine these in detail, but as I cast my eye down the contents which cover nearly two pages, it would seem to me that virtually
all of these provide for some softening of the act itself.
Secretary DILLN. That is' right.
Senator DaouLAS. To what degree do you think this impairs the
original purpose of the act?
Secretary DImLO. None whatsoever; as I said-earlier because all
of these are in areas where we never meant the act to apply. In all of
the major areas where we meant the act'to apply we did not make
any change.
I would day the change that represents the greatest shift is that one
of these permits arbitrage transactions in stocks tax free betwedi
markets here and abroad,; provided the sale is completed in the same
"
day
This, permits a purchase from a foreigner and the'resale in the
foreign market on the samne day. There was no provision for that
.
before.
Well, obviously that sort of transaction would not hurt our balance
of payments and a number of companies specialiiing in that type of
trafishcti6n had ;asked' fdr some sort: of poision 'like .that. .We
studied it entefully arid ve wouldn't see how it wbuld affect ouribalance
of payments so we made that suggestion t But other than 'that 'one, I
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think all the rest are simply techlicl, I can give you one as an example. The bill provides that companies having long-term export
paper not be taxed, and their paper--these are primarily manufacturing companies that get this paper-could be sold to a commercial
bank. But it would beotaxed if it was sold elsewhere.
Well, after sonim discussions, particularly with our major aircraft
manufacturers who do take long-term paper, we found that while
they had in t',- ,inst disposed most of it to the banks, they wore now
beginning io u' i')oso of some of it to pension funds an insurance
COmpanies.
Well, that was perfectly all right. It made no difference to our
balance of payments. So we changed that provision so they could
continue to do that. I don't think that will tafect the effectiveness of
the tax at all.
Senator DovoLs. One more question.
Senator S ATnHEms. Yes.
Sure, go right ahead.
Senator DoUGLASt.
Earlier, Mr. Secretary, you minimized the possibl abatement or avoidance of the taxes by American banks making
long time loans rather' than issuing securities. But when the total
figures came out they seemed to me to indicate a steady increase in
the volume of these long time loans abroad, I wonder, therefore,
whether your informal estimate thatthero has only been roughly a
5-percent leakage is really trUtie
Secretary D ,lON.
I thInkt is. This iS really a different phenomeno and I think probably a parallel phenomenon to tile increase in
the demand for portfolio capital frbm this country, because the very
large rise in'antual bank lending operations bf this nature commenced
maybe in March of 1063 before there was any thought of such a tax

as this, andthein it continued and it was actually even hi'ger in 'the
fourth quarter.
Wo don't know the details of that, but. we do know the details of
all thoso loans since that time and we have analyzed them in detail.
It shows the kind of hoirower they are made to, what they .are
made for, and so forth. It. seems clehr that a very small percentage,
if nny,: were direofly of thetype that would otherwise clearly have
come to the market for longer term loans.
A great inany of them were made to Japlan which I think, as I have
said before, has gone through a sort of cycle, and they were in the
oycle of heavy borrowing through the first quarter of this year. In
the second quarter this year, in the months of April and May, there
have been no further increase in those loans to Japan, and so it. looks
like that cyole is coining to anoed. Thishas; been very important
in its effect on the overall totals, bitt it has been running for more
than a year and, I think, had to do with a deterioration which manin
feted itself about the same time in the Japanese balance of payments
because'their prices began to g6tlip. They have since then taken restrictive measures in Japan to hold them down.
Senator DoUvoiLAs Couldn't this be in the future a significnntn ens-

re of avoidance of the basio act

.. ,

'

Secretary DILLoz . That is the reason after consideration-it was
not inh our original submission- later inh the fall of last year wo sub-

mitted to'the Waysand Means Committee a suggestion for a manda-
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tory detailed reporting revision for banks. Thiat is iiin the bill as
passed tho House, and wthik it is very inportmit.
!Tho reporting so far has been voluntary, but I davsay the fact
thtt mandatory provisions a re in the bill ande the voIntary rejpoitinig more compllete, and easier to obtaiii, md I think it is very importat. that, thant pro'isioit stay in the 1)111 It w'il give tis the Informationl should it
tat a change is neemsuy nd we have statelI stated in my statement, and I repent. it her&-"that should it become
apparent that there is any signlificant direct substittion we would certainly not hesitate to ask torapprohpriate legislation.
Senator I)ouois.
&Well now, that, raises a. question as to whether
the suggestion of the Senntor from TIm see was not very appro.
hpriato in dealing wvith- this matter, to include with]ill the bill standbly
powVers, so that. you could exercise these power by adminisnitive. order
subsequently should they seein necessary.
Doyou hav any opinion onl that I
Secretary :DiLoN. We haven't thought that. would be necessary, but
as I said, if the committee felt stronglythat was advisable, we woilldn't
see any reason to object.
I don't see how we logically could.
Senator Doui.ae. Just as a matter of cutriosify, have you moved on
thlis- subject by ndinistrat ive order prior to the Ipassag of this hill?
Sreltary J)jrDoN. NO; t0eAR 11snway wo Could. We worked out
I)rocedures under the hill. We worked on, prihi~ileps for the ballks oil

this reoport~ing~ p~ceure~ on alvoluntry basis, which\ ~old be viruall

y

idenical to ayt. would be required na mandatory basis under th;e
bill, So, it is already runnifig.
Wo worked out pro0edurws withthe New York Stock Exehuialge and
ivtlu thioetreriean Stock Exn uge. foir transactions in securities on
those exchanges. Wewoorked out with tho Nationnl Asociation of
Security: Dealers theamthds ofttadlng hin olttsttnding securities over

thle counter so it is orkble,

nd funictiols

easily.

~;~;
'

.

These were things thtitilevvolveantI Wvhi would- be in cobnformity with- the bill wlen it's adopted Tand ,we agred.Were pr per.
rIhey are operating:
nder'thinttn
but we Ididnt Issue any
orders.

.>j''

We6lnventYh isslled any orders. We chin't until'the bill bcome116s law.
Sentor DOU AS. And thie phtwers are retroactive under the 'piovisions of the bill.
.
Secretary' Dl.o. We iavellt operated under the bill at, ll1, but.
worked wfthth-ethpople either to suggest. tinendtidietu to the; bill

wlhen -neceary or in an a-'diihistmtaife wAyto- work oitt forIso
wold work with t
Senator MDOLAs.

l\at

bill!under the rot roact4e provisions you jpoiht. out,
Perhaps I should be more, secular in ml.V question'

hug.coretal
trv
lN.;
Yes., t
yDnmiom
.

;

,.

(f V1

:.,

.

Senator ':DoU0As. haveSyour po*e6r of poiusiouil been introased
by *h6 etliatiroc
provisiouii ofthe bill?
if
SSretry Dittsn VT~y mo~li.
.
:
r '
.

.

.

.

I:

.

S%9eiatorbD'tYGLASIL That is alh, Thankon.
Senator

SIIAThE.R18

niow after contempl)lati1

Sntor McCTwrnY.

Senator MaOnMthiy do-you havesohuc 4uestionh
the bill f,
es.

.

,

* '
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MPfi , Secretary, do any of 'the EIjuropeAn countries use a device:similnr
to, the one we are proposing hIre to cofitiol the out flow of capitil?
Secret ary DILLON'. Nb; al of then except Germany proviousl i]Vhii'
various forms dif control. Blit they have all had complete controls and
have gradually moved hway frol' then, and they Jnve more strict
ido.
governmental controls than wem
Germany is the only one, I think, thht doesn't have such controls
Ieglly ono their books..
senator MCCARTJY. What, devices do they usc-capital issues, comu.
nitteps Secretary DILJ.ON'They generally hnve diict- governmental :approvaltof issues. They also have situations, such as in Eganginnd,'wh ere,
if you sell, f foreign issueo.you get.a differeilt, kind of sterling which
sells at. a*different rate in the market from ordihary sterling ,and you
transfer that. to something else and it, carries with it the right to buy
another foreign issue.
,.
-$enator McCAnr~rr Y. Hlaveo those 'dei'ices Been reasonably successful
as they have bee useod in othler'coutntries? '
Secretary DxrmroN. YeS; they have been reasonably successful.
Senator MCCARTIhY. I wvondered whvyYburstatement was so' firm
on hiow devices of thnt kind would not "be workable if; ised in time
United States?

'

* .

Secretary -Dirlr,.Toi' I don't say it. would not 'beworkable at all' I
would like to: sy al thle 1'~ropeahi deviees 61'govereninent operated,
gberninent. control led. None of their re of ti is voluntary nature.
I am clear that: na oluntary progrhm:' because bfithe complex pressures
on those running it, just w uhr-not be able to: work.'. I d6n't see how
ien
it would beojbssble whei in Iday they might hnve to boideobemtt
a loahi 'to build'a. refinery tinv Austriat andi a. subway in Be'rlin and a
projectin, sothern, Itfily land a fertilizer. plant; in France, how; a
vdluntiry'igroul could decide, :whichi one-.amlid, thefcould ohly iadmit
ne.iadmit

I

-

:No*, if it'was ruii!by the Government-, of:c6ursepitt.Cold works' I
jusp say,we feel it-is preferable notito goa, robte: Which! in 'our'history
we have hot doiie%althoighit ha§.been done-in -Europe,except in wartime.. We thought that our aproach, allowing the market to folio
tion. freelywith this' teriff;!if lydu1 wilfj upon , eburties' was ,. better
sohflyion', mor in a&cordaee with our traditions/
If it doesn't work, certainly a direct government1I control cduld
-'
U *.,
:' *'
'
wo&,kb'
"''
'-Senator MCGA' uYo .I wondered what-youir opinioil would be as to
th6 advisabiliy. 'of mbre' direct control'if the amountof-tie -loan dx-

bepittdeto

ceeded a certain mignitude;;a,hundred, milhioi dbllahrg dr $200 Million
or$800,i li on',

'

''

I

'

.

I

Secretary DqrW . Well, very few- issues' are of that size. I think
one of the problems that you' would run into--4ay.',youbisrt the limit at
a hundred million dollars-nd I anf think of 'only two'orthioee foreign issues of that size to take placein. this country within the lnst
don't, quite .know hw:twtr would iworki because 'nothing
few years-I
would, prevent a borrower Ifti6mt+ki1 it in ttvo or three different

bites and, therefore, gettiimn' undethM amount, and.Senator WcCAfrty. unless it was trbroritte?

.

*

.:..;
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Secretary DI),LoN. Even then he could do one $50 million issue and
then wait 4 months and say "I changed my mind and I need another
$50 million." HIe would come in and you wouldn't have any control
of him.
Senator MCCARTHY. To what extent do you think that the improvement may be due to what has happened in the European economy in the
last 9 months and what has happened to our economy
Secretary DILmoN. I think, as I pointed out to Senator Bennett
earlier, in the case of outstanding equities, outstanding stocks, there

have been two things at work here. The interest-equalization tax has
made the purchase by Americans of foreign stocks from foreigners
unattractive as compared to what they could do here. Parallel to that
has been the fact that. the European economy has been inflationary.

They had a price-profit squeeze, if you will.

They still make plenty

of profit, but nowhere near as much as they did 2 or 3 years ago.
There have been some political developments in lurope which
might give some cause for concern to investors, and as a result of that
I think one can see a greater volume of American investors selling
European securities than had been the case before.

Now, there is nothing in the tax that would encourage someone to
sel a European security to a foreigner that he already had-possibly
quite the contrary, because once he has done it he can't replace it.
Nevertheless, this selling is something which has continued. So
this, coupled with the tax on buying new securities, has led to a rather
dramatic switch in trading in outstanding securities. Instead of having an outflow of funds of around $200 million or $250 million a year,
we are having an inflow bf funds of about the same volume. So it is
a difference of over $500 million in our favor.
Now, part of that is due to economic conditions in Europe, but I
would imagine it is less than half of that. I would think the rest of

the savings, on the borrowings on debt issues, I don't think economic

conditions in Europe have had any effect.
Senator MCCARTHY. I think that is All.
Senator SATIIERS. Thank you very much, Mr. Secretary, for a very

lucid and persuasive statement.

The committee meets again tomorow at 10 o'clock' at which time
they will hear the witnesses for the opposition.
We will stand in recess until 10 o'clock tomorrow.
(Whereupon, at 12:25 p.m., the committee recessed, to reconvene at
10 a.m., Tuesday, June 80,1964.)
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CO~rnl"TH
E ON FINANCE)

ho

llrasigt~i, D.C .

Tho committee met pursuit t16recess, at. 10 n.m. in room 2221,

Now Senate Office Bmilding, Senator Harry Flood Byrd (chawihnan)

presidilg.

P)reseont: Senators Byrd, TLong, Smanthers, Douglas, Trllmildge, Williams, Bennett, and Mforton.
Also present,: Arthur Rothkopf, TrcaSm'y DepArt mefit, Elizabeth B.
Spring, .chief clerk.
6The
OIHAI'AN.
1A
Thle committee will come to order.
Trho first withessis M"r. Andries 1). Woudhituysen of thte Association
of Stock lemlhange Firms,
W'il1 you thke a seat, sir, and proceed.
STATEME!07t OF ANDRIES D. WOUbHUYSEN, PARTNER, BURNHAk
& CO., NEW YORK, N.Y., REPRESENTING ASSOCIATION OF STOCK
EXCHANGE FIRMS; ACCOMPANIED BY-DAVID KLEE, CHAIRMAN
OF THE FOREIGN SECURITIES COMMITTEE OF THE ASSOCIATION;
JAMES LYNCH, ASSISTANT' GENERAL COUNSEL OF THE ASSOCIATION; AND JOHN NEVINS, CASHIER OF MODEL,'ROLAND & CO.
Mr. WoutDn~tilN,. Mfr. Chainniimnlnud'meimbers of the-coiiiiittee
my naniis, Aildries D. Woilhinysen. Ii'm A paffitior of Bu!nallilnV&
Co.,- a hiembe of the Now" York Stock E
exchange and very actifl'1ij
tile foreign securities market.
1 almn testifyig on bhalf of the Asocition of Stock Ecange
Flrnis a ntiom[rhde soeintiowwhih
iepreSents 000 member firms
'of theo e York Stock Exchlinge..
I-'fm accompanied by Mi& *hvid K lee chirmn ftle foreign
securities com'initteo of the association; Mrv. James Lynch, ipssistant
renerali counsel of the association; and Ur. Johii 'Novins, -cashier of
Model, Roland & Co.
.Mr. Novins and I will divide the testinionyand theteim allotted to
the association; I will testify with respect to thw balanceof-phyments
0.9)ec~s and thb priiciples undety inth'I proposed bifl, ad Mr. Nevins
will deal with the administrative Pro ems,
.**
am testifying, in opposition to H.i. 800
we b
eli~ey
tlhe proposed tax is ml minical to he6stw interest of the Xtion, inasmuch as it is predicated upon the erroneous assumption that prvato
U.S. capital exports, are, a principal cause irr thoe eontlnuuawaefloits
in the US. balance of internatlonalpaynnts.
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To take that position is as mistaken as looking only at U.S. commercial imports as a source of capital outflow, without giving consideration to exports as the complement of imports in what we call
our trade balance.
PRIVATE U.S.

CAPITAL EXPORTS

Private U.S. capital exports are only one side of 1he sector-capital
movements; thle other side being the inflow in which income received
on foreign investments more than offsets the exports of capital on
account of private fo itigh iivestmehts.
From a balance-ofpayments point of view, there are no important
and unimportant items; each purchase from a nonresident and each
service rendered by a nonresident creates an outflow from the United
States; each sale or service rendered to a nonresident creates an inflow
6fmihey.
Whil this is perhaps somewhat an oversimplification it is basically
correct ;and lack of time prevents me from going any deeper into the
subject.
I-owever, there are indeed types of olitfow of capital which aire
more desirable than others. While tourism' may be educational and
creates better understanding apong people, froin a balance-of-lihyments point of view,tli' tremeh'd0os 6utflqgW f capital resulting from
several hundred thousand Aiericans spending their vacations abroad
represents an outflow of capital which creates very little in terms of
return inflow, except to the exteht that it may st mimulto foreigners
to visit the United States (to see th country where all these strange
but ice people are coming front) and to the extnt that the money
spent' by U.S. touiists'abroad ,nables foreign countries to increase
their ilmpdrts from abroad, h6pefilly als6 from the Unit6d States.
;Not so with private U.S capital exports. The return on these
capital exports pi terms of interest and dividends was estimated to
boe,$ ' billion in 1969 nd had risen to $4.8 million in 1962.
t have hot hiad th time, in the 'few days available tb witnesses to
prepare their testimony to check these figures, but they are taken
from the late President Kennedy' special message on balance of payments, dated July 18, 1063, to the Congress of the United States, and
"
.
I am sure they are correct.
Why the Treasury selected this sector of the balance of international
parents as a vehicle to redress the deficit is not quite clear, in view
oi the repercussions which it may provoke for the one area of the
balance of payments which not only yields rich returns but actually

pays for itselfinamuch as the income it creates equals or surpasses
the outflow it causes.

EXEMPTIONS

Thpe' Private U.S. capital exports sector of urf balance of payments

is constituted of the following five categories: I
1. Outtst ending foitH securities.
. New issues ofr foreign :securities.
i sT' .
: 3. 'Direct nIVestinen
4. Other lontg-tdrm loans.
' 5. hibrttertiloits.
1

.'

.

'

:

Because of lack of time, and 'for thei conveniee o ttbmembers of the committee, a

more detailed explanation of each of these categories is appended to this statement as
exhibit A, for Inc luson Into the record.
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Thrljoposed bill/as it wasapproved by the House of IepreF;entatives, exempts froni'the tax -the categories abov referred to izider,3
and 5,k while it exeipts from the' tx the l6ng.ter olns referred to
under 4 above, if such loans ar6 made byi, a commercial bhnk in the
ordinary course of its commerial banking business
Since this type of loan iS in practice indeed largely extended by
commercial banks, and since these tomnmereial' banks would normally
not extend such loans'unless it were in the interest, of their commercial
banking business -it can be said t hat category 4 is, for all practical purposes, exempt, although erha Pl in theory there '*nny be some loans
undbr this heading Which could;be ubject toithe interest equalization

tax,

This leaves only two out of the five categories subject tf the tax,
and these are
-1.Outstanding foreign securities.
2. New issues of foreign securities.
And even, these tivo categories are not'invariably subject t6 the tax
because there areaa considerable number of eenptions, some of which
are very important.
Attached hereto are tables furnishing the statistics by areas and by
forms of capital export for the, years 1900, 1001, 102, 1903, and the
first quarter of 1904 (exhibit's A-4, A-2, and A -)
In enimerating to what extent ev'enftthe reinnh ' two tegories
are exempt from the tdx,, ittteifift is dircted to'tlid1act tIht& in beth
categories the securities of international 'iiistitxitloiis of: ilVhithe
United States is at merhber are oxcluided from the tArk.
Aliso'exept' in- both' cAtegories' are the 9e66rities of so-cilled less
developed -oWntries Wnd less, developed coIihhtr Oriiations
h
term "less developed 'country orporationsl a ppHes to 'cbrloi6atihs
ot'ganize'dR
h te'
i
laws f leS devel o
S i~s a nnlee6ifig the
requtenieltg bf section . 55 o6f the Iit6n'al,ev pei Code of 1954, s

n~mendd.

!InaditI n tb th~iMe eions 'Vefeiid to'above 'the" 006o96sed 1eishiti~n inoeides provision ibr thel exclusion 'froiiithe ta f 6i9iginl
or new isues here'requireWd fbi iitriAtiohal
r
xObnta etability
Under this section- Atl Presideht May
t'tiotime,
deortifha
-the'aipplicatro' 'Of the'Interest eqtiali~atIon t wll
W 'ae stboh canyequences as to imperil or threaten to imperil tle stability Mf the ilternationAl mdiieth 'sYsteffl. 'Undethis section of the1id
osed 1Ig14tion the President has already indicated that Catida 'kVll-be kempLt.
While' it Pldhses us that Ctada 'will be exeM' Cfrom the tah s far
,as new issues are conried, -it dan
Ie
d lat'Ci
da 'as'the
single largest digtr butbV hihe rMite d Stiites of "hioiv issues" in each
ofte -years 1960' th'Uh 1913 a8 tbi&ethse p i
'iri
reason
why te tr allies to less- t han;10 percent f0l0 total
miite
'U1
capital export,
ance t the, annxA66thl6' 1A, tM0tkiti' tkpPeled* t.6 'Wtinent roveahi that' totil piaidte VU .'.60ital qP '& duiig the 51
niontha' period, oern th 4 y;iA060196Q l6ighi8 tiie',
ft
quvrt6 V90'4Ait
d~tntbd
no
to apb rinttj 1 '$1i ' Al
"Itdos iot reiufre cor ic ted calaU
to ~dot "me ta
folloiiing categories are eit p 'Dkiivi' ii eniorith
$.2
ifin '1ig
nd short-term loans, $5.8 billion; leaving subject to the tax a total
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of $a.7 billfonh representing the two' categories "New issues of
foreign
securities ? an( -"outstanding.'foreign securities."
1,Deducting from these the exemption for
and for such areas
as.l4tin Aiinerico. and "other' areas,'X whichCanada
ar6 exempt 'be~aus they
fill within the category "less developed countries,"
we have to, take
another $2.2 billion: ff so that only $1.b billion
remains,
which is less
tflini4O percent of the total of $16.2 billion.
T~here- are quite a
of oter more or less important
number exemptions, but it would take, up too muchl time to enumerate
themi all.
iOur analysis-of the three
which are ekempt- and the two
categories which are subject categories
to the
equalization tix 'and applying whatever further exemptionsinterest
have
been
to those two,
divulges that no inore thai 10 percent f the totagranted
private U.S. capital
exports is subject to the interest equalization tax.
urgin the 4 years 1960 through' 1963f and the" first quarter
private US. capital exports
have amounted to $16.2 billion, and-on1964,
the
basis of exernp, tkns referred to above, one can safely
estimate
that
no
more than approximately 1 2 billion is affected by the
tax.
FIF~kT Or, EXEMM6I

8

During the testiiony efrle the iRousO Ways ind
kiteans Committee in Agst; 1063, several iees
pointed out tlat' the structure of
ec j
t;nrk
is such dint' by closing off one'
course cii be had to othep gourirces.
o
Thus J)i'bilifyto' bt infinancng from sourcicae
exemt
from the interest eqaliztin tax,
as
commercial.
ms'
bank 9lns,
NvilV divet new finaning from the pulic securities
markets to the
cofnmerld1 baiks.
ne tseretae
,real prop16d thAt the bill will iae
litWtlrro effect it'P'uciig as
Uie
total outffowo private,VpitiJ. An
ad
'disRdv*iVitaget to the6b ne
payments can result fiom the
diversion from ,the public lrities Ofmarkets
to b
y .tTse
bank 6'iins airffect: tI~ S. blkince of
thlonn,8wheea public is1Sesu re payments
b
by
1
ull amount of
a Iso bought by he
freigners.
As 'a r;efsf, '$56
hio"1'of p
ic financing.
a ess unfavortable
ifec~on terpb
Pof payenets than. $I ha
nil 1011 ofbank loans
to foreliers.
~
e1gta~t 'thijs' WarIng was, is, demonstrate by
the statistics
aitticlItti1Stirr
temei~
~
4 cursory gn
at the stgtistics of'
§inco thoahterst eqa1)jA06A ta was, efetivye,and shprt-term lons
in con prison with
pi
por iprod, immediatelyy .divul' that the effect
of the intst
equalizatibim, tax
category
1
ew
issues.
of
foign
secures"
hs been nipty oRffse t; by a slrp increse in
the'categoryLongaii short-tArm loans."
e ar ~otsuggestion thqtleVte States
ae a, ourcw of ca ital
for 'fdrei~g
borrowers qho4Ju d completely closed
Toeare,
'oeen,
abiltledIVeg;
e'
ye~
itIn 4Ucing *thertht
its4ny
effect
,
t9verf~feig bbrowm
hy' ,uePtbfjc seurities
niarkemt
tho"Oite~
in
~3atthe~ cneo
iar~ral
bar~i;
:,,r,
,

Igo

'

('
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Tie statistics for the first quarter oi 1964 as compared to the first
quarterof 1963, are also appbnded to this statement, and prove that
this shift from taxable sources to tax-exempt sources from the public
securities markets toithe commercial banks, is continuing unabated.
VOLUNTARY

CArITAL

ISSUES

COMMITrEE

Under these circumstances, ,one cannot but reach the conclusion
that a voluntary Capital Isues. Committee under the auspices of the
Federal -Reserve Bank of New York, similar to the one in operation
during the Korean war, might be an effective substitute for the interest
equalization tax.
A voluntary Capital Issues Committee composed of members of
the financial community in cooperation with the Fderal Reserve cild
set up and apply guidelines with respect to the total amount which
the United States can afford to lend to foreign borrowers on a quarterly or semiannual basis.

Such a Capital Issues Committee would, of course, be applicable
to the category "New issues of foreign securities," and it w6uldiot
affect the only other category subject to the proposad interest equalization tax, the category "Outstanding foreign securities.
As the attached statistics over a period of 414 years clearly demon-

strate,'this category does not feqiire any safeguards.
nsttitutions, of' which the
SCnsideiing the fact th'
p proposedd interest
er, are exempt fro
United Staies is a, m
to this category,
that princ
'ay and apply
equalization taxa
rted'divesting
it' is established eyond doubt'that th United States

itself of -fore

e
securities immedate,

'
ftetr 19i61t-..,

1/2

non
x wi
before the inres equalize'
terday's
attending
hiad he p ivile e"
As aiynat r of fat
testi'
Secretary
Dil
on
wh
ore' the mmittee; du
hearing

fled, and

afterward

a to st

ot

ing the tatistics

attached his testimony.
d to h st eme i , find' t atth'e
at table No. 2 ia
Looki
din series "Ret
,"
e i
ely
Treasu lists sep
demptio s."
"
e outstand ng sely t
ns
Needl ss tosay that th rede
as6flew issues, ah, if we
cause t r c i 6tr
cdiities,
rdice tl butflo of
tah'i
uif
chasee of oubis dig
it
Triisu
r
*
ich
e
tsi
securities by the a
v of aiitail' o aoedufinf fititseparately ,w6 fitid that;: the bii
sthdifig seuities was aif

;

/

1060 outflow --.---

.
--------.

1962 Inflow ----- .

..--.------..-----..---------.....

1961 outflow.-------------------

.

.------.---------

------------------.

',

-$108

'-----239

--------

1063 Inflow--------------------------------------------------

+107

+189

-- +572
1964, lst quarter inflow-.-------------------------giving away on a silver
united S
With this ineffective tax,
platter its status as the leading ternational financial center of the
world. It gained this status because London, which had been the primary international financial center, was unable to maintain it as a result of the Second World War,
84-987--44--9
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Until the announcement of the interest equalization tax, London
never regained its status. Since July 1963, it is well on the way to taking over from New York. This demonstrates how difficult it is to regain international financial prominence, once it is lost.
How many years will it take to regain that prominence for New
York, once it has lost its status as the leading financial center of the
world as a result of the interest equalization tax?
As one of the actions in his program to reduce the deficit in the U.S.
balance-of-payments and defend U.S. gold reserves, the late President
Kennedy, on October 2,1963, appointed a task force on "promoting increased foreign investment in U.S. corporate securities, and so forth."
One of the terms of reference of this task force was:
The identification and critical appraisal of the legal, administrative, and institutional restrictions remaining in the capital markets of other industrial natons of the free world which prevent the purchase of U.S. securities and hamper
U.S. companies in financing their operations abroad from non-U.S. sources.

In its report dated April 27, 1964 the task force, under the chairmanship of Henry H. Fowler, then Under Secretary of the Treasury,
states:
N6 useful purposes would, we believe, be served by making detailed recommendations as to the removal of foreign restrictions or methods by which other
countries could improve their domestic capital markets. In each country these
matters are often complex and technical; they involve delicate domestic relationships; frequently they transcend financial considerations and encompass
national policies well beyond the terms of reference of the task force. It should
be noted that efforts to remove restraining influences on sales of U.S. securities
to foreigners will raise in foreign financial markets the question of the continuance of the U.S. interest eualization tax as a factor affecting the sales of
foreign securities to U.S. citizens, however temporary and special its basis.

It is obvious that this task force, under the chairmanship of the
Under Secretary of the Treasury, could not be too critical of the
interest equalization tax. But it is equally obvious that it considers
the interest equalization tax inconsistent with the administration's
desire and efforts to promote increased investments by foreigners in
U.S. securities, and as an obstadle thereto.
CONCLUSION

On the strength of the above testimony, the opinion of the Association of Stock Exchange Firms is evident; we respectfully urge the
Senate Committee on Finance to conclude that the bill is ineffective
and inequitable, and that it should, therefore, not be enacted. If the
members of the committee feel that some form of legislation is unavoidable, along the lines proposed by the administration, it should
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at least exclude the category "Outstanding foreign securities" from
the application of the tax, although the members may well wish to
take all the time they deem necessary to study the many ramifications
of the legislation in its proposed form and may wish to give serious
consideration to a voluntary capital issues committee as a substitute
for H.R. 8000.
The CHAMrAN. Thank you very much.

(The statements referred to follow:)
EXHIBIT A. BRIEF EXPLANATION OF THE FIVE CATEGORIES CONSTITUTING PRIVATE
U.S. CAPITAL EXPORTS

The Department of Commerce from time to time publishes these statistics
classified by areas and by form of capital, and as far as the different forms of
capital are concerned, it distinguishes:
1. Outstanding foreign securities.-These are securities issued by foreign corporations and bought by U.S. investors (private and institutional) as portfolio
investments. This category is by no means limited to foreign securities listed
on national stock exchanges; it includes many hundreds of foreign securities
for which an over-the-counter market Is made in the United States by certain
brokers and dealers. Neither is this category restricted to foreign securities
registered with the SEC; more often than not these securities are not registered
In the United States, but there is no legal restriction on transactions in these
securities by virtue of the fact that they are not newly issued.
2. New issues of foreign securiltee.-These are new Issues floated in the United
States, registered with the SEC.
3. Direct investments.-This is a somewhat loose label generally used for investments by U.S. companies in foreign subsidiaries and for acquisitions of
substantial blocks of an equity in one foreign company on the part of one U.S.
investor or a group of related U.S. Investors, having in mind to acquire an interest in a foreign company. This label does not necessarily mean the acquisition of a controlling interest, and the text of H.R. 8000 dated March 9, 1964, of
the interest equalization tax, uses the term "Direct investments" for equity
Interests amounting to 10 percent or more of the outstanding voting stock of a
foreign corporation.
4. Other long-term loans.-This category includes long term, that is to say
more than 1 year, loans to foreigners or foreign corporations by commercial
banks or any other U.S. lender, such as pension funds and other institutions.
5. Short-term loans.-The same as the previous category, but maturing within
1 year and largely made by U.S. commercial banks, but in some Instances by
other U.S. lenders to foreigners. The distinction referred to in this paragraph
and in the preceding paragraph between long term and short term used to be
one largely determined by the policy of the lender, and in general banks in the
United States used to consider maturities of less than 2 years as short term
and maturities of more than 2 years as long term. The proposed interest equalization tax exempts from the tax maturities of less than 36 months, so that by
virtue of the proposed bill the dividing line between long term and short term
is arbitrarily established at 3 years, at variance with the statistical practices
followed by reporting U.S. agencies.
SCategories 1, 2, and 8 apply to equity securities as well as debt securities, whereas
categories 4 and 5 apply practically always to debt securities.
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kAXIIBIT A-1.-Total private U.8. capital exports by area
(Millions of dollars]
OutNew
standing
issues
foreign
foreign
securities securities
r

19c6:
Europe.............................
Canada..
..-................ ....
Latin America.......................
Japan and other............
.........
Subtotal.....-...
..............
,International Institutions, etc.........

II-

(net)

1

Other
longte-m
loans

Short-

investments

-423
-213
-190
-522

Direct

Total...............................

(net)

-126
-94
nil
-49

-109
-95
-73

-962
-451
-95
-154

-13
32
-159
-60

-269
-40

-276
-78

-1,662
-12

-200
Nil

-- r----------r--------l

term
loans
(net)

i

-1,348
Nil

-309

-354

-1,674

Other................................

-234
-88
-18
-11
-51

-27
-182
-4
-59
-109

-724
-302
-173
-29
-363

-116
10
-108
-34
-15

Subtotal .-........................
International institutions, et.........

-402
15

-381
6

-1,591
-8

-263
Nil

-1,

-387

-375

-1,599

-263

-1,656

1961:
Europe ................ ...........
Canada......-.............
Latin America.....................
Japan.................................

Total...............

...........

1962:
Europe............................
Canada.........------..................Latin America.....--...--....-......---Japan.............................
Other.................................
Subtotal....-...- ... ---...-----....International Institutions, et.........
Total......-

-16
79
-22
-23
-16
2

-162
-374
-88
-97.
.- 84

-867
-314
32
-54
-377

-200

Total

-1,523
-835
-539
-858
I

-3, 755
-130

-1,348

-3,885

-49
-503
-150
-695
-159

-1,150
-1,065
-453
-828
-697

56
Nil

-4,193
13
-4,180

-82
-37
-39
-108
8

-64
-103
-245
43

-1,311
-710
-220
-527
-426

-98

-805
-68

-1,680

-268

-653
Nil

-3,194
-240

-1,654

-258

-553

-3,434

-74

-96

-873

1963:
Europe.....................
.........
Canada......
.......
................
Latin America........................
Japan .................................
Other................................

2
81
-1
-29
-5

-249
-629
-17
.- 131
-59

-869
-334
-63
-68
-489

-513
16
29
-114
18

-82
42
-98
-440
-118

-1,711
-824
-150
-782
-653

Subtotal.........................
International institutions, etc.......

48
-54

-1,085
11

-1,823
-39

-564
Nil

-696
Nil

-4,120
-82

-1,074

-1,862

-564

-696

-4,202

....................

Total ...........................
Source: Survey of Current Business, June 1961.

-8
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EXHIBIT A-2.-Quarterly private US. capital export by area
(Millions of dollars
Out-.
New
standing
issues
foreign
foreign
securities securities

(net)

1963 (1st quarter):
Europe..............................
Canada..............................
Latin America......................
Japan...... .......................
Other...............................

-17
30
2
-10
-2

-63
-341
-11
-12
-15

3

-442

Subtotal..........................
International Institutions, etc........

-62

Total...............................

-59

-438

Shortterm
loans
(net)

(uet)

Total

-403
-118
13
-13
-33

-28
19
-13
-22
25

87
-57
.78
-12
-34

-424
-467

-554

-19
Nil

, 62
--1

-950
-5

61

-1,006

3

9
-69
-59

-10

3
-71
-I1
13
-21

-270
-21
-15
-31
-73

-152

96
3

-87
-1

-410
-23

-232
Nil

-630
Nil

-1,263
-21

99

-88

-433

-232

-630

-1,284

66
20
4
4
2

Subtotal......................
International Institutions, etc.........
......

4

Other
longterm
loans

-551

1961 (1st quarter)':
Europe.................
.............
Canada .........
..................
Latin America ....................
Japan...............................
Other ............................

Total......................

Direct
investments

-15
-56
-13

-21
-244
-66
-239
-61

4

-374
-312
-102
-309
-166

I Preliminary.

Source: Surrey of Current Business, June 1964.

ExHIBrr A-3.-Senmtannual private U.S. capital exports by drea
[Millions of dollars)
OutNew
standing
issues
foreign
foreign
securities securities

(net)

1962 (2

Direct
Investments

Other
longterm
loans

Shortterm
loans
(net)

(net)

half):.

Europe ........
.
....................
.
Canada....
...................
Latin America......... ...........

Japan.....

.....................

Other.................................
SSubtotl........................
Internatlonal institutions, etc........
Total.........

....

1963 (2d half)O
rope..........................
Canada ........-.....-.
........
Latin America.,l:
..........
1
JapSan.. ..............-..............

.

... ......

Subtotal.......................
International institutions, etc .......

ot.

..

-10
-74
-80

-371
-201
-4

nil

-70

-169

44
-10

-503

-766
-96

4

-602

1

............

Revised totals ..........-.........

Other ...

32
40
-13

.............

-69

28
64
50
1
-4

14

,

-

1

-

.

,

4

,

-213
-10
-

7
8

1l

-605
-458
-126
-1
-182

Nil
-1

-273
Nil

-1,43
-100

-273

-1,604

-316

,-1,:48

-862

-1

-493

' -943

-14

-33
-54
-14
-54

-3244
-163
-123
-19

343
-35
51
-89

7
294
-143
-24

-89

-266

-82
-8

-41
Ni
l'

-225
Nil

-1,63
3

-16

11

-73

121

-168

6

-43
-13

Total

5

-173

-

-2

o810 -418

'

-25

-641
92
-228
-460

' -1,500

I Revised totals as reported In June 19684. Survey of current business area breakdown was not published.
..
.
Sources: Burvey of Current Business, March and June 1964.
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The CIIRAMA. Senator Talrmadge
Senator TALMADOE. No questions.
Air. WOUDIUYSEN. Mr. Nevins will testify on the operational aspects, withyour permission Mr. Chairman.
Senator' ENNEIT. Would you prefer that Mr. Nevins testify before
we question either or both of you?
Mr. WOUDIUYSEN. I would, Senator Bennett.
The CCHAIRAN. Our time is limited, you know.
I apologize.
Mr. WovUDIltVYS.
The CHAIRMAN. It is understood, I think we can only have one witness but if you would'bo very brief as we have a number of witnesses
and we have togo into the session at 12 o'clock.
Mr. N.vINs. My statement it quite brief.
I am John A. Nevins, cashier of Model, Roland & Co., a member
firm of the New York Stock Exchange and an active dealer in foreign
securities. I am here as a representative of the Association of Stock
Exchange Firms, a voluntary, nonprofit trad6 association comprised
of approximately 600 hiember firms of the New York Stock Exchange.
The association's membership is nationwide, and many of its members have foreign branches as well. As president of the Cashiers'
Association of Wall Street, I am in a position to collect and coordinate a great deal of information relating to the operational problems
that would be created for the securities industrbyby the passage of this
legislation, especially with regard to the retroactive information reporting requirements.
As you kntow,' wheinthe interest equalisation tax was first proposed
last July by the late President Kennedy, the securities industry was
suddenly required to create a whole new system of forms, controls, and
procedures, not 'olily to assist the Treasury in enforcing this proposed
tax but also to inform customers of their obligations under the proposed legislation.
For the past year we have been in the rather inconceivable situation
of trying to comply with a tax law that has not been enacted, Only
during the last couple of months have some fairly standard procedures
been worked out that allow us to integrate this compliance information
with customers' records and with records maintained by dealers.
Moreover, some of these procedures will be changed in the near
future since the Treasury is planning, upon passage of this'bill, to
revise the various forms presently in use.
I might add that the Treasury has been extremely cooperative in
submitting draft copies of these form to our industry for comment.
When this legislation was first introduced in the House of :Representatives, it did not contain any requirement that brokers supply the
Treasury with information a to foreign transactions participated in
by their customers. The only returns proposed were the quarterly
returns to be filed by persons who incur a liability for the tax.
The bill now before your committee requires information returns
from brokers. The Treasury has already announced that these filings
will be required quarterly, retroactive to July 19, 1968.
In effect, this provision shifts a great deal of the administrative cost
of enforcing this bill on to the shoulders of our industry. Not only
will the enactment of this bill have a detrimental economic effect on
our business, but now we are being asked to pay for its enforcement.
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Sinco the SeiotnrV ofthe Treasury hns stated that this bill is a teinPorary exciso tax aicinot a revenue mniensure, we feel flint it is entirely
imeqin tAblo that our industry should be forced not only to hear the

huge opens involved inniataining the voluminnis records required
hy this bill'but. also to prepare quarterly information roturns.k I
As has been pointed out, should this bill be enacted, the effective date
of it. would lie July' 19, 1063. The Treasury has announced that they
will require ipfortittonretrns oli all taxable foreign security tralsact ions retroactiv'd to that date..
The .comnpiltition of such information on these transactions is,an

enor1ous, time consuming and expensive task. The only way finms,

whether highly autonnted or not, could possiblyVcompile tis infotma1* to perform a complete audit-of all theirifortion accurately wduld
eign trasctiis of the .past 12 months. This could not be :Rc.coinlished by the us6 of colnluters and would require a great mnany
expensive man-hours of work.
A serious question always exists in An of these information return"
prograit15 as to the effective use of. thiflinfoi-mintion by the Trensur-y.
American business spends untold millions of dollaI each year iii the
preparation of- these fornmi. T'o requiro'that we'now incr any, addlitional -biurdel -for what., is purpolted to, be a, temporary nounrevenue
exmise tax appears completely unjustiftIble.
The*problems involved are truly staggering if one considers the
absence of standard procedure which existed for many inonihs, the
difliculty of deterring whiichi transactions nre subject t the proposed tax (eapecially inthe area of transactions io corperatb securities
of les developed counh'ies), the problems of indoctrinating branch
office manngenient nd sales personnel, and the administrative eonfusion \whici existed aind continues to oxist, to a largedegre as between
dealings in listed and unlisted, foreign securitie".
ia following recoinondt ions
In-oonolusin, Kwotodlike r
sloudthe bill reeive the Afurtlie attenti6n of tlie committee., , i.I $
action 4920(c) ,so as to
1. Thant the committee revise the proposed
Imakethe offectiveSlate of the legisation coincide with tle date of-the
enactment of tli8 bil. Tn otherwords,. completely eliminate the ret.
.

ronctivo nature of this legislation.

2. That
. thecommittee ,completely elimiA te the requirementthbat
retrns. This would restiric.
rthe
brqkrs and. dealers. flte informti,
'ill tgzemreient tq.thM tftXpAyors W'ho have Incurrml a tax liability.
Inltw event the committedoers not fa oraby. consider these reCou
peial currentieffctivo dat be
I
1nondatiols, we theal rojer that.
ine1iudd 111 section 001 (S5 whichould pertain to infomrnation

rtinsonly\

I'

I wish 'to raffirm tho stronly"jection of t Asisociation of took
L4xcliange 2ims members to iR.8O0b We ffer these rcommendationson vertaRiiof tue, pointfconai n i, the, bifl on) opjitout
is Othat the enactment of t lite1agislation
the,verll oPe~iratigal
uld create. Wevaope that t)e ommittee w'ill call on this association for any fqrtli6r in formation tmay desire.
!.!Viank gu.
esrolnicljd~
nnet
B'NNvTr. T am sure I am going to mispronounce your

TlkeCITAIRMAW. SlRoltorl~B

I.
'enator,

name.lo
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Mr. Woudhuysen, would it be fair to say that it is your impression
that at the expense of making some temporary gain we are making a
long-term loss in relation to the balance-of-payments problem and in
relation to our status as the center of the international monetary
market of the world, capital market?
Mr. WVOUDHUYSEN. Yes, Senator Bennett.
I think that is quite a fair statement. The fact that, under the proposed legislation, residents of the United States cannot purchase foreign securities outside the United States unless they incur a 15-percent
tax makes it-for all practical purposes-unattractive to buy foreign
securities, so that the only corrections which investors who own foreign securities can make is to sell.
The result will be a current erosion of quality and erosion of quality
in the total U.S. holdings of foreign securities, with a subsequent
reduction in income to tle detriment of the balance of payments in
future years.
Senator BENNET.r. Do you see any weakness in the situation because
the bills or the proposed life of the law is more or less indefinite?
Of course, the law is supposed to expire in 1965, but it is one of these
temporary laws and nothing is more permanent than a temporary law.
Does this'have any effect, psychological effect, on the investor?
Mr. WVOUDHUY8EN. Yes, Senator Bennett. There is a general belief.
as you expressed it quite correctly, that the chances that this bill will
indeed expire at the end of 1965 are extremely slight,
Senator BENirrE . So an investor would rather buy a security whose
tax status he can depend on than one whose tax status--the tax status
.of whose-inome is uncertain...-,..
Mr. WVOUDV
rYSEN. Yes, Senator.
Senator.BENNETT.

OWy I was very much interested in your state-

ment that.this bill lets the big fishthrough and onvly atches the little
ones. That only 10 percent of the capital outflowis affected by'this
tax, and to arrive at that&figure you use a period from the beginning
of 1960 through t other present..
What would the figure be if we considered only..the records of the
last year since this law was proposed?
Would it be as low as 10 percent or higher?
Mr. WoUDHUYsEN. Since the bill became. effective, the outflow of
capital in the two areas which are affected by the hill has, of course,
l which has
decreased substantially so that its relationship'to'flthiote
not decreased is affecteA, aid I would sav if it his applied only to the
period since the bill has been effective, the percentage'is snialler than
10 percent.
Senator BENNETT. Would you think it might be as small as 5 percent
or have you not done the computatiohs ?
Mr. WOUDimUYSEN. We would hhve6 O ttke the second half of 1968,
as on exhibit A-3, with a total outflow of $1,500 millioti, plus the first
quarter of 1964, with a total outflow of $1,284 million, so together,
$2,84 million. The areas affected are outstanding and new issues
which in the fourth quarter rendered a surlur of $11'million; and
now I am not, because it would take too much time to nikke the galculation, I am not taking out Canada, I am not taking out Latin

America, and I am not taking but other countries which are'exempt.
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In the second half of 1963 the outflow was $47 million, so that it leaves
an outflow of $38 million for the 9 months in the two categories affected
by the tax, and there it would amount to about 1 percent of the total
capital outflow in that 9-month period.
Senator BENNTrr. So as a result of this recommendation which has
not yet become a bill, we have further narrowed the area subject to the
tax until it now represents only 12 percent or approximately that.
Mr. WOUDHUYSEN.
Senator BENNETT.
Mr. WouDrUYSEN.
Senator BENNETT.

Yes, Senator Bennett.
And 98 percent of the capital is still flowing out?
Yes, sir.
Not stopped by the tax?

Mr. WOUDIIUYSEN. Exempt from the tax.

Senator BENxErr. Exempt from the tax.
Let me ask you one further question which has been puzzling me.
Is it possible since Canada has an effective, almost total, exemption,
for Canada to become a pipeline through which capital can flow to
other areas so that the Canadian exemption could become a loophole
through which this bill could be pretty effectively negated?
Mr. WOUDIUYSEN. Senator Bennett, I don't think this could be of
any material influence, I don't think this would be substantial. Canada
could become a channel only if through Canada the securities of other
countries were offered to the public in the United States. But since
the bill applies to the area in which the securities are issued, I don't
think this could be substantial.
Senator BENNETT. You don't think it would be possible to set up

some kind of a holding company ?

Mr. WOUDHUYSEN. Oh, yes.
There are always ways and means, there is no question about it.
There are always possibilities.
Senator BENNETr. So it would be possible for a smart financier, a

man trying to get into the American capital market without subjecting his people to the taxlhe could probably find a way to use tlie
Canadian exemption as a Aevice?
Mr. WOUDHUYSEN. A non-Canadian company could organize a subsidiary, a holding company or a subsidiary in Canada which, in turn,
could float securities which would be exempt from the tax, and the

proceeds of any such issue could conceivably be made available to the
non-Canadian parent company.
As a matter of fact, I never thought of that.
Senator BENNETT. There is t slight fee, a slight charge for the idea.

Those are all the questions I have, Mr. Chairman.
The CIIARMAN. Senator Morton?

Senator MORTON. Just one question, just commenting on Senator
Bennett's calculation you made reducing this from 10 percent to 1 percent the reason is this message did come up here last July 19.
Mr. WOUDIHUtSEN. You are right, Senator Morton.
The CIAIRMAN. Thank you very much.
The next witness is Mr. William T. Barnes for the American
Research & Development Corp.
Will you take a seat, sir, and proceed.
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STATEMENT OF WILXAM T. BARNES, OF LYBRAND, ROSS BROS. &
MONTGOMERY, ON BEHALF OF THE AMERICAN RESEARCH &
DEVELOPMENT CORP.

Mr. BARNES. Trhak you, Mr. Chairman.
My name is WILLIAM T. BARNES. I am a partner of Lybrand, Ross
B'irs. & Montgomery and I appear on behalf of our client American
Research & Development Corp., of Boston, Mass.
I am accompanied by Mr. Henry Hoagland vice president of American Research & Development Corp. General Doriot, the president of
the company, extends his regrets. lie had hoped that he would be
here to testify before you but he was in Europe when the message of
the hearing dates came out and was unable to return.
I wish to discuss what I believe to be an unintended hardship whichh
will arise from the application of section 4915(e) of the bill as presently constituted.
Direct investments in overseas subsidiaries and affiliates are excluded
from the application of the interest equalization tax (seo. 4915(a)).
A "direct investor" is defined as one wh6 owns immediately following an acquisition at leAst 10 percent of the voting power of all classes
of stock of a foreign corporation.
The report of the Committee on Ways and Means states, by way of
explanation, that "direct investment implies active participation in
the management of the corporation" and further that "decisions to
make investments of this type are concerned with questions of market
position and long-range profitability rather than interest rate
differentials."
However, section 4915(c) of the bill iullifies tile exclusion for direct
investment if the foreign corporation in which the investment is made
is "formed or availed of by the U.S. person for the principal purpose
of acquiring through such corporation, an interest in stock or debt
obligations the direct acquisition of which by the U.S. person would
be subject to the tax."
The committee report states that the purpose of the above-quoted
provision is to prevelit U.S. persons from forming "closely held"
holding companies for the purpose of acquiring securities which would
be taxed if acquired directly.
Our client, American Research & Development Corp. (hereinafter
referred to as ARD), was organized unideeithd hliw of Massachusetts
on June 6, 1040.
It was thle first publicly owned ventilre capital company in the
United States.
It was formed to supply capital to help outstanding individrfals
build companies of stature and'to create capital tippreciation for the
ARD shareholders.

Among its founders were Karl Comptonj then president of Massa-

chusetts Institute of Technologfy; Merrill ciswold, then chairman
of Massachusetts Investors Trust; and former Senator Ralph
Flanders, then head of the Federal Reserve Bank of Boston.
These men and others reco$ized the need in America of an organization to supply venture capital to small or new businesses where such
businesses were not able to obtain long-term working capital from a
bank, insurance company, or from sale of stock to the public.
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Since 1054 ARD has qualified annually for special treatment tinder
code section 851 (e) -s an investment company principally engaged in
the furnishing of capital to other corporations which are prinoipally
engaged in the development or exploitation of inventions, technological
improvements, new processes, or products not previously generally
available.
ARD is neither a lending institution nor is it in the securities business. It seeks an equity position or its equivalent in all ventures. The
nature of the work done at ARD involves the careful selection of ideas
and of men who are able to commercialize them successfully.
Since 1946 it has financed 83 companies. In 35 of these companies
ARD lihas already realized gains, while in 19 it has already realized

losses.

When ARD invests in a company, it stays with it through its early
years until it can be determined whether the venture wllfeventually
be successful, as is proved by the average of 6.5 years for which it has
maintained its investments in those companies originally in its portfolio in which it finally decided to sustain a loss and no longer work

with the company.
ARD not only furnishes money to its portfolio companies, it also
furnishes consulting services, with members of the ARD staff often
serving as directors and even as officers of these companies. Such
services have included location of operating personnel, location of
plant sites, location of new products, location of customers, location of
additional sources of financing, financial planning, and even participation when necessary i operating decisions.
Of course, these services are not required by all' of the companies
in which ARD makes an investment.

Nevertheless, when ARD makes

an investment, it is always with'the knowledge that it may be called
upon to firnish such services, as it has done in the past.
Believing it to be important to extend this concept into the coun.
tries of our friends and allies, active consideration commiened late
in '1960 of similar operations in' Canada and in Western Europe.
The position taken by'Gen. Georges F. Dorlot president of ARD,
was that the work must be undertaken by people who felt that they
were acting construtively for their partihtlar part of the world.
Canadian Enterprise Development Corp., Ltd., was organized in
October 1962. ARD holds a minority interest in this compaviy and
the remainder is owned by 24 Canadian and 2 British insurance companies And banks.
This corporation is operating in Canada in the same fashion as does
ARD in th6'United States.
Moretihiie was requiredto carry out Geeral Doriot's concept of a
broad-based, European-contolled company and to get agreement
among the participants regarding its location and organization.
In December 1963, there was organized under the laws of Luxembo\rg a corporation known as 'European Enterbrises Developimtnt
Co. heremsifter described as "EED"). Capitalized at $2,500 000,
EED is owned 60 percent by 18 foreign banks and other financial institutioni representing 10 Western European countries and 40 ercent equal.Vby 4 U.S. flrancial institutios, including ARD.
General Doiiot, president of ARD is' also president and chairman
of the board of directors of EED. It is intended that EEDl) will
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function in Europe in the same fashion as ARD has in the United
States.
It is believed that U.S. enterprises will benefit substantially through
cross-licensing of patents and other technology.
It is the investment of the U.S. shareholders in EED which creates
the problem at hand. It is submitted that the interest equalization
tax should not apply to these direct investments because(1) EED was conceived long before there was any discussion of
(le tax and its formation had developed to the point that 75 percent
of the capital ultimately provided by U.S. sources and 78 percent
of tlhe capital provided by European sources had been pledged to
the undertaking before July 18, 193, the date of President Kennedy's
message to the Congress.
(2) There will be active participation by the U.S. shareholders,
particularly by ARD, in the management of EED.
(3) EED will not be in the "securities business." Not only is that
not its mission, but also there will bo little market for the stocks in
which it will invest until the then struggling company has become
well established and prosperous, if that time ever comes. This is a
venture which counts on long-range accomplishment--not on a quick
turnover. Moreover, a substantial part of EED's activity will consist of furnishing management assistance to its portfolio companies.
(4) EED's investments generally will be either in stock constituting more than 10 percent of the voting power of all classes of stock
of the particular company or in equivalent amounts of convertible
indebtedness. Where the medium of convertible debt is utilized, the
interest rate will equal or exceed prime bank rates in that particular
country.
I offer tie following facts in support of the above-stated reasons.
Active discussions with American and European banking interests
commenced during the summer of 1961.
Essential to the undertaking from the beginning has been the inclusion of traditional European capital sources in order to accustom
their financial managers to the concept as well as the techniques of
furnishing true venture capital to small, untried companies.
In order to influence substantial. European financial institutions
into participating in EED, it was initially found advisable to include
Morgan Guaranty Trust Co. of New York through its Edge Act
corporation, Morgan Guaranty International Finance Corp., and Lehman Bros. as participants, since they were names well known in European financial'circles.
(Later, the Continental Illinois National Bank & Trust Co. of
Chicago, through its Edge Act corporation, Continental International
Finance Corp., also indicated its willingness to participate in the
venture.)
At the same time, these U.S. investors were willing to participate
only if General Doriot directed EED's activities in a manner similar
to that in which he had directed ARD's activities in the United
States.
The board of directors of ARD authorized its participation in this
venture on October 11, 1961, almost 2 years prior to the President's
message, to an extent substantially greater than the amount ltimately
invested by ARD.
:
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A partner of Lehman Bros. notified General Doriot on October 17,
1061, that his firm would invest a specified amount which was greater
than the amount ultimately invested.
An officer of Morgan Guaranty Trust Co. wrote to General Doriot
on July 27, 1962, stating that they would participate in a specified
amotit which was greater than' that which was ultimately invested
by Morgan, as well.
Thus, 75 percent of the capital ultimately invested by U.S. shareholders hadbeen pledged to the undertaking a year prior to the President's message proposing the interest equalizatii tax.
Discussions with the fourth U.S. shareholder were begun several
months prior to July 1963, and not finalized until after, but this shareholder's decision to participate was in no way motivated by the President's message.
Moreover, ARD requested an opinion from the Securities and Exchange Commission on March 18, 1962, and received a reply on August
7, 1962, permitting ARD to acquire stock in EED.
The delay until December 1963, in incorporating EED was caused
by the desire that a majority of its stock be owned by European interests and by the time required, in the light of this desire, to obtain
the necessary capital from and agreement among the European participants.

It is abundantly clear that EED was not formed for the purpose,
principal, or otherwise, of avoiding the interest equalization tax. It
is equally clear that it will not be availed of for that purpose.
Yet it appears that, without amendment, section 4915(o) Nwill be
applied as follows:
ARD owns 10 percent of EED. If EED acquires a 20-percent interest in a European venture, ARD has a 2-percent beneficial interest
in such venture. Had ARD acquired a 2-percent interest in such
venture directly such acquisition would have been subject to the tax.
Therefore, this line of reasoning would go, ARD's ori final investment
in EED is subject to the tax. Thisis without regard to the fact that
ARD had it chosen to do so, could have established t wholly owned
subsidiary to carry out this activity with no imposition of the tax
whatever and also that it could make directly any of the 10-percent
investments which EED will make with n'iiiposition of the tax, but
because of the conduct of the separate corporation this result' wAold
seem to obtain.
This harsh result can 'be prevented, either by expanding the irles
presently governing preexisting commitments or ,by providing an
additional exception to-the "formed or availed of" rules of section
4915(o).
The first approach could be efftded by adding the following to
section 2(c) () of the bill. This would be preceded by:
Such amendments shall not apply to an acquisition * * *
(E) of capital stock which would have been excluded from tax under section
4915 of the Internal Revenue Code of 1954 but for the provisions of subsection
(e)thereof, if on or before July 18, 1963, the acqiring U.S. persons (or, In a
case where two or more U.S. persons are making acquisitions attendant to the
initial capitalization of a corporation, at least 70 percent in interest of such
persons) had signified to thq person coordinating the organization of such
corporation the Intention to invest a specified amount of money through the
purchase of such stock, which specified amount was equal to or greater than the
amount ultimately so Invested.
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The second approach could be effected by adding the following to
section 4915(c) (1):
This subsection shall not apply In cases where:
(A) The foreign corporation Is principally engaged in the furnishing of
capital to other corporations which are principally engaged in the development
or exploitation of.Inventions, technological improvements, new processes, or

products not previous generally available;

(B) Substantially all of the foreign corporation's investments ar6e'n stock
constituting at least 10 percent of the combined voting power of all classes of
stock of the issuing corporation, or In equivalent amounts of convertible indebtedness which is treated as stock under section 4020(a) (2) (i);
(0) The foreign corporation's activities consist In substantial part of the
furishing of management services to the corporations In which it Invests; and
(D) The investments of U.S. shareholders in such foreign corporation are
sufficiently larg that individually they could have made direct acquisitions of
the requisite 10 percent of the stock of any of the Issuing corporations.

I appreciate very much the opportunity to speak to yoli.
We will now be glad to respond to any questions that you may have.
The CHAIRMAN. Thank you very much, Mr. Barnes.
.
.
Any questions? *
Senator B.NxNETrr. Just one.
Which of the two approaches would you prefer ?
SMr. BARNES. I have no choice, sir. I think that the second approach
is the more'restrictive.
Senator BENNrTT. Yes. It applies specifically to your company.
Mr. BARNES. Yes, sir. The first is restrictive in that it would apply
only to a 10 percent investment situation in the first place and only
to the initial capitalization of a corporation in the second place.
Senator BENNETT. Do you know of any other corporation that is
caught in this same squeeze?
Mr. BARNES. I know of none in tlh same posture as we are. There
are only three 851 (e) companies in the United States. The other ones
are relatively small and do not have foreign operations.
, Senator BNNwTrr. No further questions.
The CHmAIRMAN Senator Morton ?
Senator MoRToN. No; I think Mr. Barnes made a good point and I
have no questions.
SThe ChAIR3AN. The next witness is Mr. Henry Kearns of the
Chamber of Commerce of the United States.
Take a seat, sir.
STATEMENT OF HENRY KEARNS, APPEARING ON BEHALF OF THE
CHAMBER OF COMMERCE OF THE UNITED STATES; ACCOMPANIED
BY DON BOSTWIOK, KEARNS ~INTERNATIONAL; AND JOHN
DONALDSON, STAFF, CHAMBER OF COMMERCE OF THE UNITED
STATES
Mr. KEARNS. Mr. Chairman and members of the committee, my
name is Henry Kearns. I am appearing here today to present the
views of the Chamber of Commerce of the United States and on my
own behalf as president of Kearns International, a California corporation engaged in the development of private business undertaking?
m international trade and investment throughout the Orient.
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I am a member of the chamber's foreign commerce committee. I
am accompanied by Mr. John Donaldson of the national chamber
staff and Mr. Don Bostwick of Kearns International.
Th6 interest equalization tax proposal now before your committee
constitutes an encroachment both on the principle of freer exchange of
international trade and investment, and on the orderly conduct of
international commercial transactions.
It does not merit the approval of the Congress.
The very introduction of the original bill as drafted by the Department of the Treasury last summer was a move dangerously close to
tlie imposition of exchange control on the people of the United States
who are committed to following a traditional course toward freer
international flows of capital and goods.
We have relaxed out own trade barriers, negotiated reciprocal tariff
reductions and encouraged the formation of international-bodies such
as the World Bank and the International Monetary Fund.
When we have been the target of discriminatory restrictions by
other nations, we have protested vigorously. From this standpoint
alone, the interest equalization tax is totally out of character.
The national chamber, however, is not opposed to the interest
equalization tax solely because it violates established national policy.
We recognize that our balance-of-payments position needs strengthening, and have been searching diligently for positive solutions. But
this proposal will not, in:the long run, accomplish that purpose.

During consideration of this tax by the House Ways and Means
Committee last August, the national chamber submitted a statement
to that committee which said in part:
The proposed tax would almost certainly not Improve the Nation's balance
of payments significantly and might even worsen it.

The goal of the'tax is to reduce the flow of capital from the Uited
States to other nations. In the long run, U.S. investments abroad
bring home far more dollars thah are invested initially.
In the 16ng rui, our balaniie-of-payleits position, if the tai aco:mplished its purpose, would suffer, probably severely.
The bill as passed by the House of Representatives contained exceptions and exeniptions which in themselves show'that the original
Treasury proposal was ill-conceived, iiipractical, and, if enacted,
would deter seriously this Nation's foreign cominerce.
Additional evidence of the fallacies df the pt'oposal has been provided by the Treasury Departeint itself ii a series of amendments
to its original proposal which were submitted to this committee jus'
2 weeks ago by tle Departmnent.
The House bill with its improvements, and as it night be improved
flitther by the Treasury amendments and other Senate' changes, partially deodorizes a measures that already has poisoned the at mosphere
of international investment confidence.
But even with all 6f the changes now under consideration, this is
not r6'ohsible legit nation.
The most that proponents of H.R. 8000 can hope for is that it will
bring a teniporay improvement in our balance-of-payments deficit at
the cost of a long-term yeakeningof our position. We doubt, the bill
will achieve even this limited and shortsighted objective.
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There are three possible results of the tax: (1) Foreigners may
continue to market their issues in the United States, paying still
higher nominal interest rates in order to attract Americani capital;
(2) Foreigners may market securities, which otherwise would have
been marketed in the United States, in their own or other foreign
countries; and
(3) The total amount of foreign securities issued may decline.
To the extent that foreigners continue to market their issues in
the United States, paying still higher interest rates, there will not
be even a short-term improvement in the U.S. balance-of-payments
position.
To the extent that foreigners continue to market securities, but
not in the United States, our balance of payments might imp:ove
temporarily. But it is likely that in a very short time, most of the
effect of the tax will be wiped out by interest rate adjusments here
and abroad.
The first effect of the tax would be to reduce the differential between U.S. and foreign interest rates. But if foreigners market their
securities abroad, U.S. capital would tend to stay at home, pushing
U.S. interest rates down.
Conversely, the increased demand in foreign capital markets would
push foreign interest rates up. The rise probably would be substantial, since all indications are that foreign capIt markets are insufficiently developed to satisfy a large rise in ttio demand for funds.
To the extent that there is a decline in the total amount of foreign securities issued, both here and abroad, our balance-of-payments
position again might conceivably improve in the very short run. But
the longer term reaction would offset the short-term improvement.
A decline in the amount of securities issued would lead to slower
growth rates abroad, slower capital formation, and thereby a deterioration in our balance of trade.
The deterioration in the trade balance, of course, would be the result of lower foreign incomes leading to declines in foreign purchases
of our goods. Also, lower foreign growth rates would make it significantly more difficult for U.S. goods to compete in price, since the rate
of price increase abroad almost positively would decline.
It is significant to note tlat recent history supports these conclusions. When H.R. 8000 was initially proposed, almost a year ago, we
witnessed a modest improvement in our capital account.
Now, however, the thin, false veneer of effect has worn off. Because the tax would be retroactive, it is unlikely that the actual enactment of the bill would have any effect at all on our capital account.
Whatever temporary improvement of the threat of the legislation
may have caused the fact is that such limited improvement, if any,
already has occurred. The actual enactment of the bill would only
weaken our long-term payments position.
A further danger is that historically any government's imposition
of restritions on international commerce generally is greeted with
reciprocal actions or retaliation.
During my service as Assistant Secretary of Commerce for International Affairs, I was able to show, in testimony before the House
Committee on Ways and MAeans, the close correlation between private
investment abroad ind 6ur country's exports.
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No figures available since that testimony refute the evidence that
American investment in foreign countries stimulates exports in a
near equal proportion.
Moreover, we must remember that the balance-of-payments account is only a method of recording receipts and payments in international transactions. While investment abroad in any one year is
shown on those accounts to be a payment, or expenditure, such payment definitely does not, in fact, represent a liability.
Quite to the contrary, these payments actually can be considered an
increase in this Nation's net worth, for Americans own that investment and, importantly, receive dividends on that investment as well
as retain the right to repatriate that investment itself.
The effect tlis tax would have on foreign confidence in the dollar
must also be considered. Prgpqnents of the tax haveasserted that it
will improve confidence in the dollar overseas.
But there is serious doubt that foreigners can respect the U.S.
Government's response to our balance-of-payments difficulties when
that response is as weak and flexible as H.R. 8000.
Further, since its introduction, the interest equalization tax proposal
has, in effect, had a most adverse effect upon important segments of
the economy related to international business.
In consideration of your limited time, I shall confine my remarks to
the effects this proposed legislation has had upon relations between
the United States and Japan, where my company, Kearns International, has had considerable experience.
The effects H.R. 8000 either is likely to have or in fact already has
had on Japan include these:
1; The proposal and threat of legislation has affected ad ,rselyprivate capital formation in Japan by its severe impact on thl Japanese
securities markets, and thus has seriously inhibited Japan's economic
development during the past year.
2. H.R. 8000 would reduce Japan's ability to aid in the development
of southeast Asia through public and private entities.
3. H.R. 8000 has weakened the economic ties between Japan and the
United States, and has resulted in Japan taking a; more receptive
attitude toward trade with and economic overtures from the Soviet
Union and Communist China.
4. H.R. 8000 seriously reduces the confidence of Japanese private alld
public figures in this country's long-term intentions toward their
country.
5. The legislation, through its deterrent effect in establishing useful
economic ventures between the United States and Japan, has reduced
tax-producing income for American investors.
In the course of our operations in Japan, I maintain frequent consultation with important executives of Japanese business. I can report to you with accuracy that these Japanese, many of whom are
warm friends of the United Sttes, are deeply 6cnce~ned about both
the effects of the proposed legislation and the attitude it reflects.
Tile present tight-money policy which is restridting'the economy
of Japan is a direct result of tho interest equalization tax proposal.
It was my. privilege to serve: as a member of the American delegalion to the third United States-Japan Businessmen's Conference
cosponsored by the national chamber in Tokyo last month. The Japa34-937-04-10
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nese delegation was unanimous in its opinion that the proposed legislation is the most important matter affecting economic relationships
between the two countries. The American delegation was urgently requested to take every possible step to secure exemption for Japan
from the legislation.
Attached as an appendix to this testimony is a list of the names and
identification of the Japanese delegation to that joint conference.
Their affiliations illustrate the high executive level and broad industry representation of the Japanese delegation.
It emphasizes the opinion of the Japanese business community that
the interest equalization tax legislation is most damaging to Japan
and thereby affects seriously Japan-United States relations.
Where my company develops business arrangements between the
United States and Japan, investment and loans are frequ tly the
major factor. We have analyzed the use to which the American
capital going to Japan has been put.
I can state with assurance that very little outflow of capital results
from these business arrangements. Usually the capital is devoted to
payment for imports of goods from the United States, payments for
American services and know-how, and to maintain credits in the
United States for use by the Japanese.
Your committee is well aware that Japan is America's second largest
oversea customer, having purchased more than $2 billibn of U.S. goods
in 1963. This amounted to about a third of Japan's total imports.
The committee is aware also of course, that we Americans, annually,
sell to Japan about $500 niillioi worth of goods more thanthe Japanese sell to us.
The imbalance in trade between our two countries is responsible
largely for Japan's keen surveillance of its own balance-of-payments
situation.
With their problems, they have managed to maintain some stability
in their gold reserves, amounting to a total of $279 million in 1959 and
1960, and $304 millionin 1961;,1962 and 1963.
The Japanese Goveinment's gold and foreign exchange holdings
have declined almost steadily since last October, however; arid this
has created considerable resentment toward the United States in
knowledgeable Japanese circles.
The amount involved here, I believe, can illustrate to the committee the insignificant effect upon' our gold flow of the Japanese transactions in this field.
The Japanese have exercised restraint in not purchasing gold in the
United States in recent months and it is understandable that they
expect reasonable restraint "on: our part in not upsetting their precarious position.
Your committee is well aWare, too, that Japan is the foundation on
which American influence in'the Orient'rests. Without Japan as a
close and friendly ally it would probably be impossible for the United
States to maintain an effective position of leadership and influence in
the Western Pacific area.
Your committee is well aware of the great importance Japan must
place on ever-increasing business activity, and that Japan is a capitalstarved nation.
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Without access to sources of capital from the United States the continuing industrial development of Japan will be slowed; its influence.
for 1Western-type development in the Far East will be reduced; and
the burden of economic development of the developing countries of
southeast Asia will rest more heavily upon our country.
I am sure you are well aware, Mr. Chairman, that we are making
strenuous efforts to encourage Japan to aid the underdeveloped countries. They can only do so if they have the foreign exchange capability of maintaining those activities.
Allow me to emphasize tese points, Mr. Chairman; the interestequalization tax proposed is ill conceived. The interest-equalization
tax will not improve this country's balance of payments in the long
run.
To the contrary, the proposal, if enacted, would worsen our balance-of-payments position. The interest-equalization tax, if enacted,
would hurt-indeed the very proposal has hurt our position of confidence in Japan and elsewhere.
And speaking for Kearns International, let me urge that you establish unmistakably your opposition to the imposition of this tax on
American investment in Japan.
The national chamber's opposition to H.R. 8000 does not mean a
lack of concern over our balance-of-payments problems. There are
steps which can and 'should be taken; other avenues which should be
explored.
The national chamber has established a new international monetary
problems subcommittee to review and explore long-range solutions.
It is essential that Federal spending Abroad-particularly in the
military field and in Europe-be held to a minimum commensurate
with our national interest. Because tourist expenditures by Americans overseas last year almost equaled our total payments deficit, much
more should be done to attract foreign visitor to our shores.
A presidential task force headed by Treasury Under Secretary
Fowler recommended last month that foreign sales of U.S. securities
should be substantially increased if'our'strtictural payments iiibalance
is t6 beovercome.
Included in the Fowler report were such recommendations as(a) Allowing interest rates on time deposits to be flexible, thus
makin U.S. banks competitive with foreign banks
(b) Reducing U.S. income and estate taxes and elinaitiig
complex U.S. tax provisions;
(c) Encouraging foreign sales of U.S. securities partly by urgingU.S. utiderwilters to flopt, issues abroad and by'urgihg U.S.
companies with oversea subsidiaries to sell shares to foreign employees; and
(d) Persuading foreign nations to lower barriers to sales of
U. . securities abroad. The trport also recommended U.S. assistance to help develop capital iiarkets abroad.
In spearheading the export promotion .diive which was proposed
to the Congress on March 17i 1960 by President Eisenhower, I stressed
the facts of life in oui balance payments situation, noting that we
must either cut 'ottg or raise income. We felt then, and I suggest ybh
consider now, the solution to our balance of payments lies in increase,
ing income, and cutting out unnecessary expenditures rather thai
cutting out revenue-producing endeavors.
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These are the kind of positive, forward-looking steps we need-not

the hesitant, fearful retreat toward exchange controls which is embodied in the interest-equalization tax proposal.
Therefore, we earnestly recommend that this committee not approve
H.R. 8000.

Mr. Chairman, I will be happy to submit to any questions.
(The attachment referred to follows: )

REPRESENTATIVES OF THE JOINT COMMITTEE ON JAPAN-UNITED STATES TRADE

Taizo, Ishizaka, president, Federation of Economic Organizations.
Tadashi Adachi, president, Japan Chamber of Commerce & Industry.
Heltaro Inagakl, president, Japan Foreign Trade Council, Inc.
Masao Anzal, president, Showa Denko, K. K.
Toshio DQko, president, Ishikawajima Harima Heavy Industries Co., Ltd.
Toyonobu Domen, president, Ajinomoto Co., Inc.
Katsubiko Hamaguchl, chairman, Japanese National Committee of ICC; president, Kokusal Denshin Denwa Co., Ltd.
Masaru Hayakawa, managing director, Japan Federation of Employers' Associations,
Telzo Horikoshi, executive director, Federation of Economic Organizations.
Shinobu Ichlkawa, president, Marubeni-Iida Co., Ltd.
Hirokl Imazato, president, Nippon Seiko, K. K.
Yosblhiro Inayama, president, Yawata Iron & Steel Co., Ltd.
Yoshzane Iwasa, president, Fuji Bank, Ltd.
Fumlo Iwashita, president, Tokyo Shibaura Electric Co., Ltd.
Ekizo Kashu, president, Japan Chemical Textile Association; chairman of the
board, Mitsubishi Rayon Co., Ltd.
Katauji Kawamata, president, Automotive Industrial Association; president,
Nissan Motors Co., Ltd.
Shige Kawata, chairman of the board, Japan Steel Tube Co., Ltd.
Hajime Mase, managing director, Japan Machinery Exporter's Association.
Kunlo Mikl, managing director; Bank of Tokyo.
Hikoichiro Miyazakl, vice president, Japan Foreign Trade Council, Inc.; head
Kansal office, Japan Foreign Trade Council, Inc.
Kanichi Morol, representative director, Federation of Employers' Associations;
president, Chichibu Cement Co.
Kenlchiro Komal, president, Hitachi, Ltd.
Takashi Komatsu, vice president, American-Japan Society.
Takashi Murayama, managing director, All Japan Cotton Spinners' Association.
Shigeo Nagano, president, Japan Iron & Steel Federation; president, Fuji
Iron & Steel.Co., Ltd.
Tellchi Nagamura, vice president, Japan External Trade Organization.
Taneichiro Nakano, president, Kyoto Chamber of Commerce and Industry.
Yasutaro Nilzekl, chairman of the board, Mitsul Bussan Kaisha, Ltd.
Ichiro Nozaki, counselor, Nozaki & Co., Ltd.
Ifalzo Odawara, president, Osaka Chamber of Commerce and Industry; president, Kubota Iron & Machinery Works.
Saburo Ohta, managing director,'C. Ito & Co., Ltd.
Arakazu OJima, vice president, Federation of Economic Organizations; chairman
•.f the board, Yawata Iron & Steel Go., Ltd.
Tiunab Okumura, chairman of the board, Nointra e86urities Co., Ltd.
Masao Onishl, managing director, Talyo Fishery Co.
Takashi :Rlole, president,- Yokohama Chamber of Comlmerce and Industry;
chairman qf,the board, Mitsubishi Steel Co., Ltd.
Iroshi Sakal, managing director, Japai Wool Spinners' Association,
7iicbiro Sato, vice president, Federation of Econiomie Organizations; chairman
.
,..
Sbftbhebard, MltsulBank; Ltd.
Takeshi Sakurada breldbnt Nshblnh!Cofton Splnbing Oo.,'Ltd.
Mchlsauke Sgl, president, Japanl External Trade Organizatio.
'
luit
$kippresent,
to
Chamber of CG0pmerce anl Industry; presla jlneTakagt, ,ninaglhf diredtd, Jdjah Ohhtnbdi of Commerce and Tridlstry.
Ihjl6chlTakasugl, advlser,MitsubishliElectric Mfg. Co. LtdI
: ...
:
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Masatoshi Tanlbayashi, managing director, Japan Foreign Trade Council, Inc.
Ichiro Terao, senior managing director, Mitsubishi Shoji Kalsha, Ltd.
Tadashi Tsukasa, vice president, Tokyo Chamber of Commerce and Industry;
president, Maruzen Co., Ltd.
KOgoro Uemura, vice president, Federation of Economic Organizations.
Katsuml Yamagata, chairman of the board, Yamashita Shin-nihon Shipping Co.,
Ltd.
Hatsujiro Yoshida, counselor, Japan Wool Spinners' Association, adviser; Daito
Woolen Spinning & Weaving Co., Ltd.

The CHAIRMANX. Thank you very much, Mr. Kearns.
Any questions?
Senator D6t'oLA. I came in late, so I think the other members
should have a first chance. Therefore, I will waive my turn temporarily.
Senator BENNET'. Mr. Chairman, I. would just like to ask Mr.
Kearns: Was there any noticeable public'or official reaction in Japan
when it became obvious we were going to make an exemption for

Canada but had refused to make a similar exemption for Japan ?

Mr. KEARNS. Senator Bennett, we try in our business td maintain
constant surveillance of economic news by reviewing the Japan business publications.

There was immediate notice of it, what was interpreted by the

Japanese as an agreement to exempt Canada; and the Japanse-I can't
say that officially, bit the trade journals representing the business community, were very forceful in their views that Japan as the second
largest cuAtomer, as the bulwark of our whole structure in 'the Far

East, deserved no less treatment than would Canada.
I can say from private conversations that there is considerable re-

sentment over the fact that Japan, in their view: has been discriminated
against in this case.
Senator BENNErT. To use the old wornout phrase: Did we cause the
Japanese people to lose face as a result of this decision ?
Mr. KEARNS. Well, they lost money and that hurt them. I don't
know which hurt most, their losing face or money, but it upset their
plans for development. I would say yes; this would be a difficult thing,

but I think that the flow of investment concerned them more.

Senator BENNE'r. I am very interested in the first comment you
made to the effect that when this became known it destroyed or it
weakened the faith of the Japatnese people in their own security market
for their own internal securities.

Do I interpretthat statement of yours correctly?

Mr. KEARNS. Yes, Senator Bennett. The Japanese securities market
dropped severely upon the announcement of the request for the legislation, I happen tohlave one-Senator BENNETT. That was put in the record yesterday, that figure
ofMr. KEARNS. Yes. In the view of the Japanese exchange or securities people, the market has never yet recovered. It is like a 99-percent business that can't operate on 09; it has to have 100 percent. The
expectation of investment from the United States, and the flow of
capital from the United States were just enough to upset the balance,
and to date the Japanese securities market is still in the doldrums, a year
later, and the experts tell us that this is due to the threat of the legislation.
Senator 1fmENErr. No other questions, 3Mr Chairman.

-
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The CHAIRMAN. Senator Morton?

Senator Douglas?
Senator DOUGLAs. One question.
I have the impression that you gave general approval to the reduction of economic and military aid. Is that correct?
Mr. KEARNS. A reduction of Federal oversea spending, including
military spending, to the extent that it is in the interests of this country, yes.
Senator DOUGLAS. That is the point.
Would you favor reduction in military aid to the Chinese Government on Formosa ?
Mr. KFARNr. I have no knowledge of the amount of military aid to
China.
Senator DOUGLAS. Would you favor reduction of military aid to
South Korea ?
Mr. KEARNS. Senator Douglas, I have no knowledge of how much
military aid goes to any one country. I am not privy to that classified
information.
Senator DOUGLAS. You have made a recommendation and inasmuch
as the chamber of commerce is one of the most influential organizations in the United States, we have to take into account its various
suggestions. I am trying to find out just specifically what you are
proposing.
Mr. KEARNS. I was expressing here the position of the Chamber of
Commerce of the United States and I would like to call on John
Donaldson who is on the staff of the chamber to express its position.
Senator DOUGLAS. Well, take specific countries, such as Korea, the
Chinese Government on Formosa, South Vietnam, and Laos. Do you
favor a withdrawal from South Vietnam and Laos?
Mr. DONALDSON. Senator Douglas, the national chamber supports
foreign economic and military assistance. We do not recommend withdrawal from southeast Asia. In our consideration of aid appropriation requests each year, we try to give as specific recommendations as
possible.
We do not go into a country-by-country breakdown but rather a line
item breakdown of the budget requests.
Senator DOUGLAS. Do you favor reduction in the total amount of
military aid?
Mr. DONALDSON. No, sir.
Senator DOUGLAs. You do not ?
Mr. DONALDSON. No, sir.
The national chamber has supported and testified in both the House
and Senate this year in favor of the full $1 billion original military
aid request.
Senator DovouAs. Do you favor a reduction in economic aid?
M:r. DONALDSON. In certain categories; yes, sir.
Senator DOUGLAs. Where?
Mr., DONALDSON. Mainlly in the categories of supporting assistance,
contingency funds, and grants. We support in full the requests for
development loans and ,Alliance for Progress loans, also for multilateral programs and international institutions such as the InterAmerican Development Bank and International Development Association.
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Senator DOUoLAS. Did you say supporting grants?
Mr. DONALDSON. I beg your pardon, sir?
Senator DouorUs. Did you say supporting grants?
Mr. DONALDSON. Supporting assistance.

Senator DouLAks. These terms seem to change from year to year
so it is good to be clear.
Mr. DONALDSON. This, as you know, was the old defense support
category, which is termed economic aid given to countries where we
are trying to maintain a certain military balance.
In some instances the chamber has felt that this aid has not always
been used for the proper purposes.
Senator DouoLAs. Do you have specific instances of that I
Mr. DONALDSON. There have been instances brought to our attention.
Senator DOUOLAS. But you have mentioned them ?
Mr. DONALDSON. Yes, sir. We would be glad to supply them for the
record.
Senator DOUGLAS. I would appreciate it if you would, because these
general principles have to be translated into concrete actions and the
difficulty is always when you try to apply the principles to specific
situations.
Mr. DONALDSON. We agree with you completely, Senator. on that.
(The information referred to follows:)
SUPPLEMENTAL STATEMENT OF THE CHAMBER OF COMMERCE OF THE UNITED STATES

IN RESPONSE TO THE REQUEST OF SENATOR DOUGLAS

The Chamber of Commerce of the United States has testified its concern over
the use of so-called economic aid for other than long-range economic development
purposes, and sponsored amendments to the Foreign Assistance Act to strengthen
statutory prohibitions against such unintended usage. Specifically, the chamber has protested the granting of supporting assistance for alleged economic development in payment for military base rights. If U.S. military security requires assistance of this type, the chamber has urged that it be budgeted in the
military assistance program, and not masqueraded as economic development.
Such practices under the program finally have been ended in Spain, but continue
in such countries as Jordan, Morocco, and Trinidad-Tobago.
The chamber also questions the use of economic development funds for "Internal security" programs financed through supporting assistance. There is little
doubt that such countries as the Congo, Laos, Vietnam and Korea are in need
of internal as well as external security measures. But the chamber questions
the use of allegedly economic aid to maintain civilian police and military construction programs in some countries in Latin America or such countries as
Thailand and Yemen.
Finally, with respect to supporting assistance, the chamber believes that some
recipient nations progress from total dependence on grants to a degree of selflsupport has been greater than Is reflected in the budget requests for supporting
assistance grant aid. Conditions in Korea, Jordan, and Thailand, for example,
would seem to justify relatively greater self-reliance and a more expeditious
shift from such grants to development assistance, as was possible In Taiwan,
Greece, Turkey, and Iran. It seems questionable why $18 million is required in
fiscal year 1065 to complete a $30 million defense support program In Burma for
which funds were committed in fiscal year 1059.
The above situation also holds true, in the chamber's view, with respect to
technical assistance or development grants. The shift from grants to loans
should be faster, and in a greater number of instances technical assistance
should be effected through private rather than Government channels.
With respect to contingency funds, the chamber regards this category's designation as economic aid as a misnomer. Military emergencies and natural
catastrphles which the fund is designed to meet (e.g., the Chilean earthquake,
the Lebaton or Suez crises) can be, have been, and should be met through
specific, direct requests to Congress, rather than through a large, unidentified,
and unidentifiable contingency fund.
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Senator Dou'riAs. Would you favor a reduction of Americnn tourists visiting in Europe?
Mr. KFiARNS. Senator Douglns, I would rather take a positive view
of that. I believe that much more can be done to encourage foreign
tourists to visit this country, which brings in foreign exchange. I
believe that we have only scratched the surface, particularly of the
more prosperous areas of Europe, and now some of the other \)arts of
the world. I would inuch rather take n positive view on that rather
than a restrictive view.
Senator DovirAts. Well, the Department of Commerce is trying to
encourage foreign tourists to visit this country. In what ways would
you suggest that they improve it?
SMr. KRAhs. Well, we made, in 1960, a good number of recom-

mendations on this, and a good many of them have been carried out.

I believe that there is an improvement taking place gradually as a
result of these efforts. I am not familiar with the total program
today. I do? in my travels abroad, though, consult with people from

other countries, and very'few people really understand some of the
more economical tour arrangements that can be made in this country.
I believe, for one thing, that these could be brought to the attention
of people who can travel to the United States under present conditions.
Senator DOUvLAS. I have talked with some of the Europeans who
have come here, and what they complain about are the high hotel rates.

They say that they are really priced out of traveling by these rates.
Would you favor a reduction In hotel rates?

Mr. KEARNS. Well, I doubt very much whether this could be accom-

plished, although as you know, hotel rates run all the way from $4 a
night to $40.
Senator DourLAs. They never run as low as $4.

Mr. KEARNS. Well, there are some.
General )ovoAs. You are describing hotels I have never been able
to find. I doubt if you would find them.
Mr. KEARs. To give you specific answers would take more study
than we have given to this particular aspect. I firmly believe it would

be profitable to do so.
Senator DouoA8s. It is always easy to lay down general principles.
It is very hard to implement them.
Mr. KEARN. The one thing, the one principle, we would like to emphasize, however, is that yoi don't solve the problem by eliminating
or reducing your sources of income, and the proposal before your conm-

mittee does, in effect, reduce the future sources of income. You cannot
avoid that. If you reduce the outflow you will reduce the inflow over

a long period of time.
Senator DourLAs. Yes, now that is just the point.
Did you hear or read Secretary Dillon's testimony yesterday?
Mr. KEARNS. Yes; the reports ir the papers.
Senator DOUOLAs. Do ,"ouremember the point which he made that if

one bought a billion dollars of foreign securities, this meant an immediate claim of the foreign countries against us of a billion dollars
Assuming earnings of 5 percent, which is a rather liberal earning, this

would mean that iii first year the earnings would oily be $55 inillloh,
so that while ultimately there would be a paying proposition, in the
short run, and for a period of years, there would bo a drain upon the
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total claims of the United States against other countries. To this
degree the purchase would give to the European banks and central
banks added power with which to start a run on gold. They love to
mention this possibility very delicately, but unmistakably, so as to
both keep us on tenterhooks and get us to adopt their ideas of interest
rate policies, and the rest.
Mr. KEAHNS. Senator Douglas, I differ with the Secretary's conten-

tion on that, and I point to the relative amount of inflow that is now
coming into this country as a result of investments over the years.
Senator DouGLAS, But that is past investments.
Mr. KEAuNS. The past will catch up with us in the future.
Senator D)ouLAS. Yes, in the future but not immediately. You
have studied differential calculus, haven't you? You remember the
DX is not. the same as X. Changes in DX are not the same as in X.
Mr. KiARNxs. 'That is true, if you can look at this picture on purely

a short-run basis, you might be able to make a case--Senator Doo\s. That is right.
Mr. KIP,,nxs (continuing). lForthat aspectof it.

Senator DoumoUs. That is right.
Mr. KEuxs. Disregarding all of the other effects. But ill the long
range-Senator DovLAs. I don't think the Secretary has made anything
other than a short-ternm case. I think he openly admitted that in tie
long run that. foreign investments will yield more income to this cointry than tie immediate outflow in capital, but he emphasized that it

would take some vears for this to happen.
Mr. KxnsS. Well, personally, r think it is preoccupation with
looking at some of the European countries in which probably the
'TreasuryDepartment has had intimate dealings.
Actually, there is ample evidence to show that foreign investment
carries with it an increase in American exports. We have presented
testimony to this effect. I don't think it has ever been refuted, and
largely the investments of American money abroad actually come back
in the sales of American goods. There are few exceptions.
Senator DouoAs. Is,lls made a tie-in condition for the purchase
of securities? I mean, for example, when a New York bank anid
security house subscribes to tlhe purchase of foreign securities, do they

demand as a quid pro ijuo that a portion of thi money be investedin
the purchase of American machinery?
Mr. KIA.iNxs. Well, in many cases this actually happens.
Senator DOUoLAS. Do they
Mr. KAinXS. I think, yes, in some cases they would.

Senator DorGLAs. It would be very valuable if you had some illustrations.

Mr. KEAnNS. It would be good as a principle but it would 'bt be
wise to tioe this as an overall requirement.,
Senator DotOmAs. Do you know it happens
Mr. KnCEAINs. Yes.
Senator DovotAS. Can you prove it happens ?
,
Mr. 1t4.tNS.. Y1w.
Senator Douors. Would you produce such proof ?
fMr K niiN.

I can't'in Europe but I can for the Orient where we

have some competence; yes, sir.
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Senator DouorAs. Well, perhaps this might be true for the Orient
but remember that in Western Europe, Germany, for instance, has a
large capital-building set of industries which are very powerful, both
economically and politically.
Mr. KEARNS. Well, I have no competence in these intricate dealings
in Europe, but I do have some in the Orient.
Senator DOUoLAs. I wondered if the members of the staff associ-

ated with you have illustrations that they would supply for the record
so far as Europe is concerned?
Mr. DONALDSON. We would be glad to try to give you some examples.

Senator DOUOLAS. Would you supply those for the record
Mr. DoxAtWsoN. Yes, sir.
Senator Douo As. Thank you, Mr. Chairman.
(The information referred to follows:)
ADDITIONAL STATEMENT OF THE CHAMBER OF COMMERCE OF THE UNITED STATES,
IN RESPONSE TO THE REQUEST OF SENATOR DOUOLAS ON H.R. 8000

The chamber has contacted a number of member companies and commercial
lending institutions for specific examples which would serve to illustrate the
beneficial effects of private U.S. investment in Europe on U.S. exports and
balance-of-payments position. These companies and institutions understandably
were reluctant to disclose details of transactions which might violate confidential
client relationships. Nonetheless, without exception, those contacted stated
that a large number of their financial transactions involving U.S. purchases of
foreign securities in fact were predicated on the basis that the proceeds of such
loans and investments would be used for the procurements of U.S. goods and
services. Equally as often, according to these sources, such transactions stipulate that funds may not be used in certain other countries (such as Communistcontrolled countries). The chamber was informed by one institution contacted
that the Federal Reserve was kept fully Informed of its transactions of this
nature and this contact suggested that should the committee desire to investigate
further into the public responsibility of financial Institutions and the effects of
their dealings overseas on the balance of payments, the Federal Reserve would
be an initial point of inquiry.

Senator BENNErr. Mr. Chairman, may I come back for just a
minute.
The Senator from Illinois has been questioning you about reductions

in'foreign aid, military or economic. Were you in the room, either
of you yesterday, when the Secretary testified ?
He made a statement and then he and I exchanged in some discussion. He made the statement that this was a temporary program
merely to take care of the situation uitil the reduction in Government
expenditures could take its place, and he said that within this calendar
year the Federal Government expected to reduce our expenditures

abroad by the rateofa billion dollars a year.
He didn't talk about foreign aid but he talked about-and these are
his words:
The greater part of that was in reduced military expenditures. Those were all
scheduled on largely deployment of support troops and closing various installations abroad some of which have already taken place and others of which are
definitely scheduled and orders have been issued and they will be taking place in
the next 6 months. When we get to the end of the year they will all be in effect.
All have been done and my feeling is that we will meet the billion dollar total.

So, when you are testifying about the importance of reducing Government expenditures abroad, were you thinking entirely in terms
of foreign aid I
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Mr. KEARNS. I was reflecting in that part of the testimony the views
of the chamber, which certainly does not single out foreign aid for
reductions in Federal spending abroad. Development loans and military aid are tied largely to procurement in the United States, and
therefore do not contribute significantly to our payments deficit.
There are direct U.S. military savings, burden-sharing and other
measures recommended by the chamber.
I personally have had considerable observation of some of the American expenditures abroad and do believe there are many cases in which
economies could be effected without any damage to this country.
Senator BENNErr. Well, apparently it is a firm part of the present
administration's program to reduce expenditures in the public sector
abroad and they have set a goal of a billion dollars a year and say
when they achieve that goal it probably will be possible for them to
phase this particular tax out of the law.
So, while you may have differed on the question of where the money
was to come from, you were apparently in agreement with Secretary
Dillon that the public sector must take its share of the responsibility
for correcting this imbalance, and they have assumed, and have that
responsibility and have a program which they hope will achieve it.
Mr. KEARNS. That is most laudable.
The CHAIRMAN. Thank you very much, Mr. Kearns.
The next witness is Mr. N. R. Danielian, International Economic
Policy Association.
Take a seat, sir, and proceed.
STATEMENT OF N. R. DANIELIAN, PRESIDENT, INTERNATIONAL
ECONOMIC POLICY ASSOCIATION
Mr. DANIELIAN. Mr. Chairman, I appreciate this opportunity to
appear before the committee.
The International Economic Policy Association consisting of a umber of U.S. corporations engaged in worldwide trade and investment
operations is naturally interested in the effect of the proposed legislation upon the operations of its member companies.
A careful study of the pending bill has shown us that it will not
materially affect their present operations. The group as a whole has
no position either for or against this measure. From our point of view
it must stand on its own merits as a means of helping the United States
to allay in some measure the continuing and persistent balance-ofpayments deficits.
Since our member companies have no position on this issue I appear
here in my personal capacity as an economist to comment on the policy
implications of this measure. It is an expression of a prevailing
opinion in official circles here and in Europe that the way to solve
the U.S. balance-of-payments deficit is to control the flow of private
capital.
This was the original purpose of the foreign source income tax
proposals in 1961 and it is the basic assumptio n the proposed legislation.
I would like therefore, to address myself to this fundamental question: Is it in the economic interest of the United States to encourage
or discourage investment by U.S. companies and individuals in enter-,
prises in foreign countries?
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Since the U.S. policy already assumes that investment by U.S.
private citizens in undeveloped countries is desirable and the
present legislation exempts investment in, and security issues by,
underdeveloped countries, then the more specific question is: Is it in
the United States' interest to encourage or discourage investments in
developed countries?
Ever since 1958 the United States has been running an annual
balance-of-payments deficit of between $2 and $4 billion a year, in
spite of the fact that the commodity export surplus has been between
$4 and $5 billion per year.
It is generally known that the basic reasons for this balance-of-payments deficit are to be found in our military and foreign aid expenditures.
Military expenditures are estimated at over $3 billion per year.
Foreign aid expenditures, including economic aid administered
both by national and international agencies, plus Public Law 480, are
close to $4 to $5 billion a year.
It is not necessary in the comparison between export surpluses and
military and foreign aid expenditures to make allowance for 100-percent U.S. procurement under Public Law 480, and for 78-percent U.S.
procurement, as at present, under foreign aid, because the export surplus figure includes aid-financed exports, as well as exports paid for
with the military dollars spent abroad.
The outlays of the U.S. Government for foreign aid and military
expenditures require in effect the transfer from the United States to
other countries of about $7 to $8 billion worth of goods and services
annually.
The commodity export surplus is simply not large enough to accomplish this enormous task. The significance of the balance-of-payments deficit is that we are not succeeding in effecting this transfer n
terms of goods and services, and that part of our expenditures are
accunmhlating in the form of claims against us-liquid liabilities.
Attempts have been made to reduce this spread by nonrecurrent
temporary devices, such as prepayment of debts by other countries,
prepayment on military supply contracts, and, lately, by Treasury and
Federal Reserve short- and long-term borrowings abroad.
The foreign aid and military expenditures of the Government are
by and large nonrepayable, certainly not within a reasonably short
period to affect the balance of payments.
In most cases foreign aid dollar loans extend to 40 years with no
interest, at least during the first 10 years. Hence, they are outflows
with no present and doubtful future prospects of return.
Outside of the governmentally induced outflows of capital and expenditures abroad, there are, of course, a myriad of private transactions--each one of which affects the balance-of-payments equation,
plus or minus, depending upon whether they earn foreign income for
us or cause an outflow of dollars.
Imports and exports of goods are the largest identifiable items. The
balance has been generally in favor of the United States but not
enough to pay for the governmentally induced expenditures.
There are also sales and purchases of services. This is a minus
item in our balance to the tune of about $1.4 (1963) billion a year net,
primarily because of tourist expenditures abroad which now approach
$3 billion a year and cause in themselves a net loss of $1.6 billion.
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In addition, there are private capital movements. 'In 1962 and 1963
capital exports ranged approximately $3.1 to $3.7 billion net. Of
this, only about half was in direct private investments, the rest being
new issues and portfolio investments.
As compared with private net capital exports, there has been investment income of $3.3 billion (net after paying out income on property and securities owned in the United States by foreigners).
Thus, if you equate the outflow of private capital investments with
income thereon, this sector of our international transactions has little
effect on our balance of payments-certainly not as much as tourism
nor as much as Government expenditures for military and foreign aid
purposes.
Yet economists in Europe and some in the United States have fallen
into the statistical habit of pinpointing private investment abroad by
U.S. citizens as one of the primary causes of the U.S. balance-ofpayments deficit.
They put this item at the tail end of their statistical tabulations, as
if it was a residual and causative factor in our deficits, and point to
it as the villain of the deficit. It could just as easily be said that our
private investments abroad are self-sustaining. If there were no investments at all in other countries and no income was received therefrom our balance-of-payments deficit would be just as great as it has
been. One cannot say this of Government expenditures. If they were
eliminated, we would not have a deficit, but a surplus.
Please note that I am not arguing for the elimination or' reducti6n
of these Government programs. These are matters of military and
political consideration. I am merely trying to isolate the economic
causes of the payments deficit. Whether proposed remedies resolve
this problem will depend on whether they touch the causes or merBly
deal with the symptoms.
Let us then continue our analysis. Income on private investments
abroad is one of the largest sources of earnings of the United States.
The United States has approximately $60 billion private investment
abroad on which the annual gross return is about $4 billion. In 1963
it was $4. billion and the net return after paying foreign investors
in the United States, about $3.3 billion.
The usefulness and contriblition that his income on investment
makes to our balance-of-payments income cannot be 'denied. It is
said, however, that this is true in the long run but not in the ~hirt run
when the capital outfl6w makes a definite minus impact upon dur
balance of payments.
But the future of our balance of payments' i assured by'increasing
this source of income. To achieve this we must Allow capital exports
on private acotmnt to take place Wherver the rate of return is hi-lest.
If we could expand oit investment abroad frdim $60 to $100 blllioi,
we might receive as much as $6 or $7 billion',a yeat~ in investment
income. This is possible, as investments mature into brofltable projects. This would be a welcome contribution to o6u'aility tonmaintai foreign aid and militaryy expenditures abroad int the ilndflniie
future, if that should be necessary.
"
..
Next, the point must be made that, from a balatice-of-paymeis
point of view, investments in htird4euren' developed countries :re
preferable, for two reasons: security of pincipal and 'ipatriatioi of
earnings are assured, which is not the case in many other parts of the
1.
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world; and these are the countries, together, which have the balanceof-payments surpluses.
They are also the ones which have been accumulating liquid assets
in the United States and therefore can afford to pay interest and
dividends on U.S. investments without hurting their own payments
position.
It is not justified, therefore, to look upon private investments in
developed countries as if it is one of the least desirable applications of
dollar expenditures abroad.
On the contrary, by the continuance of investments in developed
countries, we would be making a permanent contribution to our future
balance-cf-payments position.
This cannot be said for many other expenditures abroad, such as
tourism, which is dollars out of hand without return. The idea that
a private citizen by investing $100 in an income-bearing security in
Europe, which might return $6 a year in dividends, is acting against
the public interest; whereas, as a tourist, if he threw away $100 at a
gambling casino or in a nightclub, both without return, and for
dubious pleasure, is consonant with the U.S. public interest, indicates
a topsy-turvy set of priorities. Frugality is bad; conspicuous consumption, good.
Economists, particularly in Europe, put the former-private capital investment,-at the bottom of their statistical tabulation, as mentioned before; pinpoint it as the causative factor in deficits and advocate its control.
On the other hand they put tourism and trade at the very top, and
consider them sacrosanct from interference. There are many logical
reasons for this attitude on the other side of the ocean, but they do not
apply to the United States. There is no time to elaborate on them in
this statement.
Military and political considerations introduce noneconomic factors
affecting priorities in the application of our foreign exchange earnings. , Certainly, no one would wish the outposts in the defensive perimeter of the United States to be torn down purely for balance-ofpayments reasons.
The British did this, after World War II, but then they knew that
the United States would step in to man the posts. We have done this
in the Mediterranean, Middle East, and the Far East. But if we withdraw, there is no one else who is as capable or willing to step into
the breach as we have.
I,,:I
am not suggesting here that we.dismantle our free world political
..;ad mi tary defenses in favor'of allowing private investments. I am
. gi t!ng, however, that we have not established a rational priority
it ~ the application of our foreign exchange earnings when we con.uqually ,pi k upon private investment as the scapegoat for the cor-

f'cio qfbalance-of-payments deficits.
Tibeiai l tof fundanental underst ingof the importance of in-

yille eaiFingy, such as interest and,~vidends, as t affects our balance
of payments, s1further emphasized by the fact,that as a national
,
y,. in additi9 to discouragg,t,.S. investments in developed
,Fuieai:e
fp .wncurfagiwg.0
ie
foreign -investments' in the'United
,tato to create an inow of capi .
.8n

.-. '
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Recently, we even have set up a Presidential Task Force to advise on
how to encourage foreigners to invest in the United States, even to the
extent of giving them tax advantages denied a U.S. citizen.
Although temporarily this may bring in an inflow of foreign capital
to be invested in U.S. securities, it means that in the long run we shall

have to pay interest and dividends to foreign investors, a minus factor
in U.S. balance of payments of the future.
Again a paradox-U.S. portfolio investment in Europe is bad;
European portfolio investment in the United States is good, athough
the first would bring us income and the second would require us to pay
out dividends and interests.

In a more fundamental sense, the policy of encouraging the sale of
U.S. capital assets to foreigners, in stocks, bonds, businesses, real
estate, means that the Government is proposing to finance current
deficits caused by political and military necessities by the sale or
transfer of ownership of a portion of our property, because our current export earnings are not enough to pay for these current expenditures.
This is like the improvident head of a family, who, unable or unwilling to control his current deficit, tih excess of his expenditures
over his income, decides to liquidate gradually his income-bearing
assets to meet his current deficits.
To the extent that this officially sponsored movement is successful,
we will have to pay annual interest and dividends on these foreign investments. As time goes on our ability to bridge the gap in balanceof-payments deficits will become harder and harder.
No European economist or government would propose, as a national
policy, the sale of capital assets to meet either current consumption
requirements or current political expenditures abroad.
The only time I recall this being done was at the beginning of
World War II when England had to sell some of its capital investments in order to finance the earlier phases of the war, before we came
to her aid with lend-lease.
Since then through the Marshall plan and other aid projects, she
has recouped a large part of her investments in this country. To
acquire assets abroad and earn an income on them is a centuries-old
objective of European policy.
In the 100 years after 1816 Britain imported almost £1. billion
sterling more than she exported. Almost 70 percent of the deficit was
met by dividends and interest from foreign investments. Between
1880 and the beginning of World War I, France imported almost Fr25
billioii, more than she exported, but a revenue of Fr30"billibnon return
on ivestment for the period more than made up this deficit.i Likewise, Germany covered,87 percent of her trade deficit between
1894 and 1913 through returns on oversea investment,
I anm'not proposing that we make it'difficult'foi other, countries to
invest in: the United States because we have to pas dividends and
interest o th emi What I am suggesting'however,-is thht we should
stop ldbkingn at 'the pritte investment account'as the'cause of the
balance-of-payments deficit and we should allow capital to flow w iere
'it:ati'get the highest: return for the United States. If I.S.: rates

happen to be highest' then U.S. cpital will remain' here and outside
capital will come in.
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It has been my contention thit the cause of the U.S. balance-of-payments deficit is the necessity of unusually large transfers of wealth
from the United States to other countries for military and political
reasons; and that we must not expect the ordinary international pricing mechanism and existing exchange rates to carry the burden of this
huge unilateral transfer problem.
Any attempt to bring about a redistribution of this burden by classical means such as higher interest rates, import restrictions, and artificial limitation of capital flow, will inhibit the best utilization of resources and therefore conflict with orderly economic development.
None of the measures proposed heretofore resolve the basic problem-how to transfer $7 to $8 billion worth of wealth from the United
States to other countries for military and economic aid reasons.
As long as this necessity continues, we shall have a balance-of-payments problem, unless our earnings abroad-the export surplus and
income on foreign investments-increase sufficiently to offset this outpouring of expenditures.
Of these two, income on foreign investments, is, in my view, the
more promising in the long run. It is difficult to understand therefore
any proposal to limit capital investments in hard-currency countries;
Sit is equally difficult to understand how we can help ourselves by selling
part of our property to foreign investors.
The burden of defending the free world has fallen in large part upon
the United States, requiring a historically unprecedented enterprise
of transferring gigantic amounts of wealth from the United States to
other countries.
This cannot be done by juggling interest rates tax rates, exchange
rates or tariffs or quotas. It must be accomplished by a sharing of
the budgetary burden among the developed countries and eliminating
its inipat on exchange rates and commercial pricing mechanisms.
The initiative taken by Presideint Johnson in tiri ng to peivsude our
NATO allies to share in these obligations is the best hope. The next
task that remains for American policymakers is to persuade our allies
that this is ih'their interests as well because the consequences of not
sharing in these burdens, may be possible recession in the United States
'or inflation and bust ihthe European countries.
The loss resulting from such developmefits would be much greater
tlifii. the' annual budgetary burden if the expenses of the free world
defense Werb reasonably divided among the countries of the Atlantic
community.
In presenting this point of view, I do not wish to belittle the valiant
efforts made by our Government to control the payments deficit.,
Secretary of Defense McNamari and AID Administrator David Bell
are to be cnimended for the aggressive initiative they have taken to
control Government expenditures abroad.
The Treasury Department's attempts to stabilize the dollar's exchange aluei by a series of ingenious moves have been brilliantly
executed. The growing cooperation among the central banking community since the gold crisis of 1900 is a great achievement of financial
diplomacy.
All these extraordinary programs have gained us time, but they
Shave not eliminated the problem. The solution of this is political; not
financial or economic.
The CHAIR AN. Thank you very much, sir.

.'

'".

csirr~.i:

. iil

~b-

t~

1.~IIXb - .~

.I.PIL I iii

rlii~ --

n~--1?26

.- b' '-.

?Ib~(?S1..L?
"i.rC.~S"'.

'ib) - ILII pi

INTEREST EQUALIZATION TAX ACT

155

Any questions?
Senator DouoGAs. I have a question, Mr. Chairman.
Mr. Danieliap, as you know, I have been a great admirer of yours
sinue I read your famous and somewhat amusing article "From Insult
to Injury," which the Atlantic Monthly published, as I remember it,
about 30 years ago. That was when you were the foremost advocate
of the St. Lawrence Seaway. I have come to admire both your brilliance as an economist and your argumentative skill, and I find myself
in general agreement with the conclusions to which you come on page
14 of your statement; namely, that the European countries should
assume a larger share of the burden of our common defense.
But I wonder if in your great skill you have not somewhat overstressed your case in the preliminary pages of your testimony, and
therefore I would like to raise two matters for your consideration.
You say:
Foreign aid expenditures, including economic aid administered both by national and international agencies, plus Public Law 480, are close to $4 and $.
billion a year.

Then you have a slight disavowal. You are not saying there is 100percent U.S. procurement under Public Law 480 abroad.,
Is it not true that the distribution of surplus stocks under Public
Law 480 is a case in which the expenditures are entirely within the
United States and where the commodities themselves are shipped
overseas, thus nr occasioning any appreciable American expenditure
to foreigners?
Mr. DANIELIAN. Senator Douglas---Senator DouoLAs. So why don't you strike Public Law 480 out of
this list?
Mr. DANIELIAN. First, I want to say that I appreciate your kind
comments. I have been an admirer of yours for as many years, and
I hop', in some measure, I have tried to emulate your brilliance in
economic analysis, as a junior student of the subject.
Senator DouoLAS. We seem to pass compliments back and forth.
[Laughters]
Mr. DANIELTAN. I must say, however, that perhaps you misunderstand the comparison. I was comparing here the $5 billion in commodity surphls with the $8 billion of military and foreign aid expenditures.
Now, it so happens in'the statistics of $5 billioti of commodity surplus, Publie Law 480 exports are recorded as exp rts.
Now, you can compare it in two ways, you can either compare the
$5 billion with the $8 billion or you can compare the net cash surplus
which is closer to $2 billion with, say, $5 billion, by eliminating the
domestically procured exports.
So, that this is purely a question of statistical comparison.
Senator DOUorLA. Public Law 480 does not, however, create claims
of the foreign countries against us.
Mr. DANELIAN. Excuse me
Senator DOUtLAS. Exportation of wheat and cotton and other articles under Public Law 480 does not give rise to foreign claims against
us.
Mr. DANIELIAN. That is true. But here I am making a comparison to show the net deficit in our commodity account as against our
84-987--6
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Government expenditures. The $5 billion in commodity surpluses
includes Public Law 480 exports, and also foreign aid financed exports. This amounts to about $2.7 billion out of.the totAl.
So, you can compare it this way, as I have done, or you can compare it by just eliminating the $2.7 billion from the $5 billion commodity export surplus and say we 'only have $2.3 billion in surpluses
tomeet military anfd aid expenditures of abotit $5 billion plus and
then you can eliminate Public Law 480 and U.S. financed exports
under foreign aid.
Senator DOUGLAS. Now, you say that we get a return of $4 billion
of interest and dividends on $60 billion of privAte investment abroad
and net return after paying foreign investors in the United States o
about $3.3 billion.
This yould make the interest and dividends on foreign investments
in the United States only about $700 million a year. Yet later on
you properly note that foreign investments in the United States have
been increasing recently.
Is this figure of $700 million accurate as of this day
Mr. DANIELIAN. Well, I can only rely upon the Government statistics in presenting--Senator DOUOLAS. That is the best source that I know of.
Mr. DANiELIAN. The Survey of Current Business, and also all
other statistics on this subject give a net figure of $3.3 billion as the
investment return to the United States as against gross return of
$4.2 billion, so that it would be in the range of $700 to $900 million
a year of reverse payment on investment account to other countries.
Senator DOUGLAS. What do you estimate the volume of foreign investment in the United States to be annually
Mr. DANIELAN. I do not have that figure. I will be glad to supply
that to the. committee.
(The following was later received for the record:)
According to the balance-of-payments figures in the June 1964 issue of the

Survey 'of Current Business, following are the annual net figures of the total
investment by foreigners In the United States for the period 1960 through the
first quarter of 19604 These figures represent the total net Increase of foreign
capital invested in;

.

(1) Direct investments In the United states.

. .
(2): Other long-term investments.
(3) U.S. private short-term commercial and brokerage liabilities.
(4) U.S. Government, liabilities other than interest-bearing securities.

(5) U.S. Government nonmarketab e, medium-term, nonconvertible securities.
S(In millions t'dollar
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During the period 1960 through 1968'the average a nual net voluine of Iftestments by foreigners in the United States was $700 million.
According to the August 1063 Issue of Survey of Current BusinPss, as of
December 31, 1962, the total cumulative foreign assets and nvestmentsin the
Uififted 8tdtes was. $47368 millton.. In 161;, t' as $40,878' fplllo0l, and ,In
'
'
'
1960, It was $18,407 tnlllon.

Senator DovoUAs. Now, you have certain moralistic comments wyit
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Have you thought of any ways of providing for more ethical expenditures by tourists abroad?
Mr. DANItSEAN. I think this is a political question, Senator. I
have a feeling that we are trying to escape the politically hard decisions in this balance-of-payments situation and' that is one of the
reasons why we pick on private investments because as a constituency
it'is not as powerful as the number of tourists who want to go to
Europe.
Senator DoouLAs. Would you suggest putting a limit on total expenditures for a tourist as most of the European countries dot
Mr. DANIELAN. If I were driven to a hard choice I would establish
a set of priorities for the expenditure of U.S. dollars abroad and I
would say that tourist expenditures would be near the bottom. I am
talking about a national set of priorities.
If we come to the conclusion that expenditures, say, for balanceof-payments reasons to Brazil or Argentina or some other country is
more important than allowing freedom of U.S. tourists in Europe,
then as a matter of national policy, I think we should have the courage
to make that decision.
But we shouldn't really play around the issue as we have been for
the last several years now, and we should face up to the facts of life.
Senator DoouLAs. You have mentioned Monte Carlo by implication.
What about the Uffizi in Florence, the Louvre in Paris, the Dahlem
Museum in West Berlin, the Mount St. Michel at Chartres and the
National Gallery in London-aren't these European attractions ones
which enhance the real cultural life and deepen the spirit of the
United States?
Should you toss these aside and center your denunciation simply on
Monte Carlo and the gambling casinos of the effete Europe
Mr. DANIELIAN. Well, you are raising a very difficult question of
judgment as to what percentage of our tourists are really culturally
inclined and I have no statistical evidence on that subject.
But I must say that what we confront in the present situation is
that we have to tighten our belts, both internally and in a budgetary
sense by taking so much of our income to devote to defensive purposes; if we are willing to tighten our budget to the extent of paying
taxes to do this, then what we are really doing is giving up 'some of
our own domestic, consumption requirements to maintain our foreign
aid and military expenditures.
When you put these expenditures in the category of a sacrifice to be
made for the defense of the free world, then it would seem to me that
the sacrifices will have to be determined on the basis of the collective
Judgment of Congress.
You may want to take the difficult task of separating the cultural
ambitions and the more amusement-inclined tourists and set' up
standards on that. I doubt very much that that would be practical.
, Senator DoorLAs. But on the whole, you are willing to reduce'the
cultural enhancement of the United States as well'as the gambling
proclivities of the United States in an effort to maintain material bal:
,
ance, is that right
Mr. DAwNaXL1I Material balance in our balance of payments ?
Senator ,DoUvor.
Yes, :You seemto wish to' make commodities
'
',
*rather than culture the standard of life.
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Mr. DANIELIAN. I think not.
Senator D GouAs. All right.
Mr. DANIETJAN. When the United States decides to tax its people
to the tune of $7 or $8 billion in order to support this effort it has made
a very great decision of sacrifice for its people. It has taken it out of
thepeople's standard of living obviously.
Now in that, too, there are certain priorities as every family has
priorities. Certainly education would not be the least important application of our resources, so would say I would not consider educational
expenses as dispensable in this set of priorities.
Certainly educational development of this country is just as important as its technological and material development.
Senator DovorLs. Now, you come, I think, to your major recommendation which is that our allies should assume a larger share of our
international burden.
I find myself in general agreement with this. I have been trying to
get the figures on military expenditures. As I now understand it, we
roughly spend 10 percent of our gross national product on military
expenditures including atomic energy. Isn't that about right?
Mr. DANIELTAN. Yes, about that.
Senator Dovors. And the average for the European countries is
approximately 5 percent. Isn't that true?
Mr. DANIELTAN. It varies from 5 to 7 percent in different countries.
Senator DovtLAS. With a higher income per person you would expect some progression, due to the greater ability to pay. But I think
your general contention that England, France, and Germany should
provide a larger proportion of their gross national products for common defense is correct. I think this needs to be stressed very much.
Now, I had thought the same condition, more or less, applied in the
field of economic aid. I have just been reading, however, a very able
book by Frank Coffin, a former Congressman who is, I think, now
Deputy Director of AID. He is a very level- and hard-headed fellow.
. Frank Coffin advances some figures showing that if you take loans
into consideration the percentage of gross national product which the
major European countries give overseas is as great as ours.
Have you gone into those figures at all
Mr. DANIELIAN. Yes; I have studied the foreign aid program in
fairly great detail. On that particular point, I must say that we are
really adding up horses and rabbits.
Senator DoUoms. Horses and what Rabbits
Mr. DA NIELIANT. Yes.
The Europeans make hard loans, 5 to 7 years at 5 or 6 percent.
There are exceptions. I think the exceptions are increasing but the
amounts of the exceptions are not very large.
SAnd of course, they get their annual interest paid and their money.
Senator DouorAs. %Ratherhigh interest rates, are they not?
Mr. DANuLTL N. Yes rather high interest rates, and I suspect that
those loans would note made except for the fact we are willing to
advance to the same countries no-interest loans. The security of
European investments is thus fairly well assured because we make
these no-interest balance-of-payments loans to these countries.
Now, to me that does not show a comparable contribution on the
part of the European governments. Unfortunately some of our
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spokesmen in the AID have gotten into tile habit of just thowing
these figures out as if they compare with U.S. aid efforts.
Senator DouoAs. You mean that on the soft loans, as I understand
it, there is no interest for 10 years, and then one-half of 1 percent a
year for the next 40 years
Mr. DANIEMIAN. The present Foreign Assistance Act has been
amended to read three-quarters of 1 percent for the first 10 years
and 2 percent thereafter.
It does not apply to the International Development Association,
they still make no-interest loans for 40 years, and also the Social
Progress Trust Fund of the Inter-American Bank, they make nointerest loans.
But, generally we make these advances and do not get anything in
return, whereas tile Europeans make hard loans and they got their
interest and principal repaid.
Now, this is one of the ways in which I believe they increase their
balance-of-payments surpluses.
Senator DOUGLAS. I hope there are correspondents for foreign pape'rs in the room and that they report this testimony in full.
Mr. DANIELIAN. There is a second point I would like to make.
'Thecomparisons we make do not include Public Law 480 contributions furnished us; statistics by AID to the U.S. Congress state that
our contribution is 0.75 percent of the gross national product,
But that does not include the Public Law 480 as a statistic. If you
include that, our contribution is closer to 1 percent or above.
So that they say then that France makes a greater contribution than
we do. But If you really look at the detail you will find that France
has taken over its burden of the previous colonial regimes in the African countries, so they are continuing an economic and political relationship with their African colonies. They are not lending any money to
South America or to India except in small amounts in comparison
with our efforts so that, in effect, these comparisons between European
contributions and the American contributions are not really revealing.
Senator DovULAS. Mr. Danielian, I hope that. you will show the
same skill which you exhibited in your maiden article for the Atlantic
Monthly in pointing out these facts.
Mr. IANIE.LTN. I also would like to comment, Mr. Senator, on your
first statement with regard to the budgetary burden of our allies
in Europe in the field of defense.
There is the argument in Europe (lint we are richer and therefore
we can afford a greater per capita burden for defense.
They also, you must admit, bask under the defensive shield of our
atomic power and, therefore, they do not feel that a greater effort
on their part is necessary under tliese circumstances.
Naturally, this has its consequences because with smaller tax burdens

their economy is able to compete with ours both in Europe and in third
markets. So that they have the advantage of our atomic shield without

making adequate contribution on their part, to defend Europe as well
as other parts of the world.

If I may go into a little further detail, the facts are that we are still

about $900 million short in our defense expenditures in Europe. The
amount is closer to a billion and a half but Germany is buying military
equipment in the United States to the tune of about over $600 billion
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so that the net outpouring for U.S. military presence is still $900
million short in Europe.
Well, it is a billion and a half or more short in the Far East and,
of course, as you know, no one is really lending us much, if any, help,
in the Vietnam situation, so that until there is collective assumption
of responsibility for the defense of the free world against Chinese
expansion as well as Soviet expansion in Europe, I don't believe we
are going to be able to solve this balane-of-payments problem. This
applies to economic aid also; this balance-of-payments problem cannot
be solved by raising interest rates or by devaluing the dollar because
the amounts of money involved, because the amount of wealth needed
to maintain this effort will still be the same, and all we will do is just
change the dollar figures on it.
Senator DovULAS. I don't want to prolong this and I have already
taken more time than I should. Yet, when I have advanced this argument with English friends their reply has been, "It is true we are
protected by the shield of American atomic power but for a century
you were protected by British seapower. We bore the burden of
support of a heavy navy which kept off the imperialistic designs of
other countries upon the American continents. Therefore this is only
turn about for the protection which we gave you for a century which,
though you were legally unconscious of it, was nevertheless real."
Mr. DANIELIAN. Well, this does not eliminate, any historical reference does not eliminate, the practical problem of our present balanceof-payments situation and it seems to me in this area there are many
things our allies can do in Europe.
For instance, they can accept more agricultural products from us,
they can accept more automobiles from us, they can accept more coal,
but they are not willing to do all these things that could solve this
problem in terms of rational and economically acceptable means.
If they are not willing to allow us to earn a net export surplus as a
conscious policy for us to be able to maintain this defensive position
around the world, then the next choice on their part. would be to share
with us these burdens, and I am not sure that these choices have been
adequately presented to our European allies.
Senator DOvUGLA. I am often a critic of our State Department. I
think they have tried, however, to present these necessities to tlhe governments, but the point is we have never tried to present them to the
people of Europe.
Mr. DANTELTAN. Sunday the Foreign Minister of France on "Meet.
the Press" stated that he was never requested to make a contribution to
the defense of Indochina-in terms of money-and of course money
wouldn't help. I can hardly believe that this can be a fact. I was
under the impression that Mr. Ball and Mr. Rusk at the last meeting
of NATO ministers had asked them pointblank to participate in the
defense of the Far East. But there is an escapism in Europe on this
subject.
Senator DOvoLAs. Thank you, Mr. Chairman, I am sorry for taking
so much time.
The CHIARAN. Thank you very much.
The next witness is Mr. John W. Hanes, Jr.
Mr. Hanes, I assume you are the son of my very dear friend John
W. Hanes, are you not
Mr. HANES. Yes, I am.
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The CHAIRMAN. He was a great man and a great leader of the
country.
You may proceed, sir.
STATEMENT OF JOHN W. HANES, JR., PARTNER, WERTHEIM &
CO., NEW YORK, N.Y.
Mr. HANKs. Thank you, sir.
My name is John WV. Hanes, Jr., of Great Falls, Va.; I am a partner
of Wertheim & Co., investment bankers of New York, To identify
myself further, I served in the Department of State during President
Eisenhower's administration, first as special assistant to Secretary
Dulles, and most recently as Assistant Secretary of State.
Our firm has, among other activities, advised European financial
institutions on American investments for some 40 years. We have
also maintained an active interest in leading foreign securities and
have handled transactions in such securities for our own and our
clients' accounts. Transactions in foreign securities have not contributed significantly to the profits of our firm and are essentially a
service function.
I believe that these facts permit me to speak objectively about the
interest equalization tax.
First of all, I should like to express our belief that the proposed bill
is basically unsound in approach and philosophy, and is inconsistent
with our tradition of a free capital marketplace; that it seeks to control effects rather than correct the causes of our disturbing balance of
payments situation: that it will have only a limited effectiveness with
regard to balance of payments in the short term; and that it may have
gravely adverse results both to our balance of payments and to our
entire economy in the long term. In these opinions, we find ourselves
in agreement with many other witnesses who have appeared before
the Congress; and especially do we concur with the scholarly analysis
presented to the House committee last year by the Honorable Andrew
N. Overby, former Assistant Secretary of the Treasury. The force
of his arguments has not diminished with the passage of 10 months;
indeed, many of them have been supported by events. Since they are
available to tile committee, I shall not intrude on your time by repeating them.
The proposed tax is not a proper tax; it is not a revenue raising
measure, but a utilization of the taxing power to achieve other objectives. As such, I believe it to be unsound tax policy.
It is a control on the freedom of international capital movements.
As such, it is a violation of our repeated pledges and of our traditions.
It is our recommendation, therefore, that the bill not be enacted.
This is not a head-in-the-sand statement. No one, I think would
seriously argue that the situation which had developed by early 1963,
almost entirely involving new debt issues, was not in need of some
corrective action.
It is also plain that the present bill, without being passed, has effectively shut off foreign security borrowings in our markets, and has
largely eliminated American buying of foreign securities. I believe
that much of this result has been due to the uncertainty and the threat
of unmeasurable penalties inherent in a still pending but retroactive
bill, which remains subject to major revision or possible rejection by
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the Congress. Such control by fear is an unhealthy and extralegal
situation, totally inconsistent with the American way of doing business either legislatively or in our marketplace.
There is no guarantee-indeed, there is not even the likelihood-that
actual passage of the bill would continue the present shutoff of borrowings. Until now, security issues, even those which would presumably
be exempted from penalty, have been avoided because the exemptions
are not yet law. Also, once the extra cost of borrowing in the American market is finally established as a known quantity and with known
requirements, there are, I am certain, many foreign borrowers who
will elect to pay the penalty in order to gain access to our capital
market. So the future effectiveness of this tax cannot be predicted
from the results of the past 11y1/ months of limbo.
Even those apparent results are questionable. Security transactions have certainly ceased; but there has been an enormous counteracting rise in foreign borrowings from U.S. commercial banks. Such
borrowings are'just as much net outflows as are security borrowings,
and those figures must be included if we are to make a valid assessment
of what has happened since July 1963.
It is important to recognize, however, that the proposed tax is not
the only alternative to inaction.
The investment banking community has made clear its recognition
that a problem of heavy net outflows of funds did arise, and could
recur; and that it must be viewed in the context of our perilous balanceof-payments position, even though it may be far from a fundamental
cause of that position.
The creation of a Capital Issues Committee, for example, preferably
on as informal a basis as possible, with close governmental cooperation
but without governmental control, would be one solution consistent
with our tradition of economic freedom coupled with economic responsibility, Such a group could deal flexibly both with changing
circumstances and with the widely varying merits of particular situations. The complexity of the proposed law and the number of modifications it has already had from the very day it was proposed (including the most recent group of amendments proposed by the Treasury)
testify compellingly to the heed for flexibility-and the near impossibility of achieving it by statute.
I elieve that such an approach, based on willing cooperation and
informed discretion, rather than punitive taxation, would achieve far
better our objective of defending the dollar without endangering the
international image of our free and strong economic society.
There is another quite different possible approach, which also could
accomplish the desired ends while avoiding many of the problems of
the proposed tax.
This would be to tax the income from any new debt or equity purchased from a foreign person or issuer, rather than taxingthe capital
transaction itself. Such a tax would apply only to new commitments
undertaken after the effective date of the tax; but it could apply to
all such investments and debts, including bank loans.
If the average differential 6ofdoinestic and foreign interest rates is
considered now to be 1 percent, then the tax on income should be
approximately 17 percent in order to reduce a 6-percent yield to 5
percent The precise figures could easily be worked out.
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Such a tax would not seriously affect equity transactions, since most
equities are not bought primarily for their income. It would accomplish directly the same objectives for debt obligations as the proposed
tax, if the true purpose of the proposed tax is to equalize interest rates,
and it would not require getting into the difficult question of how long
an obligation is to be held.
It would be far less disruptive, in that it does not affect the capital
markets except by varying interest rates. It is a much simpler tax
to remove without major problem when the time comes to do so; and
its form is not a departure from our traditions, as is the interestequalization' tax oi capital transactions;
If, however, it is the decision of the Congress that some restrictive
controls fiust be imposed on' capital transactions themselves via :the
tax route, it is then our recommendationthat such action be confined
to new securities' issues as opposed to already outstanding issues; and
preferably only to new debt issues, exoluding, also, new offerings of
equity securities.
I will not dwell 6i these technical suggestions, however, but I would
like to discuss briefly certain other aspects of the bill which I believe
go far beyond the technical in their significance.
The inclusion df presently outstanding foreign equities illustrates
vividly the contradictions inherent in this tax.
In his earlier testimony before the Congress, Secretary Dillon seemed
aware of the weakness of his position in this regard. Having dealt
with the matter of outstanding bonds, he went on "* * * regarding
equities, the situation is sonieWhat different. It is more of a question
of what is equitable * * *."
Let us then exatiiine what is equitable.
How big is the proposed burden? Secretary Dillon has argued
that by dividing the 15 percent over the lifetime of the security, the
cost can be calculated at 1 percent pet' year. Now this argument may
be valid for the foreign borrower,'but it is completely irrelevant to
securities where no foreign borrower is involved.
It is an essential element in eqiity investments that they are marketable. Therefore, tle investor whnts to be in a position to sell his
holding at any tiie. To be rational, he must regard the investment
tax as an immediate loss of 15 percent. As far as outstanding securities are concerned, the cost is 15 percent, and a 15-percent tax is
prohibitive.
A 15-percent tax effectively removes American investors as-potential buyers from the world's equity markets. It does not remove them,
however, as potential sellers. On the contrary, they have good reason
to reconsider their attitude toward holding foreign securities. When
they made their commitment, trading in foreign securities was unrestricted. They could switch from one holding to another; and,
if they found a good investment, they could expect other investors
to follow them, thereby assuring them of a reasonable chance of
capital appreciation.
The proposed 15 percent tax would reverse this situation. American investors cannot expect to buy without incurring punitive taxes,
and they have good reason to expect the foreign shares they own to
be subject to continued selling pressure from other American holdings
as they are progressively liquidated. Tie pressure will fall on the
relatively few securities which have been favorites among American
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investors; and the closer the association of any given country or
company with the American market in the past, the greater the danger
to which its shares are exposed as a result of the proposed tax.
Such selling pressures have already developed to a marked degree
since the tax was proposed. American holdings of five leading English
equities, for example, have declined 43 percent during the past year:
of two top German securities, the decline was 18 percent; and the
American holdings of four similar Japanese equities have dropped
32 percent. Such distress sales have obviously had an adverse effect
on the price of these stocks. It is true that our balance of payments
has benefited to a small degree from these dispositions by American
holders-but at what cost?
It is clear, of course, that continued foreign investments by Americans are highly valuable from the long-term balance-of-payments
point of view. Indeed, the optimism generally expressed in connection with the long-term outlook is largely based on anticipation
that our investments will bring increasing returns. The proposed bill,
however, will drastically curtail the future golden egg production
of this particular goose.
Furthermore, the foreign countries and companies that will be
affected are not only our most faithful friends, but also our most
reliable ones. They have fostered and welcomed American investments, and have created and maintained conditions of prosperity and
stability which private capital has found attractive. We have disbursed large sums of money abroad since the end of the war; such
private investments belong to that relatively small proportion of it
on which we can expect a decent return.
The damage which the proposed bill will inflict in various countries is in direct relation to the closeness of the ties between us.
On our continent, the Canadian economy would have been so severely
affected that the proposed bill had to be modified within hours. In
Asia, the Japanese market suffered perhaps its worst setback in history.
In Europe, the impact of the proposed tax was noticeably greater in
Germany, which welcomed American investment in the past, than
in France which is discouraging it.
It is not difficult to see how the proposed tax brings grist to the
mill of those who advocate a reduced dependence on the United States.
We are providing them with a precedent for future retaliation. We
restrict portfolio investment; they may impose controls on direct
investment, or perhaps, under certain circumstances, on the repatriation of capital. We are seriously impairing our right to protest.
The connection between these repercussions and the near-term
balance of payments is indirect, but it is nonetheless very real. It is
nothing less than the international confidence in our currency and
our economy, which, in turn, is the most important single factor in
the current balance of payments. We stand at the mercy of that
confidence, for it is all that prevents the vast short-term dollar obligations held by foreigners from being demanded in gold.
Secretary Dillon has estimated the possible saving of the proposed
tax at about $500 million per year. I believe that when the exemptions for Canada, underdeveloped countries, international institutions, short-term loans, commercial bank loans and all the rest have
been'deducted, this figure is very optimistic. But this much is true;
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if we save even $500 million at the cost of international confidence
in our policies, we shall pay a price many times the value of what
we get.
It is one of our greatest national assets that, in a world increasingly
attracted by the superficial appeals of socialism and governmental
control and regulation of all economic forces, we have both maintained a free marketplace and demonstrated its value to the wellbeing-and the political health-of our people. We have done this
so successfully that much of the rest of the world has been attracted
to participate in it; perhaps this fact has created temporary problems for us, but it unquestionably has made a massive contribution
to our past growth. It can do so for our future prosperity-if we
don't destroy it.
In a real sense, our Government was a party to the commitments
which it has encouraged and allowed investors to make in foreign
securities. These commitments were made in a free market environment, with the implicit understanding-based on our entire history
and fostered by the repeated pledges of our leaders-that this market
environment would remain free.
If we now feel so threatened that we must restrict this environment-even to a limited extent or for a limited period of time-we
cannot be surprised if the psychological effect far outstrips the perhaps modest bounds of the immediate action itself. For we are
tampering with a precious asset which is intangible as well as real,
and which rests on a long arid arduously created structure of confidence. Many, here and abroad, will not believe that this action will
Ie temporary, or that it will be the last, or the most drastic. Even
if it later proves so, it will be a painful and long task to erase its
memory when the immediate crisis is past.
We should pause, therefore, and give thought to whether we have
truly explored all alternatives; and to whether the danger is truly
so threatening, and the results of this drastic change in our traditional
policy so unquestionable as to justify putting at risk one of the
foundations of our economic structure.
We doubt that these questions have yet been answered affirmatively.
(The memo referred to follows:)
MEMORANDUM CONCERNING THE INTEREST EQUALIZATION TAX

The interest equalization tax is designed to curb the outflow of portfolio
capital, which showed an accelerating trend In the first half of 1963. We believe
that such a tax, if It is enacted at all, should be confined to new issues of debt
securities. Outstanding securities, both debt and equity, should be excluded,
as should new equity Issues.
For the sake of clarity, we shall classify the securities subject to the proposed
tax as follows:
1. New Issues of debt securities.
2. Outstanding debt securities.
3. New issues of equities.
4. Outstanding equities.
The balance-of-payments problem which this bill is designed to deal with
concerns only the first category; namely, new issues of debt securities. This
fact is admitted by the administration.
In Secretary Dillon's own words when he testified last August, "clearly, the
major problem at the moment, in terms of sheer dollar volume, relates to new
debt issues. These accounted for more than four-fifth's of the outflow from
all portfolio transactions in foreign securities over the first half of this year,
and for the bulk of the increase over the past 12 months."
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The following figures will put the problem in perspective:
TABLE I.-Analysts of foreign security transactions
IMinus represents net outflow; in mnl!ions of dollars
Isthalt, 1963
New issues (less redemptions):
(1) Debt... ...
................
.... .............
(2) Equity-......

Outstanding securities:
3)Debt..................................
4) Equity................

...............

Total........................ ........

1962

1961

-89
-7

-83
-74

-124

-29

1960

-364
-36

-459
-14

-3

-20

-326

-27

-102

-1.033

-961

-753

-650

New debt issues as a percent of total..........

87

Source: Hearings before Committee on Ways and Means on 11..

87

-75

48

71

8000, pp. 85,SO.

It can be seen that in the first half of 1963 the outflow of long-term portfolio
capital was running at more than double the already inflated rate of 1962, and
the increase was due almost entirely to new issues of debt securities.
As a matter of fact, the importance of outstanding securities from the point
of view of H.R. 8000 is even less than the above table indicates. The proposed
tax does not apply to outstanding securities of undeveloped countries and International institutions. If these securities are excluded, transactions in outstanding securities resulted in a net Inflow in 1062 and only a very modest outflow in the first half of 1963. The following table, which combines outstanding
debt and equity transactions, clearly shows this fact.
TABLE II.-Transactionsin outstanding securities
(Minus represents net outflow; in millions of dollars]
1st half
1963
Total outstanding securities.............
Europe, Canada, and Japan.. ............
Others including International institutions.....

.

-112
-39
-73

1961

1962

1900

-55

-353

-177

+55
-110

-317
-36

-123
-54

I NoTE.-The 1963 Ist half total does not correspond precisely with table I.presumably because the sources
used differing definitions of "outstanding securities." The difference isnot significant.
Source: Survey of Current Business, September 1963, p. 14.

The balance-of-payments problem in this area which arose in 1962 and the
first half of 1963 is confined, therefore, to a sharp increase in new issues of debt
securities. The influence of the other three categories has been negligible. The
only reason advanced by the administration for including them in the proposed
tax is that their importance may possibly increase in the future if a tax is
imilosed on new issues of debt securities. We shall deal with each category
separately.
Outstanding debt securities.-SecretaryDillon has argued before the House
Ways and Means Committee that !'the interest of American investors in outstanding foreign debt Issues could be expected to rise very substantially if such
Issues remained freely available without tax, while the volume of new issues
reaching our market contracted." We believe this statement is difficult to
sustain.
The volume of foreign dollar bonds currently outstanding Is limited and can
be increased only by means of new issues. It is true that substantial amounts
of foreign dollar bonds are currently held by foreign investors; but there is no
good reason to expect that these foreign owners would become more anxious
to sell such holdings than they have been in the past, unless American investors
were willing to pay them a substantial premium to do so. But for an American
Investor to do so would diminish, and probably eliminate, the interest advantage
which would have attracted him to a foreign debt issue in the first place.
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It has been argued that a tax on new debt issues could be frustrated by
issuing them abroad and then selling them relatively soon in the United States
as outstanding issues. Such a possibility can easily be removed by imposing
a limitation on the date of issue of bonds exempt from the tax.
It has also been suggested that there might develop a procedure whereby
a foreign issuer would buy up outstanding dollar bonds and sell them to Amerleans, replacing them to the foreign holder with a new issue. In other words,
when a new issue came along, the seller of the new issue abroad would merely
go to his clients and say: "Here, take this new issue, and I will take in payment
your old issue, and then I will go sell that In the United States."
Now it should be recognized that trading in outstanding bonds moves through
quite different channels than the placing of new issues. The bulk of new issues
in the first half of 1063 consisted of private placements; these require a higher
interest rate than marketable securities of a comparable grade. Therefore,
It would be impracticable to use the private placement technique for already
outstanding bonds. Moreover seasoned bonds command a higher price than
new issues an;l are rarely available in large blocks, The difference in interest
levels would have to be very substantial, probably more than 1 percentage
point, to make the transaction suggested above feasible.
Neow isues of equities.-With regard to new V sues of equities, Secretary
Dillon stated before the House Ways and Means Committee that "the issuance
of equities is an alternative to debt financing in raising capital, and the choice
is directly influenced by relative cost. Similarly, for many investors, bonds
and stocks represent alternative uses of funds. Both debt and equity capital
are relatively cheap in the United States today, and in these circumstances it
would clearly be inconsistent to tax foreign access to one market and not to the
other."
We believe that the following facts diminish the force of this argument:
(1) A major part of foreign debt issues are floated by governments and
other public or quasi-public entities which have no common stock available
to the public.
(il) As far as corporate bonds are concerned, more than half of them
are placed privately, and many of the financial institutions involved are
prevented by their statutes from taking common stocks instead of debt
securities.
(ill) The public sale of equities is governed by the Securities and Exchange Commission and foreign corporations often have difficulties in meeting SEC reporting and other requirements. This has been a major inhibitlug factor to the underwriting of foreign equities in the past and can be
expected to remain so in the future.
The Investment Dealers' Digest published the following statistics concerning
new issues of foreign securities sold to the public by U.S. underwriters, as
distinct from private placements.
TABLE III.-Underittng by type o'f ssaues
*

[In millions of dollars)

Foreign government bonds.........................
Foreign corporate bonds and preferred stocks-.......
Common stocks....................................

2d half
1963

1st half
1963

60.0
24.9
36.9

172.5
25.3
35.4

1962
217.5
120.5
20.6

1961

1960

148.0
214.3
29.5
45.0
9.5 ..........

Even if corporate bond issues were replaced by equity issues whenever possible,
the amounts would remain insignificant. In the first half of 1063, for instance,
the increase in equity issues would have amounted to only $10 million, because
the remaining $15 million of corporate bonds was represented by an issue of
the Copenhagen Telephone Co. which has no private stockholders.
Furthermore, if it is deemed desirable to discourage or restrict new .issues
of equities, other less drastic means to accomplish'this should be available, such
as by utilizing existing SEC procedures.
Outstanding equitics.-None of the foregoing arguments apply to .trding in
outstanding foreign equities. Even Secretary Dillon was only able to say before
the House Ways and Means. Committee that: "American investiple Advisersmuid
investing institutions, Including pension funds, with ticreasitigik.
ueiint sem
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to believe that diversification could be improved by investing a portion of ther
assets in foreign equities. When one considers the billions of dollars currently
invested in stocks by pension funds alone, it is easy to realize that an attempt
to place only 5 percent of these assets in foreign securities-as some have recently begun to do-could lead to an outflow of many hundreds of millions of
dollars per year, far outpacing our efforts to induce more purchases of American
securities by foreigners. Regardless of the merits of such diversification in the
long run, there is no question but that a cascading of such purchases in present
circumstances would gravely strain our overall balance-of-payments position."
There is no factual evidence to indicate that any such "cascading" was in the
process of developing. On the contrary, transactions in outstanding securities
of the countries which would be subject to the proposed tax resulted in a net
inflow of dollars in 1062 and a smaller than average outflow in the first half
of 1963. Incidentally, it is misleading to utilize figures concerning gross purchases because they include only one side of an investment switch or arbitrage
operation, and there may be a corresponding sale. The only thing that matters
for the balance of payments is net purchases.
There is no reason to believe that the imposition of a tax on new foreign
debt issues would lead to a "cascading" increase in purchases of outstanding
foreign equities. Such purchases are governed by the attractiveness of foreign
business enterprises and markets relative to our own. Insofar as the proposed
tax would have any effect at all, it would be to make foreign equities less attractive by making it more difficult for foreign companies to meet their financing
requirements by debt issues.
There is a suggestion in the administration's argument that the imposition
of a tax on new issues would make American investors more anxious to send
their funds abroad by purchasing outstanding foreign equities. Although this
argument is riot stated explicitly, we should like to deal with it here so as to
avoid any possible confusion.
The proposed tax would in no way hinder the transfer of capital abroad
(a) for safekeeping in a foreign currency; (b) for lending to foreign borrowers
provided the loan has a maturity of less than 3 years or (o) for the purchase
of any property other than securities. There is no logical connection between
the transfer of funds abroad and the buying of foreign equities. On the contrary, the purchase of equities requires a forward-looking optimistic attitude
which is the exact opposite of the attitude motivating flight capital.
To sum up: While there is some relationship between new debt issues on the
one hand and outstanding debt issues or new. equity issues on'the other;, the
relationship between new debt issues and outstanding equities is so tenuous
and indirect that it can be safely regarded as nonexistent.
As regard outstanding debt issues and new issues of equities, it has been
shown that there are strong technical reasons why it is unlikely that private
Investment abroad should shift to these categories if a tax is imposed on new
issues of debt securities. The extension of the tax to the three other categories
would make no significant contribution to the solution of our balance-of-payments
problem. On the contrary, it may have farflung adverse repercussions by interfering with the free market mechanism over a much broader field than is
necessary.

The CHAIRMAN. Thank you very much, Mr. Hanes, for a very excellent statement.
The next witless is Mr. Adolphe J. Warner, from Model, Roland

& Co.

STATEMENT OF ADOLPHE J. WARNER, PARTNER, MODEL, ROLAND
& CO., NEW YORK, N.Y.
Mr. WARNER. a. Chairman, distinguished members of the committee, my name is Adolphe J. Warner. Iam a general partner of Model,
Roland & Co., New York, members of the New York and American

Stock Exchanges.

We do a general securities business as brokers, dealers, and underwriters. For many years we have specialized in placing American
securities with investors abroad and, conversely, foreign securities
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with American clients, mainly financial institutions. Through this
activity, and through our offices in London and Paris, we maintain
close contacts with all the principal financial markets abroad. Thus,
our business permits us to observe the daily flow of portfolio investment between this country and many others at close quarters. It is
our conviction that the significant changes in the composition and
size of our balance-of-payments deficit, particularly within the area
of private portfolio investment, during the last year have been such
as to render the proposal now before you both unnecessary and inadvisable. We take this position, not because of any feelings of complacency about the need to strengthen our balance of payments, but
because of our doubts that the proposed interest equalization tax represents the best method of achieving this.
On July 18 of last cear, President Kennedy sent to the Congress a
number of recommendations for dealing with our balance-of-payments
deficit. Two of these recommendations specifically referred to portfolio investment. One suggested a direct action program to promote
overseas sales of U.S. securities which, in President Kennedy's wordsand I am quoting verbatim-"should be one of our best selling
exports."
The other proposed the interest equalization tax in order to reduce
U.S. purchases of foreign securities. Apart from the apparent inconsistency between these two suggestions to which I shall revert later,
let me begin by highlighting the changes thlAt have taken place in our
balance-of-payments position since the proposal before you was first
introduced.
There has been a dramatic improvement in the U.S. balance of payments in the last 9 months. :Most of this is due to the greater strength
of bur current payments-particularly bur exports of goods and
services and our earnings on foreign investments. There has also
been a reduction in new issues of foreign dollar bonds. We still have
a balance-of-payments problem, but it is much less serious than it was
a year ago and, I might add, also not as bad as out overly conservative presentation of the accounts makes it appear. .
In any case, the introduction of this'tax proposal has had an undeniable effect in reducing the'mbunt of foreign borrowing here--be it
through pblicly issueddollar bonds or through, private placement of
dollar debt. However, the proposed tax.lays equally against American
purchases of stocks which, in the great majority of cases, are not new
issues, but represent acquisitions of existing securities from foreigners. This form of foreign investment has not contributed to the deficit
since late in 1962, when sales of existing American holdings of foreign
stocks began to exceed new purchases. :Last year, suih net sales contributed S51 million to our receipts, and during the first quarter of this
year, this contribution rose to $89 million, or an annual rate of over
$350 million.
The divergence between this itovement and that of foreign dollar
bonds points to a number of significant differences between these two
types of foreign portfolio investment. To begin with, foreign stocks
are seldom bought for considerations of yield, because yield levels in
most foreign markets are, at best, no higher than those obtained from
American stocks. Thus, the concept of interest equalization does not
apply to them. Moreover, the aggregate amount of such purchases
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has consistently been much lower than the total amount of new dollar
bonds with their special appeal to many of our large financial
institutions.
ILastly, there is a certain relationship between American purchases
of foreign stocks and foreigners buying American stocks. For many
years, British investment trusts have been buyers of American utility
stocks, and IBM is one of the most popular securities with French
individual investors. Now that American holders have sold an average of between $30 and $35 million of foreign stocks on the securities
markets of Western Europe and Japan month after month, the funds
utilized abroad to absorb these concentrated sales are no longer available for foreign purchases of American securities. , This tends to neutralize the balance-of-payments benefit of our own selling. Back in
1961, when Americans had bought a record total of $370 million worth
of foreign stocks, foreigners' purchases of U.S. equities covered seveneighths of that total, $328 million. Even in 1962, the year of the sharp
fall in stock prices and of the Cuba crisis, foreigners were net buyers
of $111 million of our stocks, and last year, this balance showed a
healthy rise to nearly $200 million. Early this year, however, the
continuing pressure of U.S. sales of foreign securities turned this
into a deficit figure for the first time since 1958. In February of this
year foreigners sold $26 million worth more than they bought, and in
March such sales rose to $51 million; moreover, the sold another $11
million of bonds-mainly U.S. Government bonds-during that month.
There is hardly cause for congratulating ourselves on this dubious
achievement which, quite apart from having offset some of the gains
from our own sales of existing foreign securities, have hampered the
recommended effort to increase foreign purchases of American securities to which I referred earlier. This effort had been spearheaded by
a task force directed by Mr. Henry Fowler, then Under Secretary of
the Treasury. It is difficult to reconcile the recommendation of that
task force that the U.S. Government should-and I quote literally"seek to increase the freedom of capital movement to induce foreigners
to buy our securities," with the almost simultaneous proposal to reduce
this same freedom when American purchases of foreign securities are
concerned. This is what might be called the Hawley-Smoot approach
to foreign investment; and its effect may well backfire on us as disastrously as did these tariff proposals some 80 years ago.
The proposal to tax foreign dollar bond issues and existing foreign
stocks alike contains a further risk which we believe to be of sufficient
importance to warrant a distinction between the two categories. This
risk has to do with the confidence which foreign holders of dollars
place in the stability of our currency.
What the interest equalization tax proposes amounts to a demonstration that the U.S. dollar held by a resident is no longer able to purchase in the different capital markets abroad what any other convertible currency would purchase. To illustrate, where Swiss francs,
German marks, and Dutch builders will buy a share of Royal Dutch
Petroleum, for instance, at tlhe equivalent of $45. figured at the official
exchange rates, an American would have to pay $52 a share in the same
markets. Price disparities of this kind, which would show up widely
through quotations published in the daily press, could cause foreigners
to liquidate some of their assets in this country. As transactions in
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equity securities have had no part in our balance-of-payments deficit
for very nearly 2 years now, it would seem to be a matter of commonsense to exempt tils type of security from the proposed tax. It is not
in the interest of the United States to hamper international investment in common stocks, as it is the stocks of our own companies which
are, in fact, most attractive to international investors.
Thank you for your kind attention.
The CHAIRMAN. Thank you very much.
Senator DouoLAs. If the Senator from Utah has questions I will
defer. Following any questions he may have, there is one question I
should like to ask.
Senator BENNErTr. I should just like to thank you, Mr. Warner, for
adding another in this very interesting and convincing structure of
arguments against the bill.
That is allI have to say.
Mr. WARNER. Thank you.
Senator DouvLAs. Mr. Warner, I would like to ask you about a statement which you make.
You sayforeign stocks are seldom bought for considerations of yield, because yield levels
in most foreign markets are, at best, no higher than those obtained from
American stocks.

Did you hear the testimony of the Secretary of the Treasury yesterday that the price of American stocks on the New York Stock Exchange was approximately 19 times the yield?
Senator BENNETT. Nineteen times earnings, not yield.
Senator DUorAs. Yes.
Mr. WARNER. This is the so-called price-earnings ratio.
Senator DouorMGs. Yes, and in Germany the ratio was approximately
13 or 14 times the yield.
Mr. WARNER. I believe that statement to be correct, sir.
Senator DoverAs. May I just follow up the consequences of that,
This would mean that an investment of $100,000 in American stocks
would have a yield of approximately $5,250. Well, the yield would
be the $100,000 divided by the 19, would it not
Senator BENNETr. You are confusing earnings and yield.
SenatorDoroLAs. All right. Supposing we say earnings.
Mr. WARNER. In terms of earnings, Senator, I think your point is
well taken.
Senator DovrLA. Let's follow the arithmetic through. The earnings would be about $5,250, would they not?
Mr. WARNER. Entirely correct.
Senator DOUoLAS. Now in Germany the earnings would be approximately $7,000, isn't that correct?
Mr. WARNERn. Entirely correct, sir.
Senator DovGLAS. So the earnings on a given amount of investment
in Germany would be greater than the earnings in the United States,
isn't that true?
Mr. WARNER. Precisely.
Senator DororLAs. Is it your contention that these earnings are not
distributed in the United States to the same degree that they are distributed in Germany?
34-937-
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Mr. WARNER. Oh, entirely so, only it is the other way. The rate
of distribution, the so-called payout ratio, is much lower abroad than
it is hero.
Senator DouoI,\s. Well, then doesn't that weaken your case still
more?
Mr. WARNER. I don't think so if we talk about return, because re-

turn is a function of the payout, and not of retained corporate

earnings.
Senator Dovorms. Are you saying that retained earnings abroad
are grrater tha here?
Mr. WARNER. I do indeed, sir.
Senator Doumrs. Greater or less?
Mr. WARNER. They are much greater.
Senator D)oumLAs. In what detail?
Mr. WARNER. In relation to the amount paid out to the stockholder.
Let me, if I may, for a moment clarify this.
Senator Douovrm. Yes, surely.
Mr. WARNER. To take your own figures, Senator Douglas, out of
the $5,200 earned by the American corporation, in your $100,000
original investment now, on this $5,200 the average American holder
would receive $2,500.
Senator Dorom,,s. How much?
Mr. WVARNER. $2,500.
Senator Dovr..Ls. Out of how much?
lMr. WAfNER. 85,200.
Senator Dorum.LAS. That used to Ie tle ratio, but it was then about
50-50, but hasn't this changed in recent yeals so that the ratio is closer

to 60-40 than 50-50 ?
Mr. WAnNER. If you talk about manufacturing industry, I think
nm ratio is still about right.
you
yIf include.utilities and other regulated industries which by
virtue of their guaranteed return on statutory capital investment
you will get a much higher payout-as these companies pay out 80
percent, you would indeed get your 60-percent figure, that is correct.
Senator DOUOLAS. I simply go on the basis of the figures published
monthly in the economic indicators. Those show that in the last 5
or 6 years there has been a decided change from the old 50-50 ratio,
to a ratio in favor of a larger distribution.
Mr. WARNER. Yes. Tihat is entirely correct. As I say, including
all industry you will get to a good healthy 60 percent.
Now, thls in GermanySenator Doolas. I would say now it would be nearer $3,000 rather
than $2,500.
Mr. Wu.i:Ei. Precisely. In Germany it would be half that. In
France it would he less than half that. The payout to tle stockholder, in other words, given tho limitation of foreign capital markets,
Senator, must remain much more modest in relation to earnings than
it is here. This is a function of the capability and size of the capital
markets.
If you can go out and raise external funds at 4 or 5 percent, there
isn't, the same need to retain earnings, that you have in Europe, where
borrowing possibilities are much more limited.
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Senator D)oar.\s. How can you as an analyst of international securities ferret out the information concerning the large concealed profits, which are not distributed to stockholders but invested in corporations? What. is the secret? How do you operate as a skilled detective in these matters?
Mr. WARNER. I think that is a very apt comparison, Senator. In
fact, I think it is rather flattering, because detective work is precisely
what we are doing but of a very precise kind.
There are no great secrets, however, at least in certain industries.
Take the electrical industry; this is a very international business.
GE bids for contracts in Europe and in Brown Boveri or Siemens, for
instance, in South America and in the Middle East. Cost factors, by
and large, cannot remain secret for very long in an industry such as
this.

The chemical industry is different. In the chemical industry, you
could make a special purchase contract and get a price that no one
knows about because of quantity purchases. When you deal, as you
do in electrical equipment manufacturing, with a 40-percent labor
component and, steel, and copper, you can't kid anybody very much
aboutyour costs.
Now the question remains, What are your margins Well, here the
detective goes to work. There are a lot of things we know about
margins which are not disclosed by the company but which nonetheless, y putting two and two together, you can figure out quite well.
Ve know, for instance, that when a European exporter of electrical
equipment say, generating equipment, to Latin America or to southeast Asia, has a transaction of this kind, which runs into millions of
dollars, le normally gets r^me kind of government guarantee.
Now the government guarantee will take into account his profit
margin; and if we can find out-and very often these are matters of
public record-what the pattern of financing is, this gives us one clue,
but there are of course many others, such as return on sales, return on
invested capital, turnover of inventories or receivables, to name just
a few.
These others, however, vary from country to country. In Germany,
oddly enough, even though company law does not require the publication of true earnings, income taxes must bd stated in the reportsThe CHAIRMAN. The chairman dislikes very much to interrupt the
witness but we have two other witnesses here today.
Senator DoTrr.As. May T say, Mr. Chairman, this is not the witness'
fault, as we got into a field most interesting to me.
The CHAIsrAN. I think it is very interesting and I hope you will
put it in a memorandum.
Senator DOUGLAS. I hope this won't prejudice the case of the
witness.
The COnITARMA. This won't prejudice the case of the witness but
we should have some consideration for the witnesses we have not heard
and they have been waiting patiently.
Thank you very much and if you wish you can put it in the record.
Mr. WARNER. Thank you, sir. You have been most kind.
The ChAIRMAN. The next witness is J. D. Winzonried of the Husky
Oil Co.
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Senator BENNETr. Mr. Chairman, while Mr. Winzenried is coming
forward, Senator Simpson had expected to present him to the committee.
Are you from Wyoming?
Mr. WINZNRIFD. Yes, sir.

Senator BENNErr. I know the Husky Oil Co. is domiciled in Wyoming but the Republicans have an important luncheon today, we are
going to hear Henry Cabot Lodge report his experiences or make some
kind of a report to us, his Republican colleagues and, frankly, I am
getting a little bit concerned. I don't want to miss it.
Senator DovoLAs. I didn't realize that meeting was today.
Senator BENNETr. I know the president of the Husky Oil Co. as a
long-time good friend and so I would like to step forward for Senator
Simpson and introduce Mr. Winzenried and his company to the
committee.
The CHAIRMAN. You may proceed, sir.
Mr. WINZENRIFD. Thank you very much, Senator.
Senator BENNTrr. May I presume, Mr. Winzenried, to say there are
three of us here. With the time limit that we now face we probably
will not ask you many questions and to a certain extent if you could
really highlight your testimony all of it will be in the record, and this
might shorten up the process.
The CHAIRMAN. . . Winzenried, I would like to compliment you,
too, on the work of the Tax Foundation Research staff. Ihave been in
close touch with the Tax Foundation and you have done very fine
work.
Mr. WINZENRIED. Thank you, sir.

The CHAIRMAN. Proceed, ir.
STATEMENT OF J. D. WINZENRIED, SENIOR VICE PRESIDENT,
HUSKY OIL CANADA, LTD.
Mr. WINZENRIED. My statement is very short, I can summarize it

oven further if you like.
Senator BENNETr. I hadn't seen a copy of it. It is only three pages,
I am sorry.
Mr. WIVNNRIED. Senator, you mentioned the Husky Oil Co. The
Husky Oil Co. is domiciled in Cody, Wyo., and I reside there. I am
also senior vice president of Husky Oil Canada, Ltd., the company
which I am representing here today.
We believe the interest equalization tax bill H.R. 8000,'in its present form will unjustifiably penalize the stockholders of Husky Oil
Canada, Ltd. Although over two-thirds of the shares are held by
U.S. persons, our company cannot meet the second requirement for
exemption from the tax as a domestic company because the principal
trading of Husky's shares in 1962 was on Canadian exchanges. This
is an anomalous situation since not only do we have very substantial
American ownership but we began business in 1938 in Cody, Wyo.,
and roughly one-half of our total assets, income and more than one-

half of our employees are in the United States.

We feel that trading is neither an accurate nor an equitable measure

of American interest in a particular company. It is not accurate
because foreign trading may involve only citizens of that particular

country and may have no effect whatever on the balance of payments.
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Nor is it equitable because the foreign trading may be confined to a
relatively small number of shares which are turned rapidly.
Our own experience in 1962 is an example. During that year trading of our shares in Canada was about 21/2 times that in the United
States due largely to merger rumors concerning the company. Because of the tendency of oumrU.S. shareholders to hold Husky shares
for investment rather than to trade strictly on speculation, we feel that
most of the trading in Canada involved citizens of that country and
had little or no effect on the balance of payments. We do not believe
it is fair to penalize our U.S. shareholders (many of whom invested
in the original American company) for adhering to this investment
philosophy.
We believe that the single measurement of stock ownership would
be more equitable for qualifying a company as a domestic corporation.
This is a relatively stable measurement which shows little variation
from year to year. The volume of trading is subject to wide fluctuation depending upon general business conditions and activities of the
individual company.
An alternative, although we do not believe it to be as desirable as
adoption of the single measurement of stock ownership, would be to
permit a company to qualify as a domestic company if it meets either
of the stock ownership or principal trading tests now contained in
paragraph (3) of section 4920(a) of the bill.
A third possibility to consider pertains specifically to Canadian
securities. Secretary Dillon, in testimony before the House Committee on Ways and Means, pointed out that certain economic conditions
make it desirable to exclude new issues of Canadian securities from
the interest equalization tax. It would appear that those same conditions would also favor the exclusion of existing issues of Canadian
securities, particularly since this additional exclusion would have very
little if any measurable effect on ofer U.S. balance of payments.
The United States and Canadian economies are very closely intertwined. Each depends heavily -upon the other in both buying and
selling of goods and services, although the United States exports considerably more to Canada than it imports from Canada. In the longterm interest of all Americans, great care must be taken to avoid
measures which could have adverse effects on relationships between
the two countries.
(The material referred to follows:)
Husky Oil Canada, Ltd.: Ownership of shares by location, Deo. 31, 1962
Number of
shares
...-...........--..........-------...
United States..----..--.......------..
Canada--....-...--- ...- ..-.........--.....-....................-- ....---..
-------.....
.... .
. ..-------...---....---..
Other foreign....--..--....
Total..................................................................

The CHAIurMAN. Thank you very much, sir.
Any questions?
Thank you, sir.

Percent of
total

4,120,796
1,851,639
150,408

67.5
30.5
2.0

6,127, 43

100.0

a

K

I
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Now, the next and last witness is Mr. Charles King, of Charles King
& Co.
Mr. King, if you abbreviate your statement-I say if you can abbreviate your statement we would greatly appreciate it and insert
whatever you want in the record.
STATEMENT OF CHARLES KING, MEMBER, CHARLES KING & CO.,
NEW YORK, N.Y.
Mr. KING. Mr. Chairman and members of the Finance Committee,
my name is Charles King. I am a member of the firm of Charles
King & Co., a domestic partnership engaged in the securities business
which for many years has had offices in New York and Canada. Our
firm is a member of the American Stock Exchange and of the Toronto
and Montreal Stock Exchanges. Our Canadian office acts as a principal in the international securities markets in arranging transactions
among foreigners in foreign securities, and engages n a considerable
amount of international arbitrage transactions. Our firm also has
several floor brokers on the Canadian exchanges.
I appear in opposition to H.R. 8000 because I believe it represents a
radical departure from our basic policy to maintain a free capital
market. I believe it would be ineffective to accomplish the purposes
claimed for it, and harmful to our position as a principal capital market for the free world and to our future balance-of-paymentsposition.
In the limited time I have for this appearance, however, I shall confine
myself to the destructive effect of the bill on our long-established
Canadian business.
The bill in its present form harshly discriminates against our Canadian dealer transactions effected among foreigners in foreign stocks
by subjecting such transactions to the maximum 15-percent tax under
the bill. While thus taxing transactions in foreign stocks, the bill
permits similar transactions by American dealers in foreign bonds to
be effected tax free, and also exempts distributions to foreigners by
American underwriters acting as principals of foreign equity or debt
issues (sec. 4919(a)). That discrimination against foreign stock
transactions could readily be cured in the bill as passed by the House,
by removing the restriction of section 4919(a) (3) to debt obligations
(p. 51, line 4), so that paragraph (8)would become applicable to both
stock and debt obligati6ns, in language substantially as follows (deletions shown in brackets):
SEC. 4919. SALES BY UNDERWRITERS AND DEALERS TO FOREIGN PERSONS
(a) CREDIT OR REFUND.-The tax paid under section 4911 on the acquisition of
stock or debt obligations of a foreign issuer or obligor shall constitute an over.
payment of tax to the extent that such stock or debt obligations-,
*

*

*

*

*

*

*

(3) [Certain Debt Obligations.Consist of debt obligations acquired] Acquired by a dealer in the ordinary
course of his business and sold by the dealer to persons other than United
States persons within 90 days after [or, in the case of short sales, within
90 days before] their acquisition.
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Equivalent change would be made in the revised version of section
4919 as proposed in "Amendments Recommended by the Treasury Department," page 29.
It is noted also that the Treasury Department in its recent suggested amendments (p. 30) recommended a limited exclusion from
tax liability of arbitrage activities on exchanges. But the proposed
change would allow a credit or refund only where a dealer sells
foreign stock to a foreign person on the same day the stock is
purchased. The 1-day limitation would not cover certain arbitrage
transactions between Toronto and London since securities purchased
on a Canadian exchange cannot always be sold on the same day on
the London exchange due to time differential.
Transactions among foreigners in foreign stock, arranged in
the regular course of our Canadian dealer operations. do not represent an outflow of American capital, do not affect IT.S. balance of
payments, and imposition of the tax would not further the objectives intended to be achieved by H.R. 8000.
Secretary Dillon has explained that the purpose of the tax is not
only to limit access of foreign issuers to U.S. securities markets, but
also to increase the efficiency of foreign markets and facilitate and
encourage the placement of foreign issues abroad. There is a peculiar interrelationship between the United States and Canadian
capital markets already recognized in the provisions of the bill
authorizing the President to grant exemption to Canadian issues.
To drive'our firm from the, Canadian market by effectively prohibitihg domestic partnerships from acting as dealer among foreign
buyers and sellers would seem contrary to the avowed objectives to
strengthen foreign markets.
I fail to understand what justifies the discrimination in subjecting
equity securities to the tax and excluding debt securities where the
parties on both sides of the transaction are foreigners. Secretary
Dillon, in a statement before the Ways and Means Committee on
August 20. 1963, in defense of subjecting stocks to the,tax. pointed
out that the issuance of equities is an alternative to debt financing
in raising capital, and for many investors bonds and stocks represent alternative use of funds. He concluded that it would clearly
be inconsistent to tax "foreign access to one market and not to the
other." It is as clearly inconsistent, I submit, to excuse frbm 'the
tax transactions by underwriters and by dealers in debt securities,
as the bill now does, and impose the tax on sale of equity securities by
a dealer in similar circumstances. Again in explaining why dealers
maintaining markets among foreigners in foreign bonds would
be excused from tax, Secretary Dillion said thatthis treatment will provide Incentives to place a maximum portion of new
flotattohis n' foreign hands and will assure potential foreign buyers that an
active secondary market will be available for such new foreign bonds as they
may purchase.

The same incentives and the same encouragement offered to foreign
debt securities should be made available to the dealer transactions we
carry out through our established Canadian office in purchasing
foreign stocks from foreign sellers and selling them to foreign
buyers, exclusively for Canadian dollar accounts on both sides.
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The Committee on Ways and Means in its report has stated that:
The bill provides for exemptions for various transactions In order to avoid
creating unnecessary hardship and impairing normal commercial transactions.

An exemption for transactions by a foreign branch office between
foreign buyers and foreign sellers would be consistent with the purpose to avoid unnecessary hardship and impairment of normal commercial transactions. The effect of imposing the tax would be to
distort normal market relationships as carried out by established U.S.
dealers in Canadian and other markets, and to weaken instead of
strengthen foreign markets as sources of capital funds in the form
of equities.
Senator Dovr,LAs (presiding). Mr. King, since I am the only
member of the committee left, I will not be interfering with the
other obligations of other members of the cojinnittee if I ask you
a question or two.
Mir. KINo. Yes.
Senator DoUor,As. And if you have leisure to respond I would
appreciate it.
You say:
SThe bill In its present form harshly discriminated against our 'anadlan
dealer transactions.

* I had thought that the Treasury Department an4 the admmriitration hhd given a virtual pledge to exenit Canad1 frodmthis bi1l, I
therefore was not quite ableto understand w'hy you did not take this
pledge as bein binding..
,
Mr. KING. The exemptfbn covers, 6f course, new issues.of bonds
oiup in
and stocks. If .we participate in, as an underwriting
Canada, ai new issue we would be exempt. froni the tax as long as
the securities are sold to other nonresidents 'or other foreigtiers, and
that applies to bothpublic issues'and to lrivath placement.
B3thi stocks and bonds are included in that: exemption. Well, they
make a third exemption for normal tradiiig in securities, bit they
restrict it only to bonds. .
, .
Senator DotCi As. Yoiimnea trading in exstingissues?
Mr. KINo. That's in any issue.
In other words, they.doht restilct ihe tm4ing afterwards to. new

issues.,

'tn other words, if ,we wanted to buy $10' million worth 6f bonds
there would be no tax' nless we kept .hen for knore thhn 90 days.
Senator Do6ictLAS. Do you wish to'have thht extended to stocks,?
Mr. KINo. Yest we feel that in order to, not tb' iiitfrrpt out regular business which ive have carried on for the last 20 years, we
should have the'sameprivilege..
.We ii bur operations in Canada maintain active markets in 75 or
100 different issues. They may be secondary markets or they may
be existing issues and that has been our business.
Our Canadian office buys and sells them and sometimes they keep
them for a few days and sometimes they sell them out the same day,
but to limit it to give us no time at all, we just have to discontinue
the business. There are no specialists on the Toronto Stock Exchange, and we have for many years acted in the capacity of a
specialist.
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Throughout. the day we will continue to make markets in local
securities for other dealers to sell to us, and we serve them, we serve
a similar purpose to what specialists do on the New York Stock
Exchange and the American Stock Exchange and it is for that purpose we think we are being discriminated against and we cannot see
where there is really any harm as far as the balance of payments is
concerned because if we buy them and we don't sell them within 90
days we are still subject to the tax and there are no foreign dollars
involved. It is purely Canadian dollars, and it doesn't seem right
to give the privilege of buying unlimited debt or bonds in the course
of trading to one segment of the industry, and denying to the other
section of the industry the right to even buy 10 shares overnight.
Senator Doror..is: Tn existing issues or in outstanding issues?
Ar. Krwo. That is in the outstanding issues.
Senator DorcOrLA. Is there a representative of the Treasury in the
room ?
I wonder, sir, if you would come forward to the table here. Would
you bn kind enough to identify yourself ?
.Mr. RorTIKOPF. My name is Arthur J. Rothkopf. I am with the
Treasury Department.
Senator DovoGLAS. I wonder if you would state the Treasury position on this point as to whether any adjustment should be made.
Mr. RorrrKor. I think, Senator, I would refer to page 30 of the
suirested amendments which were proposed by the Treasury to H.R.
8000.
Senator DorGrLs. I wonder if Mr. King and his associates would
check it?
Mr. BRoTrKorF. Page 30. In that provision, which would add a
new credit or refund provision to section 4919 of the bill it. is provided that if a dealer in securities acquires foreign stocks in the ordinary course of his business, and sells those stocks to a foreigner on
the date of purchase then he would be entitled to a credit on that
particular purchase.
Let me make this point initially. The bill as it passed the House
contained only a 90-day provision for outstanding trading in debt
obligations. It contained no stock provision at all.
Mr. King's firm, which specializes in arbitrage activities, and another securities firm which also specializes in such actvities, brought
this matter to our attention, and indicated that their arbitrage activities between the United States and Canadian exchanges would
be adversely affected.
Senator borrLAS. Because they could not be effected in 1 day?
Mr. RomTKovPF. They could not be effected. Under the provision
as it passed the House there was no way at all in which they could
arbitrage foreign stocks because there was only a provision available
as to bonds and there was none as to stock.
Senator DovOfAS. Would you be agreeable to having stocks included in the arbitrage provision?
Mr. RoTTTKOPr. We have proposed, Senator, such a provision. This
prorVoal is a new provision, and will now give a same day rule as
to stocks.
Could you extend that to 2 days?
Senator DorOLr..\.
Mr. RrormKoppr. Well. I think 2 days would sound like it wouhll he
reasonale and we think that would prol)naly cover most arbitrage
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transactions. As Mr. King has pointed out, there could possibly )e
a situation where there is a purchase, say, in New York and sale in
London and they might have some difficulty in doing that on the same
day. Or in addition it has been pointed out that a purchaser may not
find out what lie bought. until the close of the particular day and,
therefore, he could not sell that stock on the same day and would have
to sell the next day.
Senator 1)or;I,.\s. I wonder if Mr. King's associates would transmit
this proposal to him: that this period be extended to 2 days to overcome the time dificult ics.
Mr. KIxNi. 'Tht woild help in connection with international arbitrage bet ween bert 1nl ( '1anada. nut what we are talking about are
the transactions which :re done locally between foreigners in Canada,
both tie buyer and tile seller, that haIve nothing to do with arbitrage
in this country.
Some of the.e (iunict ions would have to do with international arbitrage between our ('anadian office and London, but it would not affect
the United States at all. It would not be involved.
I think that the 1- or 2-day clause that Mr. Rothkopf is talking
about is foreign securities wliich are dealt in in tlie United States,
between the United States tnd a foreign country.
Our particular problem is our activities locally between Toronto
and Montreal or Toronto, trading between Toronto and Montreal or
Toronto and Vancouver or Toronto and London. It does not affect
New York at all. It is purely a local offshore business, you might
say. It. does not involve any U.S. dollars or affect the balance of
payments.
Those are the ones we are particularly objecting to.
Senator Dorir,As. I confess that I certainly do not understand all
the complexities of this problem. But I had not thought that our
act reached out to encompass transactions within foreign countries.
Mr. ROTIIKOPF. Senator, if I might point'out here, I think one of
the difficulties that is involved is that Mr. King's operation in Canada
is a branch operation.
In other words, his branch office in Toronto is part of his New York
office, and since his is a New York State partnership, as I understand
it, therefore, any purchases which would be made anywhere, whether
it be in Canada or in Lond6n or anywhere else by Charles King & Co.,
which is a New York State partnership, would be an acqiisittin by a
U.S. person and be subject to the tax.
Any other result would open up terrific opportunities for evasion.
Senator DouorAs. Insofar as Canada is concerned are you opposed
to extending to stocks the exempt ion now accorded to bonds, other than
with respect to lengthening the period of arbitrage?
Mr. RoTrmorF. Well, our position is, on the Canadian exclusion is
that it is strictly limited to new financing here in the United States
and should not be extended to trading in outstanding securities. Certainly for the purposes of financing tlhe Canadian balance of payments

there would be no advantage to exempting outstanding securities.
We would not be in favor of that.
Senator DouOLAs. Would you repeat that again? Those words are
deceptive.
What is that that you favor ?
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Mr. ROTIKIOPr. Well we do not-

Senator DonUAS. What is it you do not favor?
Mr. ROTHiKOPF. We do not favor extending and in fact our proposal, the provision in the bill as to Canada or as to international
monetary stability, would extend only to new Canadian issues.
Senator DouLAs. That is the exemption.

Mf. ROYHROPP. The exemption would extend only to new Canadian issues, that is correct.
Senator DovUAs. To the degree that you have an excess of American purchases of outstanding issues over Canadian foreign purchasers
of American securities, this creates a claim against the United States.
This you propose to maintain, is that right?
Mr. ROTuKOP. That is correct
Senator DoutGAs. That is, you propose to maintain defensive
measures?
Mr. ROTIrKOPr. With respect to outstanding securities, that is
correct
Senator DovouAs. Yes,.that is right.
Mr. ROTHKOPF. There would be no exemption available for out-

standiqg Canadian securities.

Senator DouGLAs. And the most that you want to concede is the

time factor on arbitrage.
Mfr. RIorT orr. That is correct.
Mr. KINO, As I understand it, tle way the bill reads is that certain
debtobligations-the paragraph reads-debt obligations acquired by
at dealer in the ordinary course of his business and if such securities
are sold within 90 days he gets a tax credit.
Now, there is, nolimitation here to any particular type of bond.
It just says a debt obligation, and it could cover any kind of bond.
Mr.,Rothkopf has pointed out that it pertains, particularly to the
seondary market in new issues but is certainly doesn't say so in the
bill, and in proposing the change, it was said here that this proposal
does not contain a 90-day provision as in the case of bonds, that is
the 1-day allowance, it does not contain the 90-day provision in the
case of bonds because of the possibility that a broad dealer exclusion
in stocks would become a tax-free vehicle for speculation in foreign

securities.
That is on page 80 on the third, lower part of the third paragraph.

Why there should be more speculation in stocks on a month basis

that can be done in bonds, is just something which just doesn't make

sense.
Senator DouGoAs. You mean no more speculation in stocks than in
bonds?
Mr. KrIN. Because if anyone is going to make wild speculation, to
uncover within 8 months he-has really got to be very, very clever.
Senator DouGLAs. I had never thought that the purchase of bonds
was as speculative as the purchase of stocks. I see people nodding their
heads. * don't know whether they are, approving my statement or
contravening it,: but I always thought that bonds were more or less
the first claim upon earnings and were thus far more secure than stocks
which had residual claims. Residual claims fluctuate'much more
sharply, of course, than prior claims.
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Mr. ROTIIKOPF. Senator, if I might point out why in the first instance this provision was put in for debt obligations, I think it goes
to the point which you are raising, and that was that we did want to
assure that in those cases where obligations were sold in Europ which
we, of course, are trying to encourage that there still would be an active U.S. market for those debt obligations and it was felt that this
90-day bond provision would very heavily contribute to fhat result.
Senator DOUGLAS. At least would you consult with your principals
and see whether you would agree to a 2-day extension on arbitrage?
Mr. ROTIIKOPF. Yes, I certainly would do so sir.
Mr. KINo. On the same principle if it is good for a secondary market
to be continued for bond transactions why isn't it good for a secondary
market to be continued in stock transactions that you are floating in
foreign countries, it is very inconsistent
Senator DOUGLAS. I know you won't expect me, at 1:25 in the afternoon, to settle all those questions:
We have won at least a small concession for you; the larger issue
can be fought out later.
We will resume tomorrow mo mnat
10 o'clock.
(Whereupon, at 1:25
e comm
ssed, to reconvene at
10 a.m., Wednesday,ry 1, 1964.)
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Washington, D.O.

'The'coniiittee met, pursuant to recess, at 10:10 a.m., in room 2221,

New Senate Office Building, Senator Harry Flood Byrd (chairman)
presiding.
Present: Senators Byrd (presiding), Douglas, Talmadge, Carlson,
Bennett, and Dirksen.
Also present: Elizabeth B. Springer, chief clerk.
The CfH.urAIr

N. The committee will come to order.

The first witness is Nathaniel Samuels, Investment Bankers Association of America.
STATEMENT OF NATHANIEL SAMUELS, CHAIRMAN, FOREIGN
INVESTMENT COMMITTEE, INVESTMENT BANKERS ASSOCIATION
OF AMERICA
Mr. S,4 tMrs. Mr. Chairman, members of 'the committee, I am
Nathaniel Samuels, a partner in Kuhn, Loeb & Co. and chairman of
the Foreign Investment Committee of the Investment Bankers Association of America.
I am appearing before you to express our views it opposition to
the proposed Interest Equalization Tax Act of 1963. A supplementary statement has been filed by us with your committee which sets
out the position of our association in more detail than is possible in
limited oral testimony.
I am aware that this committee has beon deluged with V61uminous
statistical data and highly sophisticated analyses of our balance-ofpayments position, and I am cognizant of the fact that much of the
data is susceptible to quite different interpretations in the minds of
different people, even when all of them are straining their efforts to
be objective. Instead of adding further to this element of the exercise, and since our written statement sets out the details of our position, I shall confine my remarks to two general considerations. First,
I would like to question the timeliness of enacting, into law controls
over capital movements at this moment in the evolution of our balanceof-payments position. Second, I would like to say a few words about
the practical side of the international capital market, as seen by some
of us who are in the investment banking business, and thereby exanmine the question as to whether H.R. 8000 is really responsive to the
problem.
185
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As to tho ftist Co)lclidotiol, July 101 is not .Jntly 1961. The eltee.
e. 1JIlly
Iileclositig down of the IJl. mar-ket for foreign investment a eI
1963 Nas, 110 doiilt, aili 1inHl)'otalt con rilit t ing facto, to t he resolution
of our deficit in th last, quarter of thait yeir. 1lowever, or deficit
fli' in the first. quarter of 16-1, so that or imy-

ients position was vittlliall in Ialanco i that quarter. This occmud
dopi t he 8111ri- ineaise ~III bank lotins subsequent to to announce-

-

men.t of flhe interest -teualizitio tax, nit inevrois which has ill effect
nllified the deCline ll 0t11low from foroilgi ecutl'iti( ran-1s1MCt
iOS
US
consequence of the intemrst-equaiizat ion tax.
Obviously, the improvemmin this year had to be due to ot 11( causes
flha thle illI Clust'Nluniat
it Ol (Ax.
t apwPars fI at tile iIprovmentCIIIel
in our' tradesurplus was thie anin reason for ouri' t icr Ixtifoimce.
Whltile there mavy llave IX )1 Soe IIIIIIn
uns
perhaps
li,
1C
nonrelliS
ur-inig CoIllplits ill theile oXiumd
in
trade surJllt tile
l cmllse of evvlilts within thle

past yea.n has IrVAle.

llits

aflg;
n111114,(ly
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umiC foc's which h1d(l
acting adver-sely to ur bilanve of lpavillents ill relet, yeats hnve Plow
thir ours an ar aciiour
reveN'(
favor.. 'Illis *ii Ses to quesbeetI

tion whlieter fip emhnaent of fill. 8WR), whether or not it. had any

justification imi July 1903, would ho timely and apropriato todiv,
116hill. exol.ts have ben rising Sh1p01anm o1r imrts
ve
thus fitr remained relatively stable, urope, oi the other hand, has
1*et1, ill 01eneral, experience ing fairly stable expots but. sharply rising
import~s.
This is evidence y thyOe fact that. the six
w nt iiti of ite F'umpean Etc,'onomic Ccommunity, which P11)ced a combined trade surplus
wiIth other eotivtries 6 years ago of $1 billion, suffl'eed a (tefllt At, tho
end of 103 of aixiut F3 billion, In the first quarter of this year, thoir
tade deficit, was run Ing at tie annual rate of $4 billion. The rmverlmA

in tho U.S. and Europen positions has b".1n going on for sonle

tIMe,

lut. these Onrllylng. trends have 1e"n picking uip in momentum nid
have become more Ovidout (luring the past year.

It Wo turm briefly tq soe of the,causes of this, vo find that price and
iw'age loveTI in v-rious 1Eurolvan countries hve been soaring in thle
past 2 or 3 ears, whle hi the United Stntes we a ve maintained re ltive stabty.

On the other band ,growth rates in the United States are rising, while
rtesv of grwth in E;urope have recently been slowing down. U.S.
(liret investment in iurope huuis slaekoned somewhat, and tax reduction should make
i ein
the U'nited States, when coupled with
an increasing growth rate, relatively mo ailttractive thn investment
in Europe.
Without oin
bre deeply Infto econoic forces now at. work and
Why they arm acting as they do, we we a picture of inflation and alnwer
*rNothin Europe as contrasted with relative stability and incvasoed
rowtlh in thn UJnited 'States, We can very well undertaud that'the
nnk for lntrntiomnal Setlemlnts, in 1ts latest annual port, rematka thatFollowlnig the signs that wore evident a yenr ago, Op troube sajXt lit the ec
voiwc picture shiftel to continental Weouteru Euroje durlug the InRt 12 mnonthm.

q'hese changes in the economic picture begin to impart, reality to
sonie of the trends whichli %v forseenu in the report. of the Brookullgs
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uIKgust of last.year oi thile evoht Ion of thle U.S. balanllCe

Nlp'akiiig as cit izens, aotid as objN-tily is wve can, we are qpito aware
tlatt oi cannot. project. theso ifln)1o'tiniftN i11 our position as abso50lutes. Aiuitt'dly, all economic indicators do not, Itt ill ullison to
stiggt'st. tl)t one tqet of economic or financial poliCiies is clearlyN, called

ln
for avs againt another set. 'Ihere tre always -on fil
ml ncti) isoften ua q est ion of emaosis r tinlilu\~.

tetlenCie5
e can well

lln(erstan( the (lic1ulties of our re.ponsiblo officials who iimt often

net, on fnot. too clearly disernible p~robabilit ies or who mu11st iieves.'rihy
act within the (4mitoxt, of political realities as theiy exist. at. Any gtvenl
inomiit, relU'dle$ of wlietliei' tl1P.~C InnY ()oUideo itl the most.. offiva('jolts Ponominic and finnancil policies. fhowever, we are of thle opinion

thil, ol Wilmice, there

dos

iot exist. sul a clear And presnt.'(nnor

to ollr hnlanieeof-pavi'mellts pX t oll n as to jjustify A reversal in tll
historic American policy of freedomn of capital nloveinentq. We are
strongly of the ojllioll that. tile mailiteiitace of O1ut' police of fredoln

of capital novemeniits is of such enormous reloe'ane to our position of
free world lvalerslip that Ae shot hi, nilder )rCsCnt Ci reunistances,
awalit further (tlwelopnients ill thle balance of payments before under800. It. seems
taking such a revertial in policy n emodiein
to 1s,
0oreoverl, to be) inleolnRistelt nd untivllely to mi j os su ch ontrols

nollent. wimn we are vigaropsly alvcantmig furtler liberalizationt
at a Im,
ill trade and urging other onuntries to remove their retaining barriers
to movements of goods and of capital.
In addition) we strongly urge Adoption aid implementation of various measures recominionded ill thle task force report to the President
onpromoting increased foreign investment in' J.8. corporate scurities
foreign finilneing for U.S. corporations; operating
ta iniuo wloaed
ahi'6d,
These measures' would materially help our balance-of-pay1inen\ts situation.6

'1'his brings me to mny woond consideration, which I shall touch onl
briefly; nnhiely, wleth r 1I.1t. 8000, from a practical point of view is
responsive to tlle IproIlonl oftrestricting long-termn capital outflow io r
p~ortfolio investment.
Apart from Canada hardly any private, foreign lendig by Americanlls oCcujed after World W1ar I until Rbout. 6 to 8 years agO. A
certain number of foroigh dollar issues began to take place at tha;t fine,
but the interest of American investment institutions in purchaifsing
them was extremely small indeed. We were able to place perhaps 10
t omily 25 percent of an issue with Amerimn investors,
or 6p
and had to sel tho bulk of each issue to Eurolpean investors. (radu.l~, cause of the oxhorta'tions of the U.S. Government urghig pri
vato investnit abroad and because such Investmnmt became more
attractive as conditions nbtoad imljro'ed,.thp pro)otioilR of sales to
Ainerican investors onl new pabl issues in the year or two prior to
tho'interest-equal i7.at"on tnx rose, by and largs, to Aroilndl50 percent.
ThoIee wore, -of course, virittions f the porcntWs ou paiicltar
issies. Thle net inip act on our outflows from ptiblie issues was, theret than tho total otitflow ires would lead one
fore, much'loam sign~fican
to believe.

Europeans generally prefer to bny securities which are listed on
stock exchanges and aroe marketable and, accordingly, they have not
34-t--0T--13
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h'lulis, private placeordiinrily participated ill private placements.
ents, particularly in the past year or two, have hit the American
Balance of payments with full impact. For example, there was one
private placement alone in 1962 of $'250 million and anot her in 19(3
of $300 million.
If in the future it becomes necessary to adopt legislation which
would limit the impact of new dollar issues on our ;alanrce of payments, such legislation should not be such as to discourage access to
our market, but to permit use of our market under conditions that will
continue our earlier postwar pattern of maximum sales to investors
outside the United States. We believe that there would be no difliculty in designing a measure which would enable our market to absorb
a reasonable and readily sustainable portion of publicly offered foreign dollar issues, and which would have the effect, of minimizing the
magnitude of private placements.
The role of Europe is further illustrated by what has taken place
subsequent to the announcement of the interest-equalization tax. The
now issue business formerly handled in New York ihas shifted to
Europe, primarily to ILondon, even though hardly any appreciable
amounts of the l)onds offered by the Tondon houses are purchased
12-percent
approximately
investors, Iheause of
by British
ril dollar
(101
PP
Unthe Ia
Brt
premium currently payable by United Kingd0om resident. The bonds
are sold largely to investors on the Continent, generally to the purchasers to whom we were selling foreign dollar bonds.

The consequence is, therefore, that the British, and to some extent
others on the Continent, have taken over the business formerly handled in Now York and are earning the foreign exchange for such
services formerly eat'ned by us.
I need hardly reiterate that to the extent that there is an outflow of
dollars by Americans for purchases of foreign bonds, these dollars
are repaid in accordance with prearranged schedules, together with
interest earned thereon. In the case of equity securities, we have
been acquiring valuable earning assets abroad, thie dividends and

profits on wlich have added to our foreign exchange earnings, and
which investments can be repatriated when sold.

This is not the

case with much of our other major dollar outflows.
To sum up, if the economic trends which are now running in our

favor should again reverse themselves, and if we should encounter
a severe deterioration in our position which calls for emergency ac-

tion, we of the investment banking community would be prepared to
cooperate with the Treasury fully and promptly to combine our efforts
in devising means to meet their requirements and yet not do severe
and lasting damage to the American capital market. If the Executive
and the Congress were to deem it essential to take action in lieu of
H.R. 8000, we believe that measures can be devised which may be more
flexible, appropriate, and less harmful.
I would like, in this connection, to say that we have cooperated with
the Treasury and the Treasury with us in clarifying certain procedures
under H.R. 8000 and in working out several amendments to the bill.
Counsel for the IBA has worked closely with the Treasury in connection with the amendments which the latter has submitted to your committee. These amendments, however, do not go to the substance of the
proposed law. Also, I would like to add thatthe Treasury has helped
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reventll in various waYs to imake it possible for \American investment
Ibaiki1n g houses to 'ontllnl to eniry on the new issue e business ilsoflr as
it involves the snie of issues outside of the United States. We vnlue

this cooperation.
'Thnk you very much for your timo and your kind consideration.
(The supplementary statement by Mr. Samuols follows:)
SUPPLEME.NTARY STATEMENT SllMITTK) nY NATHANIF.L SAMUIELN, CHAIRMAN,
FOREIGN INVESTMENT COMMITTEE OF TIE INVESTMENT BANKER AsSOCrATION OF
AMERICA

The Investment Bankers Association of America has a membership of 744
firms throughout the United States which underwrite and deal in securities,
essentially domestic and to some extent foreign. These firms have over 2,000
officers throughout this country and in various cities abroad. Our business is
primarily that of raising capital funds for Industry and for States, cities, towns,
and governmental agencies In the United States and to a certain extent for like
entitles outside the United States. As a measure of our activity, Investment
bankers In the United States raised over $20 billion of capital funds In 1003.
oun' members also play a significant part in the secondary market for all such
securities, both on the stock exchange and over the counter.
Because of our business, we have a unique knowledge of the interaction between foreign capital markets and those of the United States, and a sleclal
stake In the preservation of the soundness of the U.S. dollar and the strength
and freedom of its capital market.
Almost 1 year has elapsed since the interest equalization tax was first
proposed. The economic developments In the course of that year have placed
us, today, In a better position to assess the need for legislation to improve our
balance of payments and specifically the desirability of the interest equaliza.
tion tax as a means to that end.
In August 1903, the Investment Hankers Association testified before the
House Committee on Ways and Means in opposition to the proposed Interest
equalization tax. We stated then that It was our considered view that the
proposed tax was Inconsistent with the long-term Interests of the United
States and one which entailed adverse consequences outweighing any shortterm benefits to the U.S. halance-of-payments position. The events of the past
year have served to confirm our confidence in the correctness of our position.
Before presenting the substance of our objections to the proposed bill, let
us review the marked improvement in the U.S. balance-ofpayments position
during the past year and atttempt to analyze the contribution made by the
Interest equlitation tax to this improvement. Let us consider for this purlwose the first quarter of 1004, the most recent period for which the figures
are available, as compared with the comparable period of 1963. The U.S.
balance of payments has been improving since the second quarter of 1003.
Payments for regular transactions for the first quarter of 1904 were virtually
In balance, reflecting a surplus of $08 million, or as seasonally adjusted a deficit
of $181 million, as compared with a deficit of $813 million, or $1,180 million as
seasonally adjusted, for the first quarter of 1003. This marked improvement
over the comparable period for the preceding year appears to be largely
attributable to an Increase in our net trade balance (the excess of U.S. mer.
chandlso exports, excluding military, over U.S. Imports) for the respective
periods from $007 to $1,740 million, as seasonally adjusted, au increase of
$778 million.
Of course one quarter can be affected by special factors, and trends only
clearly emerge over longer periods, but the figures for the 9 months ended
March 31, 1904, as compared with the comparable period of the previous year,
present much the same result showing an improvement in the net trade balance of $1,372 million, as seasonally adjusted. The year 1063 showed an
improvement in not trade balance of $560 million over 1002,
There Is thus Increasing reason to believe that the predictions of the Brook.
Wings Institution study, "The United States Balance of Payments in 1008," and
the material assumptions on which those predictions were based are essentially
sound. This study concluded that base economic forces would prior to 1068
bring about an elimination of the basic deficit in the U.S. balance of payments,
without the necessity of resorting to measures restricting capital movements.
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Among the factors relied ulon by the Brookings Institution study was the
expectation of improvement in the relative cost position of the United States.
Inflationary pressures in a number of European economies such as Italy,
Switzerland, and France have developed even more rapidly than was foreseen
nt the time the study was published. Such pressures affect the volume of
European production available for export and ultimately must be reflected
In increased export prices. If we do not allow our own economy to overheat.
the net result is an Improvement in the U.S. competitive position In the export
markets.
Investment bankers would certainly be the last to deny that the proposed
Interest equalization tax significantly affected a number of items entering
Into our balance of payments in the first quarter of 1904. Its impact upon
our business has been sharp Indeed. But the net effect of the bill Is not
readily determinable. Even if it were, it would not follow that enactment of
the bill would perpetuate the effect Among other things, the proposed exemption for Canadian new issues, which alone mounted to $457 million in 1002
and $780 million in 1003, has not yet become operative.
Moreover, as Secretary of the Treasury Dillon has himself recognized, the
initial impact of the tax has been exaggerated by a tendency to postpone action
pending legislative resolution of the proposal. The fact Is that the uncertainty
engendered by the threat of the enactment of a restrictive tax has in effect
imposed not merely a limitation but a virtual embargo on the sale of new
foreign issues In the U.S. market. The U.S. capital market for new foreign
issues has for all practical purposes been closed down by executive flat for an
entire year.
Bearing In mind, therefore, that the effect of.the'tax can be expected to be
somewhat different, if and when it Is Imposed, let us attempt to discern what
the effect 'f the proposed tax has-been. In the first quarter of 1064, U.S.
purchases of new issues of foreign securities amounted to $132 million and
U.S. transactions In outstanding foreign, securities represented net sales of
$99 million, resulting In a net capital outflow from U.S. transactions in foreign
securities of $38 million, The comparable'figures for the first quarter of 1003
were a net capital outflow of $481 million as a result of U.S. purchases of new
issues of foreign securities, and of $59 million as a result of net U.S. purchases
of outstanding foreign securities, or a total net capital outflow of $540 million.
On the 6ther hand,' U.S. bank credit to foreign persons which represented a
net Inflow of $105 million In the first quarter of 1003 changed to a net outflow
of $034 million In the first quarter of 1964, a'total adverse change of $739
million. It would thus appear that foreign persons have to a considerable
extent resorted to credits with U.S. 'bank to finance the Imports and capital
investment that were previously being financed by securities issues. If this
should turn out to be a principal effect of the bill, one may well ask if the
damage It causes to the free capital market Is warranted.
-It is also Interesting to note that foreign purchases of U.S. securities contributed $14 million as a capital inflow In'the first quarter of 1063. but in the
first quarter of 1904 transactions by foreigners in U.S. securities represented net
sales or a capital outflow from the United States of $42 million, This reversal
suggests that tle ability of foreigners to purchase U.S. securities is tb some extent dependent on the funds made available by U.S. persons in purchasing for#. .
. I
eign securities.
We recognize that the U.S. balanceof-payments position is one that requires
vigilance and despite manifest Improvement is likely to continue to require
vigilance. However, the long-term position and outlook is essentially strong.
In our opinion the situation which the United States faces today is quite different from that which existed when the Interest equalization tax was conceived
and proposed. Given the strength of the economy today, In part as a consequence of the reduction of personal and corporate income taxes, we believe
that even if the Interest equalleaton tax were not Imposed, the volume of U.S.
Investment in foreign equity securities would be at substantially lower levels
than prevailed a year and a half ago. The prospects and opportunities at home
are relatively brighter and those abroad relatively less inviting than was then
.
theocate.
It Is difficult to predict what level of net U.S. Investment in foreign debt secure.
ties Would exist today if the Interest equalization tax were withdrawn. It is our
belief that the level which existed in the first half of 1063, an annual rate of $2
billion a year, was due to unusual circumstances not present to the same degree
'

'
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today. But it would be reasonable to expect that foreign issues, which as a practical matter have been barred by the proposed tax, would restmnl at a substantial
level.
In our opinion this resumption of foreign issues should not be a matter of great
concern. As discussed above, it would appear that since the tax was proposed
bank credit has to a considerable extent replaced security Issues as a means of
extending credit to foreign borrowers. A resumption of security Issues would
undoubtedly be accompanied by substantially lower levels of bank credit to foreign borrowers. Moreover, nearly two-thirds of the new issues In the first half
of 1903 were Canadian or Japanese issues. Very likely this would be equally
true today. These two countries are not in a position of aceninulating dollar
reserves. Ioth countries have very large trade deficits with the United States
which they cannot long continue without resort to U.S. capital. Trade follows
credit. Every dollar they obtain quickly finds Its way back to the United States.
As Prof. Emile Despres of Stanford University, the coauthor of the Brooklngs
Institution study, stated in his testimony before the congressional Joint Economic Committee on July 29, 1963, with respect to the effect of the proposed tax
as applied to Canadian and Japaneseseecurities:
"* * * it probably won't help our balance of payments, and indeed it may have
the opposite effect because Japan and Canada are countries that have operated on
rather modest reserves relying upon the United States, being financially dependent upon us in a sense to tide them over balance-of-payments difficulties.
"To the extent that it causes them to feel that this is no longer available to
them as readily, It may cause them to adopt economic policies which will result
in the holding of larger reserves, probably at the expense of the U.S. reserves.
In other words, the adaptations which these countries will make to less ready
access to our capital markets are likely not merely to compensate but to overcompensate, and therefore the balance-of-payments advantage when we try
to apply It to countries like Canada and Japan is likely to be nil or negative."
It must be kept in mind that while capital outflows from portfolio Investment
in foreign securities can proceed at a rate that places a temporary strain on
U.S. balance of payments, as we now calculate anti report them, such Investments in themselves are unquestionably a source of strength to the dollar In the
longer term.
Investment in portfolio securities s only one, nnd by, no means the largest,
of a number of categories of expenditures that result In outflows of U.S. dollars.
Other principal categories are direct Investment, bank loans, military expendltures, foreign aid, imports, and tourism. Portfolio Investment Is moreover a
form of expenditure which Increases U.S. assets. -Thia Is not true, for eample,
for expenditures such as military aid and tourism. Not only do the dividends,
income, and repayment of principal on portfolio Investments contribute significantly to U.S. current receipts, hut the assets themselves are ultimately additional reserves supporting the dollar. Since 9W50, the first postwar year In
which a deficit In U.S. balance of payments appeared, total U.S. assets and
Investments abroad (including direct Investment) have increased from $32
billion to more than $80 billion, while foreign assets and investments In the
United States have Increased from $18 billion to some $47 billion. Thus the
overall U.S. net asset position has improved from $14 billion to more than
$33 billion,
As we report our balance of payments, short term foreign assets owned by
V 8. private citizens are not reflected, even when held in countries with convertible currencies. All that is shown is the contribution to the deficit made by
net acquisitions or to the reduction of the deficit made by net sales of these
assets during the accounting period. It Is perfectly true that a gradual redutction In oversea assets hold by American citizens will help to carry a balanceof-lpyments deficit during the period In which the reduction Is taking place, but
on any realistic appraisal the dollar is being weakened by the exhaustion of
such assets and strengthened by their acquisition. It Is precisely analogous to
a man drawing on his savings to meet current expenditures. You will recall
the effect on Great Britain's balance of payments as a result of her utilization
of oversea assets to meet costs of World War II.
The Investment Bankers Association believes and respectfully suggests that
under the changed circumstances which the United States faces today your
committee should not approve the Interest Equalization Tax Act but should
await further developments. If the basically favorable trend in our balance of
payments does not continue, the situation can be reconsidered. If It seems advisable, the Treasury Department could then explore with our association and
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like groups measures which will not discourage access to our markets but will
permit use of our markets under conditions that would limit the impact of neow
dollar issues on our balance of payments.
We have opposed the proposed tax since we believe that it will adversely lff'ct
the U.S. balance of payments in the long run.
In addition, there are five other basic reasons why we believe the tax to be
ill advised:
1. The proposed ta.v is not addressed to the fundamental causes of the balanceof-payments defloit.-To reduce significantly our balance-of-payments deficit we
must get at the real bases of the dollar outflow: (a) We must lose no opportunity
constructively to continue to reduce the direct dollar drain ($1.0 billion net in
19(3) from military expenditures abroad; (b) we must make greater progress
in relating foreign economic assistance (which adversely affected the balance
of payments to the extent of about $900 million In 1963) to expenditures of
dollars in tlhe United States and in persuading other developed countries, especially those which are reserve-accumulating, to assume a large share of foreign
assistance programs; (c) we must continue to Improve our cost position in relation to our competitors abroad; and (d) we must Increase the attractiveness
of foreign direct and portfolio Investment In the United States by constructive
measures such as those suggested by the Task Force on Promoting Increased
Foreign Investment In U.S. Corporate Securities and Increased Foreign Financing
for U.S. Corporations Operating Abroad.
Until such basic measures take effect, the United States Is by no means without
resources for meeting the dollar drains to which it is subject. They consist
of (a) official holdings of gold and foreign exchange: (b) formal "swaps" of
currency or similar bilateral arrangements: (o) the issuance of special certificates and bonds denominated In the currency of the creditor country; and (d)
access to the International Monetary Fund.
These resources provide defenses that permit a deficit country to deal with
substantial pressures without Imposing new restrictions, and to apply the basic
corrections that are needed to bring international payments Into reasonable
balance. Moreover, if any more drastic temporary measures were required, we
would question whether Interference with asset-creating portfolio investment
abroad Is warranted when no significant steps have been taken to reduce nonasset producing private expenditures, such as American tourists' expenditures
in foreign countries (which amounted to nearly $2.7 billion In 1963).
2. The proposed tax is a new protective tariff on capital transactions and is
inconsistent with our longstanding policy of freedom for capital movements.The proposed tax would be more accurately described not as a tax at all but
rather as a netv protective tariff to limit the importation of foreign securities
or, viewed from the opposite point of view, as a duty on exports of private capital
for portfolio Investment abroad. So viewed, the so-called tax represents a new
barrier to the free International movement of capital and a retreat from the
policy of maintaining and advocating the free flow of capital across national
borders.
3. The U.S. capital market, and foreign economies dependent upon it, may be
seriously damaged.-The position of the United States as the only free capital
market in which the amount and terms on which an Issuer can sell Its securities
are limited solely by the marketplace Is a precious national asset which should
not be dissipated without convincing reasons of national interest. Because of
this position, the United States has in effect become the banker for the free world
and has attracted a large volume not only of domestic U.S. capital but also of
foreign capital.
As a result of the tax U.S. Investment banking firms have forfeited established
relationships with foreign Issuers built up at great expense and with extended
personal effort over the years. The resulting loss in underwriting fees and
commissions represents a drain on our balance of payments. In many cases,
particularly in the case of European issuers, the greater part of the Issues in
respect of which such fees were earned, were sold in Europe by the American
underwriters so that not even a temporary benefit in the balance of payments
has been achieved.
4. The proposed tar. creates fears of further restrictions.-The United States
today Ia the leading financial power of the world. We all want it to remain so.
Part of the responslhbilty and obligation of being thbleading financial power of
the world--of being the banker to the world and of having the key currency which
IS widely recognized as a standArd of value and widely used in world trade and
flnact-Is to keep ouir currency strong and free from restrictions on its use.
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We must not, through one device or another, mlpair the value of the dollar as
the key currency of the world or create fears that further restrictions may be
imposed.
5. The proposed arais discriminator.-Theproposed tax is broadly discriminatory since It selects only one aspect of private expenditure abroad; namely,
private portfolio investment, for restriction through a special tariff while leaving unaffected private expenditures abroad for tourism, direct foreign investment,
and commercial bank loans made in the ordinary course of the bank's commercial
banking business.
6. The proposed tai is administratively complex.-It will be applicable not
merely at the time of the original Issuance of securities but to subsequent nonexempt transactions throughout the life of the tax. Certificates of American
ownership must be employed to qualify for the prior American ownership exemption and transactions even in foreign securities qualifying for this exemption
must be reported In quarterly tax returns. Compliance and enforcement procelures will prove burdensome both for the security dealers of the Nation and
ultimately for the Treasury itself. Policing compliance, particularly where
bearer securities are involved, may be exceptionally difficult.
The Investment Bankers Association believes that the proposed Interest
Equalization Tax Act should not be enacted. Any probable short-term beneflclal effects fall far short of justifying the adverse consequences. It is most
injurious to the U.8. International capital market, a national asset to be fostered
rather than Injured. It imposes hardships on our friends abroad that over the
long term can only be detrimental to us as well.
Our long-term balance-of-payments position and outlook is strong. It would
bo better to deal with our present problem by improving our international competitive position, encouraging Increased foreign Investment in the United States,
reducing our non-asset-creating expenditures abroad and even by temporary
drawings on the International Monetary Fund or use of our reserves, rather
than to endanger the free flow of funds or our position as the world's banker
and trustee of the key currency of the world. Once confidence In us and In the
freedom of our capital market is Impaired, it will be difficult to rebuild it.
In any event, the Improvement in our balance of payments in the last 0 months
would suggest that there is no necessity for enacting so drastic a measure as the
interest equalization tax at this time.
Substantive proposals with respect to exemption from interest equalization taz
For the reasons indicated in the first part of this testimony the IBA does not
believe that restriction of portfolio investment by U.S. persons through the
proposed Interest Equalisation Tax Act is either an effective'br desirable means
of improving the U.S. balance-of-payments position.
If, however, Congress should determine that governmental limitation in this
area should be imposed through this means, the IBA strongly recommends that
general exemptions be included for (a) securities, the proceeds of which are
used to pay U.S. persons for goods or services or to repay bank loans for similar
purposes; afid (b) outstanding securities.
1. Exemption for securities, the proceeds of which are used to pay U.8. persons
for goods or services.-The stated purpose of the Treasury in proposing an Interest equalization tax is to limit transactions which adversely affect the U.S.
balance of payments. However, financing the purchases of U.S. goods or services
does not adversely affect the U.S. balance of payments, whether such financing
is effected through commercial bank loans or credit extended by U.S. exporters
(both of which are exempted under the proposed act) or through the sale of
securities In theU.S. capital market. In fact, the effect on the U.S. balance of
payments may be more favorable where the proceeds of a public financing are
used for this purpose since In such a case all of the proceeds of the financing
are received by U.S. persons while usually a substantial portion of the Issue is
sold abroad. To this extent the net immediate impact on the U.S. balance of
payments is a favorable one and the continuing service of the securities held
by U.S. persons will benefit the balance of payments in future years.
There have been numerous examples in recent years of foreign financings for
the purposes of financing purchases of U.S. goods and services. For example. In
1959, KLM Royal Dutch Airlines offered and sold in the United States $18.500,000
of 4% percent convertible subordinated debentures for the purpose of acquiring
jet aircraft from U.S. manufacturers. Of the total amount of this issue,
$6,780,000 was sold to European and other foreign purchasers. In 1950 the
Italian chemical company, Montecatini, offered and sold in the United States $10
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million of sinking-fund dollar debentures (together with warrants to purchase
capital stock) to finance the construction in the United States of a chemical
plant near Huntington, W. Va. Of the total amount of this public offering,
$4,115,000 was sold in Europe.
In order to give assurances to the Treasury that the proceeds of particular
foreign issues for which the proposed exemption Is claimed would In fact be
used for purchases from U.S. persons, the following procedures could be adopted:
(a) In the case of securities of foreign governments and government
agencies, appropriate officials would certify to the Treasury that the proceeds would be deposited in a U.S. bank and withdrawn only for the purposes of making payment to U.S. persons for goods or services.
(b) In the case of securities of foreign corporations, the same certificate
requirement would be prescribed and in addition the full amount of applicable tax plus a penalty of 121 percent of the tax would become payable in
the event of noncompliance by the IssuIng foreign company with its certificate. The foreign corporation and appropriate officers would consent
to service of process in connection with any action by the Treasury in respect
of noncompliance with the certificate.
Alternatively, although this would increase the administrative costs conplderably, it would be possible to provide for escrow-ing the funds with a U.S. commercial bank subject to withdrawal only to make payments to U.S. persons for
goods and services rendered.
The proposal in the "Amendments Recommended by the Treasury Department" transmitted to the chairman of this committee by Secretary Dillon on
June 12, 1004, would permit investment banking firms to particilpte to a very
limited extent in the financing of certain defined export transactions. In our
opinion this exemption is not sufficiently broad and would only permit Investment bankers to participate In a small fraction of export financing in which
they might properly participate without adversely affecting the U,S. balance of
payment&
Even within its present limited scope this exemption Is discriminatory since
It only permits investment banking firms to participate in certain of these transactions while permitting U.S. Government agencies and commercial banks to
participate in all of them. As a minimum we would accordingly suggest that
the amendment recommended by the Treasury with respect to section 4914(g)
be changed to read as follows:
"(g) 1oes OF ENTITLEMENT TO EXCLUSION IN CABs Or CERTAI SUBsequENXT
TRANsFERS."(1) Iff OEN AL..--"(A) Where an exclusion provided by paragraph (1), (B), (2), (8),
(4), or (5), of subsection (c), or the exclusion provided by subsection
(d), has applied with respect to the acquisition of a debt obligation by
any person, but such debt obligation is subsequently transferred by such
person (before the termination date specified in section 4911(d) to a
United States person otherwise than"(I) to any agency or wholly owned instrumentality of the United
States;
"(1i) to a commercial bank acquiring the obligation in the ordinary course of its commercial banking business;
"(1ll) to any transferce where the e.rtcnsion of credit by the per.
son originally acquiring such debt obligation was reasonably necessary to axoomplish the sale of property or services out of which the
debt obligation arose, and the terms of the debt obligation are not
unreasonable in light of credit practices in the business in which
such person is engaged; or * * *"
2., £emption for aoquisition of outstanding securities.-The proposed exemp.
tion for acquisition of outstanding securities should not significantly affect the
U.S. balance-of-payments position. Net acquisitions of outstanding foreign securities by U.S. persons (i.e., after deducting acquisitions of foreign securities by
foreigners from U.S. persons) amounted to $55 million in 1902 and to $112 million in the first 6 months of 1903; moreover, it transactions in securities of international institutions and Latin American countries (both of which would be
exempt from the proposed tax) are excluded there were net sales by U.S. persons
(benefiting to this extent the balance of payments) of $56 million in 1062 and
net purchases of only $50 million in the first 6 months of 1903.
The Securities Act of 1033 would prevent foreign Issuers from using this
exemption to effect original issue distributions in the United States. Under
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that act, unregistered securities may not be resold in the United States until
distribution abroad has been completed and neither the Issuer, underwriters.
nor selling group members could legally resell unsold portions of the original
issue Inthe United States.
The elimination of the proposed tax on acquisitions of outstanding securities
would reduce the disruptive effect on the U.S. capital market since it would
permit free trading at price differentials between the United States and foreign
markets reflecting only ordinary arbitrage and not any premiums resulting from
the tax.
Technical anmndments
Representatives of the IBA Foreign Investment Committee and their counsel
have conferred frequently with representatives of the Treasury Department
with respect to certain technical changes In II.R. 000 of particular Interest to
Investment bankers. In the event that notwithstanding the considerations expressed above, the Committee on Finance decides to act favorably on the proposed legislation, the Investment Bankers Association endorses the proliised
changes contained In the "Amendments Recommended by the Treasury )Department," as submitted to the chairman of the committee by the Secretary of the
Treasury on June 12, 1004, In the following provisions of II.I. 8000:
A. Section 2(b) of the hill:
1. Section 4913(a) (3) (A).
2. Section 4013(a) (3) (B).
3. Section 4913(c).
4. Section 4918(t).
5. Secton 4919(a) (1).
0. Section 4010(a) (2).
7. Section 4910 (a)(3).
8. Section 4919(b).
9. Section 4920(b).
B. Section 2(c) (2) of the bill.
C. Section 5 of the bill.

The CInAIMAN. Thank you very much, Mr. Samuels.
Senator Douglas?
Senator DovoLAs. Mr. Samuels, I regret that I was not able to be
hero for the beginning of your testimony. One question has occurred
to me, however. Am I correct that under the present bill, American
underwriters can sell securities to foreign investors without the pay.
ment of the tax
Mr. SAMuILs. Yes, sir that is cortect.

Senator DouoLAS. If this is so, how is it that London has an advantage over us in taking issues and selling them on the Continent, as
you mention in your statement
Mr. SAMUrLS. Sir, because of the uncertainty pending the passage

of the bill and no one being able to know what his liabilities would be
if and when the bill were finally passed, plus the fact that the stock
New York has, until very recently, not listed foreign
exchange inl
dollar bonds without some distribution in the United States, has made
it impossible for foreigners to come to the United States to make
these issues, even if the intention were to sell the bonds outside of the
United States.
There are various considerations in the mind of the foreign issuer.
He often says, "Look. why should I come to New York if you do not
sell one single bond in the United States? I might be able just as
easily to do that in London or somewhere else on the Continent, where

they will distribute these bonds on the Continent, where I can get a
listing on their stock exchanges and where the costs are at least competitive with the United States, where I do not have any Securities
and Exchange Commission procedures to worry about.
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Senator DOUGLAS. But these are not tax considerations.'
Mr. SAMUELS. These are not tax considerations insofar as we sell all
the bonds outside of the United States. We have had one issue of
that kind, Senator Douglas, since the interest equalization tax, a recent one.
Senator DOUGLAs. In your statement, you say that bonds tuderwritten by the London houses are sold largely to investors on the Continent. Is this true?
Mr. SAMUELS. This is true.
Senator DouoLas. Yet the prospect of a retroactive application of
this tax could not be used as a reason for the increase of this business
of the London houses, could it, if this is true ?
Mr. SAMUELS. Sir, I think if you put yourself in the position of an
issuer, he says to himself, "Should I go to New York where, because of
the tax, retroactive or prospective, they will not sell a single one of
my bonds without my reimbursing the buyer for the tax and, until
recently, where I could not even get a quotato ri the New York Stock
Exchange, and where I might have had to file a registration With the
Securities and Exchange Commission, in any case"-because that was
not clarified until recently-"Well," he says, "I might as well go somewhere else where I can have them handle my issue, even if certain disadvantages, but without those problems."
You see, if the issuer could sell any part in the United States without tax, even a relatively small part-which is what has often been
the pattern of distribution for foreign dollar bonds in this coutitty,
except in private placement-if he can do that, then he has a net advantage in coming to the United States. He taps a pool of capital
here, however modest, which he cannot otherwise tap. By and large,
if he can do that, he would much prefer to come to the United States
and list on the New York Stock Exchange, which is far preferable to
listing on any other stock exchange. Also, I think it is true to say
that, by and large, our European friends feel that dollar issues ought
to be done in the home of the dollar-in the United States-if there
is any possible way of their doing this.
Senator DouoLAs. Well, I shall not probe into this more deeply,
although I am not at all convinced that your position is sound.
Now the second question I should like to raise. Somewhere in one
of your two statements, I think that I read that you thought there had
been a great increase in long-term loans to foreign industry given by
American banks since this act was proposed. Is that what you said
Mr. SAMUELS. Yes, I think there has been an increase. I think the
banks ordinarily define short-term loans as loans of -1year or less.
In Wall Street we generally refer to loans of 2 to 5 years or thereabout as mediumr-term loans. I believe there has been a substantial
increase in these medium-term loans.
Senator DoaroAs. I questioned the Secretary of the Treasury very
closely on this when the Secretary testified on Monday, inasmuch as
this is a form of possible evasion or avoidance of the tax. He entered
a denial that this had resulted in more than 5 percent leakage in the
balance of payments. Now, he mentioned figures that were somewhat
hard to understand at that moment, but I think he is supplying more
detailed figures for the record. As I remember, your written statement indicated a very large increase in the long-term, or what you
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call medium-term, finrncing of European enterprises by American
banks.
Mr. SAMUELS. I thihk the figures, if I remember correctly, Senator,
given by the Treasury Department indicate that there has been an
increase of something over $200 million of so-called long-term loans
as one of the components in the sharp increase in commercial bank
loans abroad. Just how, I must admit frankly, these various combinations of figures are put together and what they indicate is exceedingly difficult to follow.
Senator DOUGLAS. You are, however, a practical man of Wall Street
and you know what is going on.
Mr. SAMUELS. I hope.
Senator DOUOLAS. Is it your general impression that there has been
a considerable diversion of the channel for credit to Europe from the"
purchase of securities as such to the extension of loans by banks?
Mr. SAMUELS. I think, Senator, that the composition and significance
of the sharp increase is difficult to assess, and the importance of it can
be exaggerated. Obviously, everything I say in answering y6ur questions is personal, not an official position of the IBA, but I am of the
opinion that thete has been a sharp increase in medium-term lending as part of the increase in commercial bank lending abroad. Those
of us who are in Wall Street hear of various instances of this, although
what these transactions total up to statistically is always very difficult
to ascertain. It is possible that this increase in baik lending may reflect certain nonrecurring factors. We have hhd increases in agricultural exports, including agricultural exports to Eastern European
countries which were financed and may not necessarily recur, and so on.
Perhaps bank lending abroad may taper off in the balance of this year.
I think, however, that strange kinds of items enter int6 this ini Gernany, for example,
creased lending. There were a few people in
who, 3 or 4 years ago, and perhaps more recently again, felt' that
because of the German foreign exchange surpluses there might be another revaluation of the deutsche mark.
Well, we crtainly have heard of instances where Germans would
come here and borrow money simply to have debts in dollars, and
through such a hedge would make a profit if the deutsche mark were
revalued again. A certain amount of this kiid of prudence or speculation, however you might like to regard it, has happened.
What it amounts to statistically however, I do not know, and I do'
not know whether anybody knows what this particular figure is when
you total tip all of it done by the banks.
Some banks do a great deal of ship loan financing. Ship loan'financing ordinarily runs 4 to6 years or so, and that type of thing enters into
commercial bank lending which extends beyond short-term trade
.
.
.
. . .
financing. ..
We certainly have heard of particular loans which, by the widest
stretch of the imagination, have no relation to fiaicing exports directly. I think all dollar outflowshlelp to finance our exports in one form
or another, indirectly., However, would li e to add that while the outflow from the banks has largely or essentially nullified the decline in
long-term outflows brought about!by the interest equaliaztion tax I do
not regard this as necessarily a significant fact with respect to the esirability or unidesirability 6 the interest equalizrtioni tx. This increase
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may or may not taper off later, and I think the Treasury is right in taking a look-see at this thing to see how it goes beyond this first quarter.
I think the fact that the bank loans have nullifled the "benefits" of
the interest, equalization tax-benefits in quotes-is not a decisive factor as to whether the proposed act is a good act or a bad act.
Senator DouroLA. Thank you.
The CHAIRMAN. Senator lennett
Senator BENNTrr. Mr. Samuels, each of the witnesses that come
down to us from the International Investment, Market brings us a new
idea. The new idea that I get from your testimony is that if this might
have been a wise idea a year ago, the change in direction and change in
the pattern, both in terms of events in Europe and iiterms of our own
balance of payments, is such that it may be an unwise idea now. Is
that the thrust of your statement?
Mr. SAMUsrS. Sir, that is correct. The question is whether, at this
moment, when things begin to improve, and perceptively begin to improve, is the time to take action, quite apart from the merits or demerits
of the action proposed. Are we fighting this war or the last warto nut it another way.
While no one-I think no one, unless he is a very distinguished economist, might be able to credit how these trends will manifest themselves in another year or so, I do think we can afford to pause at this
moment and waitA eforwewe do antlhing tew which is so drastic and
hns anl the iinlicaf imns of H.R. 800.
I think that is the position pit simply.
I am interested iin your comments about the
-Senator BKNNerT.
transfer of husiness to London. Is it going to be hard tocet, this back
if er,nhns this law and establish this as the pattern, at least until the
end of 1065
O
Mr. SAnItrmL. Well, this is in the realm of speculation also. I
would say this, that it will be hard to r apture the business in the
way it was done nnd to the extent, it was done in New York until the
interest equalization tax was announced. And, of course, this depends a great deal on ' lot of general economic factors, also the extent
that issues can be'bsorbed in Eiiroie, interest rate levels, costs, and
one thiig or another.
My own feeling boit Ii s thatone having reestablished a position
on the Contine~it:n' handlitin this busins.., a certain amount of it is
likely to remain there in any case, and this hnay or may not be a bad
thinet. I think we are all interested in a further reactivation of the
whole capital market mechanism throughout the free world. I do
think that once our market is reopened, because it represents the
largest pool of capital available, because of the banking structure and
mechanism we have, because of the advantages of listing and trading
here, a whole variety of things, we probably will recapture a substantin part.of that business.
But I do not think things will ever be the sme an they were.
Senator BNNNtmr. Has thatt danago already been doone?
Mr. SAMtI~m . The damage lias already been done ih various ways,
both tangible nid intangible. The bulk of the bitsihess that has been
done recently has transferred to Europe and'primarily London.
Clients we have' been serving, governments, corporatitst and so forth,
have gone to London and ihrve been making issues during the last 9
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months, dollar issues, and they are being handled by London and continontal houses.
We have not only lost that business which has been done, this has
tended to weaken the relationship we have with very longstanding
clients in Europe who normally come here for this kind of business.
It has also had a very damaging, intangible effect, I think, on tile
position of the United States generally. Those of us who are in this
business, and we go about and see bankers and various people abroad,
primarily in Europe, find that the attitude toward us has changed. I
do not think there is any doubt about it. Whereas at one time we
represented the world's financial leadership, today we are just one
among some others, and with a lot of problems. Our foreign friends
toll us quite frankly that from now on we will have th'worry about
how' much paperwork woeare going to make them'do, and we will have
to be sure that our costs are no more and perhaps less than the cost of
doing business in Europe. Because, after all, it is physically a little
easier to do it in Eilrope, thdn to have to'come to New York. You
cannot now sell anything in tlheUnited States, anyway, and even if
it was only a small amount on some issues in the past it was important
to them, as far as public issues were concerned-I must make the distinction between public offorihgs and private placement, because 1
think it is very impdrtfnt in this whole concept. The tax has certahily made our position much more'difficult and our standing ih the
worldcapital market fardiffrent from what it was a year ago.
Senator BmbNNTr. This could also be a part of a general iveakening
of our stature as the leader of the world. This is anoter little'facet it
which we have nioved back iiifo being one of the group Mr. SAMUELS. I shall put it this way, Senator. It adds to a growing
belief in some sectors abroad that perhaps the United States is9 no
longer in a position to carry on its world responsibilities in many,
many areas, whether thby are political financial, military, whatever
they may be, to the extent that we were able to do previously and, therefore, they must look to other arrangements, other formulas, other
ways of doingthings.
This financial aspect is one-not by itself a decisive one by any
means, but one aspect of this whole complex of impressions we leave
around the world.
Senator BENNET'. That is the'point I wantedto make. That is all.
Thank you very much.
That is all I have, Mr. Chairman.
The CHAIRMAN. Senator Dlrksenh
Senator DinirK~. I have only one question.
Mr. Samuels, d6 ydi believe thnt, in'a sense, this forfeits our leadershipl in the whole financial outlook sb far as the world is concerned?
Mr. SAMUELS. It has impaired it very deeply. I shall not say it has
forfeited it, Senator, bitt it las' impaired 'it very deeply Some of us
who are in the investment banking business are of the opinion that
there are ways other than H.R. 8000'of meeting tle requirements of
'the U.S. Government and the balance-of-payments problem, which is
a Very serious problemn which we have talked about for a long'time.
There are'various alternatives-I shall not say many alternativesbut XI think there are alternatives tliat are preferable to this. 'Son~e
people think one thing, some another; some people think a capital
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issues committee would be helpful, whether voluntary or Government
operated.
I happen to be one who thinks that a capital issues committee has
inherent in it great difficulties. But the IBA has taken no position
on these alternatives.
I personally believe that even if you had this tax and you exempted
foreign dollar issues up to, say, 20 or 25 percent from taxation, so that
you could sell even a modest amount in this country not all but even
a modest amount, and that the tax to be applied beyond this percentage made it reasonably certain that not more than a limited amount
of the issue would be sold in this country, we would have accomplished
all we are setting out to do with H.R. 8000 without the disadvantages.
We would have kept our market open, the clients would have continued to come backhere, we would have absorbed a portion of the
issues which even the Treasury, I think, would agree, by and large, is
sustainable.
If you assume an annual outflow of about $2 billion, by annualizing
the little over $1 billion outflow of the first 6 months of 1963, which
may or may not be a valid assumption, and private-placements which
are sold almost wholly in the United States are largely ruled out by
the effect of the tax you would come down to about $500 or $600 million sold in the United States, and that, I believe the Treasury regards would be tolerable. We would have retained our position, met
the Treasury's requirements, we would riot have borne the onus of
having shut down our capital market and would have kept our
leadership,
This is what we have always done. We have sold modest proportions in the United States, and only recently they have gone up, by
and large, to about 50 percent on public issues. _They were often 25
percent or lower. It is the private placement that has affected the
outflow and theie:the tax would have had a beneficial effect; not that
.there is anything inherently wrong in private placements; I would
not say that. But if you want to get at anything in respect to port-

folio investment that has really hurt the balance ofpayments, it is the
private placements. This kind of transaction .which falls 100 percent on the American balance of payments because you cannot easily
divide these; the Europeans do not like that type of issue-they want
our public issues, which they buy in great amounts, they are avid
to have them. Here I think we have a chance to work out something.
This is a personal view. The IBA has not taken a position on this
or any other alternative method, but I am simply outlining wh a t I
think might be a constructive. pproach.
I have discussed this with the Treasury. .The Treasury has some
objections which I do not think are valid, but that is a matter of a
point of view.
I would add one other thing, sir. If you did exempt issues in part,
let us say-let us say 25 percent, simply to use an illustration--when
sold to an American, the bonds sold to Europeans on original issue
would remain taxable when an American bought them, so-you. would
not have a. flow-back of these securities to the United States after
issue. If you gave the President or the SecretAry of the Treasury authority to increase or decrease that exemption percentage, depending
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on how the balance of payments was progressing, you would have
added a great deal of flexibility to this. And if what I say is true,
that the fundamental trends are working in our direction and 6 months
from now, the Secretary of the Treasury thinks, "Well, instead of 25
percent, I think I can make this 35 or 40 percent," very well. If we
are wrong, he can reduce this percentage exemption on all issues,
not selectively. I certainly feel selective controls on issues are probably unwise.
He might say, "Well, things are so bad that I had better eliminate
the exemption entirely." But give him some discretion. I think you
would have added enormously to the workability and the practicability without all the damage.
Senator DIRKSEN.. Has that alternative proposal been drafted I
Mr. SAMUELS, It has been drafted informally in the sese of f
memorandum which I did give to the Treasury a few moith ago for
their consideration, and on which they did make some comments as
to why they felt it washiot workable from their'point of view. As I
say, on their state objections, I disagree.
Senator DRKSEN. Couldit be drafted again ?
Mr. SAMUELS. That would be no problem.
Senator DJiKSEN. May I respectfully suggest that' you draft it for
Mr. SAMUTELS. Certainly.

Senator BENNETr. And submit it to this committee

Mr. SAMUELS. Oh, yes; certainly.

(The material referred to and accompanying letter from Mr. Samuels
follows:)
r

Hon. HARRY F. BYRD,

Kvarn; LOB &Co..

e 'York, JulU ,S.19J.

Ohafrman,Senate Financeoomnmttee,
Washington; D.O.
, bEAR SENATOR BYRD

In accoNdanci

'
with the request made ot fl e yesterday

morning by your committee, I am enclosifng a memorandum outlfitik the proposatl made to amend H.R. 8000 to permit .a limited portion of new. foreign
issue to be sold to tU.. persons without being subject P the Interest equalization tax.
The purpose of'the proposal Is to. lperit the 7.8S. capital market to function
In as normal a manner as possible withiji the limits detQi lned by the Tregaury

to be compatible witlithe U.S. balance-of-payments position at any given time.
I believe that an exemption of, for example, 25 percent of the amount of any

new foreign issue, coupled with authority of the Secretary of the Treasury to
raise or lower-this percentage from time to time, would achieve this objective.
I had suggested 25 percent as the nltial exeqppted percentage becauseI

be-

lieve that figre to be readily: astinable by ourururrent balance-of-paymept

position and one which will pet
least to' ome extent, a continuatiqp
of the pattein'of foreign dollaiii p7blie offerings which were made through-our
capital market prior to July 1963. (As I mentioned in my testimony yesterday.
very substantial portions of such public offerings were, placed with investors
outside the'United States.) However, I would hope that, as and Jf the balance-

of-payments outlook continues to improve, the 25-percent exemption would be

increased, perhaps substantially, in the near future.
I am at your disposition to provide any further Information or explanations
which might be'of use to your committee.
Very truly yours,
,
.
,
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Tlie proposal is as followss:
1. Any debt or equity issue by a. foreign issuer or obligor acquired by an
underwriter would b6 exelmpt from the interest equalization tax If not more than
2,5 percent of the principal amount of debt obligations or of the shares if
fol. to U.S. Iwrsons. The Secretary of thO
Is
stock of the aggregate Is.sue
Treasury would haoe'the authority, In his discretion, to increase Qr decrease
the spelcfled percentage applicable to all issues from tlid to tlite; il nccordatico
with the Treasury's view of the U.S. balance-of-payments position. If an
amount in excess of the specified percentage Is sold to US, persons this pro,vision could nevertheless be avalled of by payment of a tax on such excess
equal to 10 percent of the tax normally payable on the amount of such excess.
2. The pt-oposed exemption wduld be' hi addition to the other exemptions
contained in II.R. 8000 (or In the amendments recently recommended by th
Treasury) and would not affect, for example, the exclusion for investments In
lems developed countries.
3. In order to avoid a possible flowback to the United States of securities sold
to foreigners, the exemption would apply only to the Initial distributton'nr
placement and not to the security itself; I.e., a subsequent resale to a U.S.
person bh a foreign purchaser would be subject to the tax.
4. Policing of the proposed exemption would not be administratively complex
from the Treasury's point of view since under the proposal the Treasury would
utilize the mechanics of a certification similar to that now provided for in
H. . 8000. In effect, the managing underi~riter would be responsible for
furnishing to the Treasury a certificate, based on certificates of the particpating
underwriters and dealers, as to the distribution of the securities to United
States and foreign persons.
(The amendments to tI.R. 8000 (as passed by the House of Representatives)
covering the foregoing proposal are attached hereto.)
SUvoESTD. AMENDMENTS OF H.R 8000
1. Add as a new paragraph (4) to section 4910(a) the following:
"(4) CERTAIN OTHER TRANSACTIONS.-Are acquired by an underwriter in connection with a public offering or private placement by a foreign issuer or obligor
provided that not more than 25 percent of the total number of shares of stock
or total principal amount of debt obligations sold are sold (Including sales
by others) to U.S. persons. The Secretary or his delegate may from time to
time by regulation increase or decrease such percentage that may be sold to U.S.
persons, provided that any decrease In the percentage theretofore in effect shall
not be effective' until (0 days after notice, of such decrease Is published li the
Federal Register. If more than the preeribed percentage then in effect is
sold to U.S. persons the provisions of this 'paragraph (4) shall nevertheless be
satisfied If a tax equal to 150 percent of the tax Imposed by section 4011 Is
paid on the amount f sales to U.S. persons Irt excess of such prescribed percentage. Any tak so paid shall be deemed to be a tax paid under section 4.11."
2. At the end of the second sentence of section 4919(b), page 51, line 24, add the
following: "or the provisions of paragraph (4) of section 4010(a) have been
satisfied."
.
8. In the third sentence of section 4910(b) following the words "foreign
persons" on page 51, line 25. add: "or as to the satisfaction of the provisions of
paragraph (4) of section 4091(a)", and foll6win the .word "person" on page
52, line 0, add: "or the provisions of paragraph (4) of section 4910(a) were
satlsfled".
4. In the fourth .sentence of section 4910(b) following the words "foreign
persons" on page 52, line 12. add: "or as to the satisfaction of the provisions of
paragraph (4) of section 40109(i)".

Senator I n

r.rNT
. Ts that what you referred to when you say:

If the Executive and the Cofigress were to deem It essential to take action In
lieu of H.R. 8000, we believe that measures can be devised which may be more
flexible, appropriate and less harmful.

Mfr. SAMUErlS. Yes, sir.

Tlo CHrAIRMAN. Thnnk you very much, Mr. Samuels.

Mr. Michael Waris, Jr., of Baker, McKenzie &Hightower.
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STATEMENT OF MICHAEL WARIS, JR., OF BAKER, MoKENZIS &
HIGHTOWER, ACCOMPANIED BY ALAN MAROJIMENTI PRE$IDEN2!,
TRANSAMERICA INTERNATIONAL S.A., AND ROBERT EINZIR,
CONSULTING ECONOMIST

MNkr, lvmls. Mr. Chirman1111 and niem11bers of the committee, my nialle

k~ Mielhael Wai'ris, Jr. I am a partner

in the Washing tonl offlie of the

&Highitowoi.
1 0 my
(1Idigo-imased law' firm of Baker Molemwiett
lie is tie presidenc.of Traulerie4a
right,.i Mr%. MAniI.Mrlet
1Int irmoa S.A. I fe heads up tho P'uropemi operations of TIrnsamerica and has comne'ovei' from Paris to be of as-,sistauce during the
course0 Of (his hieaing.
T!o my left, is INr. Robert S. Einzig, who fis n.conswiltim4i' economlist.
for 'iannerica Corp.
Our ipurrose 11ere todaytS is to discuss with this committee 0110 mw10
vision in th e hill. This is section, 4915 which oxeitpts from thevN
11i1y imnvestilneut. ill -a foreign corporation where the investor ownis 10
Iwi'eenlt Or Moro Of tho Morporatiofi's votig At6ck.
'i'ri-misanerien, ft U.S. comjm'ny, owns 51 percent of 'the' tock inl 4
foreign 'cbrPorit-ion, but "it will 16t get thle advanta' 0eof tis exempc
tion froll tax 1wc41use the foreign dbrpoi'atiin is it ha~nk.; Und&or theo
tedilicfdwvordhig- of thle bl tiny forign coapoet'rion wivielv is formed
tlie noria'l
6r avvailed of, to, acurdoeg etobimt~i-n
fu~nctinl of a 'bsvk-does not' 4l ify, for thle, exemqption. 'Itowe"60
theiro is one grou 'of banks which is 116tfifected by tis foi mwd 6i

liviiled bft6,t.

The bil1-0,.prmsh Provide.4-fthat

f

et.'h'~net

iu a foreign "commercial" bank iI niot b6 gabje~t to theo (fix.
We call s e no jistificati for r trioting ti s exnpii

opvto

ease of the roleoyx iplay inv fiaii~ill" the' 0ex ot fU.. goixs to)
eil thou1
0--1gi tl16I
o~k,
foreigni con tries This exdm1pt Th j1 ic
this fianin
lil
is*
sIAlso,
done wit1 U.S.; d~l ars.
m, th xttAt tles
banks operate through, foreign branches they reeive deposits inl for(11gn m101ones anid ni1tlins in foreign miohoy6.' Since this branch

zwcthiity h1is little, or, no, ndverse qtWe onl theo. U.S. bal ance of Palllmlenits, further julstifkation ii foilnjd for exemptibg c~tinimiti b-Anil.
4101i19~t emha~jzqher-, today'41" ' ur French,bhank, w),ii
11 11Whic
stud I h1i
6iftor i-oefe to as OiB, *\ihIi be uijg thle samelot tils
lilt Vo juit-wed thie exempl!tion for coijimlerciat1 banks , Init with substal.Iiaily 16,ss driti oil VJ.S dollars.: Ho1wever, bcciiuse th deosits Orf
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A you will recall, just this Monday, when Secretary Dillon testified
before this committee, he stressed the need for the development of
Europtan capital markets as the real solution to the excessive demands
on U.S. lenders. In his original balance-of-payments message in 1963
President Kennedy urged
A broad and Intensive effort by the U.S. financial community * * * to increase
the availability of foreign financing for U.S. business operating abroad.

On May 21 of this year, in Vienna, Austria, Secretary Dillon said:
U.S. portfolio capital In large amounts should not be asked to support the
expansion of developed areas with strong balance-of-payments positions. Increasingly flexible and efficient capital markets in Europe-capable of supplying
funds at reasonable rates of Interest-will remove one major source of difficulty.
*

*

*

*

*

During recent years, Europe has taken significant steps toward Improving her
capital markets. The increasing economic integration of Europe offers an opportunity for much greater progress in the future, and it is imperative that the
opportunity be seized.

We agree wholeheartedly with these statements of President Kennedy and Secretary Dillon. It is imperative that the opportunity for
participating in the development of European capital markets by the
American financial community be seized without delay.
Our bank, CEB, is already playing an important role in introducing
increased flexibility and efficiency into the money markets of Europe.
Moreover, the contribution of CEB cannot be measured in terms sololy
of the foreign lending power which it itself is generating. CEB is in

the nature of a pilot project which is being watched with great interest
by other European lenders and bankers.
It can reasonably be anticipated that the success of OEB will trigger
the creation of similar enterprises, the cumulative effect of which will
be to supply much of the foreign borrowing power, the absence of
which is so lamented by the Treasury. Certainly the new 15-percent
tax should not impede such a development.
LEVERAGE ON INVESTED CAPITAL

Let me demonstrate to what extent CEB will operate on foreign
borrowings. In its first 6 months of actual lending operations, CEB
has extended loans of an amount equal to its equity capital ($2,500,000,
one-third of ivhich originated in France with its French shareholders) Since that time, CEB has made additional commitients of
approximately $1 million. By the yearend CEB will have borrowed
in France 3 times its equity capital and will have increased its borrowings to at least 10 times such equity by the fall or yearend of 1965.
All such borrowed funds will be obtained in France from its presently committed sources. None of this money will come from the
United States. This means that for every U.S. dollar of equity capital invested in CEB (as well as every dollar invested by the non-U.S.
shareholders) at least $10 of French borrowed capital will be raised
for lending purposes by the end of 1965. The effect of this process
on reducing the demands for borrowing from U.S. sources is thus direct and dramatic.
CEB is effecting its borrowing of French money through the following four means:
-(1) Through French bank lines of credit;
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(2) Through the receipt of deposits from Frenchmen;
3) Through longer term borrowing, including debt financing; and
(4) Through the development of now sources of long-term funds
sue i as special arrangements with French life insurance companies.
We submit that enough has been said to demonstrate that CEB is
the type of development which should be encouraged rather than
hindered and that the new 15 percent tax should not apply to it.
However, a number of additional compelling reasons lead to the same
conclusion and we would like to mention them very briefly.
SPIC'EOIrA

ANK INFORMATION RETURNS PROTnC(YrTRFASUI1Y

As Secretary Dillon mentioned on Monday, at the request of the

Treasury, the House bill contains iarequirement on the part of commercial hanks to file special information returns so that Treasury can
keep track of their future activities. In this way, it can be immediately determined whether such banks are being used to circumvent the
bill. Armed with this device, we ask, why does Treasury need to subject a minor portion of the banking community to the rigors of this
new tax while the largo remainder of the banks goes scot free?
We submit that all banks should stand or fall together-and tih new
information return is the fair way to determine how they should all
be treated.
DASI

COMMITTEE REPORT RATIONALE

Thei House committee report makes a very logical point in declaring
that the various exceptions in the House bill, including the commercial
bank exception, all contain it commi01
on denomilf tor. It states:
In general, these exemptions have one factor In common * * * the acquisition
of the foreign securities Is due to factors other than the Interest rate differential
between American and foreign securities markets.

On Monday Secretary Dillon indicated that the Treasury itself
recommends additional exemptions to the bill based on this precise
rationale. Is it not crystal clear that CEB will acquire foreign debt
obligations for precisely the same reasons as they are normally acquired by commercial banks-i.e., as an active part of their trades or
busineses?C(EB will not be acquiring long-term portfolio investments in

forevig securities (the avowed evil against which tihe bill is directed).
CEB will not be acquiring the foreign securities because of the interest rate differential between American and foreign security markets
CEB will simply be engaged in an active trade and business and the

rationale for the other exemptions from the tax warrant extending
an exemption to this bank.
('E-l

IS ALREADY

IIEINNING TO INCREASE T1lM PtROITABIITY OF U.S.
ENTERPRISE .A1IROAI)

Our final reason is that CEB is already beginning to increase the
profitability of U.S. enterprises abroad.
It should. be ecognied that
thtthe profitability of U.S. ventures
abroad is enlhanced ibyU'EB 'p1 ititois. CE is ahleady f6tibgli
U.S. construction firms in Friilce through i'al estate loans and financing tihe sale of mach'linery and equipment made by U.S. manufacturers.
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The increase in profitahlility of our fiims operating abroad is of direct
assistance to our' balance of payments as the s profits are remitted to
the United States or of indirect assistance when used for reinvestment
overseas in lieu of additional dollars from the parent company.
I ask leave of the committee to file a detailed statement supplementing this shorter oral testimony.
The CIAIRMRAN. Without objection, it will be included in the recot'd.
(The supplemental statement by Mr. Waris follows:)
STATEMENT TO SUPPLEMENT TESTIMONY SUBMITTED ON BEHALF OF TRANSAMERICA
CORP. BY MICHAEL WARIS, JR., or BAKER, MOKEN.ZIE & IIoHITOWER

We have one very spejclic objection to the House bill.
Iii one sense our objection is technical and rather narrow in scope; In another
sense it is most fundamental-pointing up the anomalous fact that if the bill
is enacted In its present form it will have the effect of substantially retarding
the growth of a new source of foreign capital (a French bank). As the administration forcefully maintains, the lack of stich foreign capital markets is one of
the basic causes of the unfavorable balance-of-payments situation. Further,
it is the creation and development of such foreign capital markets which the
administration and- the Treasury urge the American financial community 'to
foster. This position of the Government Is quite sound because, obviously, the
more and better these foreign sources of capital become, the less will be the
demands of foreign borrowers for U.S. dollars.
FACTS

Perhaps the best way to present our problem is tolfirit describe to this colm
mittee in some detail the nature of our foreign business enterprise and the effect
which the new 15-percent penalty tax will have upon our efforts to get thti venture off the ground.
After spending several year and a considerable sum of money In the intensive
study of the feasibility of the venture, Transamerica, In conjunction with a number of other Americans and with Prench banks formed In May 1093 a French
bank, known as Compagnie Europeene do Banque Pour Lo Credit a Long et
Moyen Terme. Hereafter this French bank will be referred to as OEB U.S.
persons own O6percent of the stock of COEI. In addition to a pominal contribution ipon the formation of CEB, a contilbutibn of $1.5 million' Was made to Its
capital by U.S. persons in 1003,'after July 18, 1003 (the effective date of II.R.
8000). Under subsection (c)) (2)() of section 2 of the bill, this amount will not
be subject to tax because prior to that date the Government of France had
authorized the acquisition and approved the amount thereof, gs required .by
French law. This initial capital contribution is exenipt from the,tax tinder the
Iouse bill because it is in tie nature of a commitment made prior to the ahnouncement of the administration's proposal for this new tax.
However, as will be more fully discussed subsequently, there is a distinct
possibility that all future contributions to.the capital of CEB by U.S. persons
will be subject to tax b&auso ClEB does not meet the dellnutlon of a "commercial
bank." Our purpose here today is to iurge this committee to modify the bill 'o
as to Insure that the same treatment Is given to anhacquisition by U.S. persons bf
an equity interest in this new banking venture as is provided for an acquisition
in a French commercial bank.
CEB'S POSITION IN THE FRENCHI DARING COMMUNITY

CElB falls under one of the three classifications of banks in France, that of a
medium and long term bank. At present, of the approximately 840 banks In
France, 20 fall into this classification. The distinguishing feature of this group
is that they may not take deposits for a terni lesa than 2 years and fitst confine
their lending operations principally to the 2 t6 10 yeAr period.' COlB is'unique
among.these banks in that it ti the only foreign controlled medium and long term
bank (O6percent American owned) and is the only bank engaged in both real
estate, and machinery, and equipment financing,
COB Is subject to the regulations of, and to supervision by, the French'Commission of Control for Bapks. Thus, for example, CEL is' required to make
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regular reports to the Conmission, and its affairs are subject to aldit by the
Commission. Attached hereto as exhibit 1 Is a series of quotations of pertinent
lprtions of the French banking laws. Attached as exhibit 2 is a summary of tile
overall banking system of France. Among other things, these exhibits show
that CEB is classified as a commercial bank under the French banking laws.
They also show that to qualify as a bank an enterprise must make a "habitual
profession of receiving funds from the public, In the form of deposits or otherwise, funds which they apply for their own financial operations." Clearly then,
in view of these provisions of the French laws, the fact that CEB Is recognized
as a bank shows that it is not a mere vehicle for passive Investment In securities
but is an active banking business.
French commercial banks fall into three categories: deposit banks, investment
banks, medium and long term banks. Deloslt banks receive demand deposits or
deposits of a term which cannot be greater than 2 years. The principal activity
of Investment banks is the taking and management of equity partcll~Atons in
existing businesses and making loans in connection therewith. The principal
activity of medium and long term banks consists of making loans of which the
term is at least 2 years and receiving deposits for a term of at least 2 years.
I)eposit banks and medium and long term banks are distinguished from investment banks by the fact that their loans ate made without normally taking equity
Medium and long tern banks and deposit banks are treated
participation.
identically inder the French banking regulations with respect to any equity
particpations they may wish to take, since this is not to be their normal practice
in business.
THE BANI OF FRANCE ENCOURAGED THE CREATION OF OEB
The Bank of France encouraged the creation of CEB for several reasons.
First, there is a great need In France for financing of projects which will extend .
over a 2 to 10 year period. This need i not being adequately met in France,
particularly In the provinces,,because of the degree of specialized banking knowledge required in making medium, and long-term loans. Each type of lending.
requires a specialized type of knowledge. The techiiique of making small loans,
for example, diffets from that of financing automobile for dealers. Similarly
the techniques pf extending pledium and long-term loans on equipment and real.
estate differs from both of the former, although all types have certain elements .
It would be hazardous for anyone to engage in a type oflending,
in common.
other than one in which he has had substantial experience. Because there 4r
few banks serving medium and long term borrowing needs there are relatively
fev, people anywhere who are experienced in this type of lending.
,Th6 French provincial banks are completely unequipped to provide this niedium
and long-term loan service, Several of the provincial, banks have become share-.
holder ipoCEB These provinciil partners, strategically distributed throughout
France, will now be able to extelnd, either through an experienced representative of OCFB located in their local bank, or by direct referral to CE1B's Paris
office, the specialized services needed by their customers.
III addition, it Is expected that new. echniques will Wbdeveloped and be Introduced from time to time by CEB which will facilitate borrowing by customers.
Since 0c3E could provide an answer to these Important borrowing needs, It
received the approval of the Bank of France.
LEV.RAOE ON INVESTED CAPITAL

Before committing themselves to the venture the organizers of 01B1 ascertained
that a ratio of borrowed funds to equity funds of 10 to 1, or greater for this
type of bank, could be obtained. It was further determined that a profitable

operaitioh ,ot1d be had if an 8-to-i ratio was acbheved.
In its first 0 months of actual lending operations, C011 has etteided loans of a'
amotitnt equal to its capital equity and has made additional commnttments of
a poximately $1 million. By the year end CEB will have borrowed three times

its capital equity and will have increased its borrowings to at least 10 times its
capital equity by the fall or year end of 100. All such borrowed funds will be
obtained lit France ftbm itit presently comniltted sources. This mea~s that for
every U.S. dollar of equity capital' inested in OEB (as well as every dollar
invested by the non-U.S. shareholders) at least $10 of French borrowed capital
will be raised tot lending purposes by the end of 106. T'he effect Of thil process
on reducing tbh' demands for borrowing from U.S. solitce is thui direct and

dtauticte.
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It should be emphasized that it is the intention of Transamerlca to have
CEB stand on its own as an independent organization. Incidentally, it should
also be noted that this plan coincides with the thinking of the French Government because at this time, as part of its anti-inflatl6n program, France is particularly discouraging all borrowings abroad. It 's the intention of CEl to
develop a debt structure similar to that with whih ts American shareholders
are familiar in their U.S. banking operations. This plan is four-pronged; it
Involves borrowing (1) through lines of credit from other banks, (2) through
the receipt of deposits, (3) through longer term borrowing, including debt financing, and (4) through the development of new sources of long-term funds
such as special arrangements with French life insurance companies. Let us
take a brief look at what CEB has already accomplished and what has been
planned for the future with respect to each of these types of borrowing.
Lines of credit
CEB's first step in borrowing of foreign funds was to obtain lines of bank
credit which could be used for financing machinery, equipment, and real estate.
The Government of France is the biggest lender in France. All banks apply
for lines of credit from the Bank of France or one of its agencies, such as
Credit Foneler or Credit National, which if received can be used for financing
projects that the Government encourages. Lines of credit obtained from the
Bank of France or one of'its agencies are rediscountable lines. In other words,
banks may deposit their customers' notes with the Bank of France and receive
funds in return at the official Bank of France rediscount rate. Only notes which
finance projects approved by the. Government, and which meet certain other
conditions, qualify for rediscount privileges.
As a step against inflation the Government of France has curtailed bank
lending since last year. Bank loan growth cannot exceed a 10 percent annual
rate. Rediscount privileges have been curtailed.
Despite these conditions, however, OEB at its Inception was glveh a rediscount
line by Credit National nearly equivalent to OEB's own capital resources and
Credit Foicler agreed to accept paper for rediscount without any limitation. To
date, CEB is the only bank in France Without any credit restrictions. This is
a clear indication Of 'the value placed by the French' GOvernment upon 'the
service which OEB is providing. It also indicates what a wonderful opportriiity CBB has at the present time for making a real impact'on the French
banking scene.
hliie'many projects for'fihancinfgdo nbt jqualify for rediscount privileges by
the Bank of France, OBB had to acqilre additional lines of credit to support
the financing of suchl noirediscountable projects. To Obtain these fund, OEB
requested 6-year lines of credit from some of the commercial banks of France.
Loans by these banks to medliu-'and long-ternimbanks are treated as interbank
loans under the laws of'France and, as such, are excluded from the present
governmental restrictions on batk lending. OEB has been successful in obtaining such lines of credit from two of the largest rthtionaliz'ed commercial banks of
France as well as from'several private banks. The granting of similar arrange.
ments has been indicated by another nationalized baik. This is not a normal
practice for the nationalized banks. Here again, OCB has received 'special
consideration because of its type of operation. The lines of bank credit which
CEB has obtained from these French commercial banks is essentially similar
to the lines of credit it wobld obtain from other banks if it were operating in
the United States.
In addition to obtaining funds through the various lines of credit just described, CEB hak made most of its loan' jointly with 6ther banks. This has
not only enabled it to finance a greater number of projects throughout France,
but has also made It possible to finance larger projects than it otherwise could
have financed in relation to its capital resources. CEB thus acts as a:'vehile
for financing the needs',of these banks' customers which these banks are iot
either well equlplied or are unable to handle. Tllis t4 certainly true with respect
to customers of U.S. bankiq desiring medium- anld 'lng-trmn finhnMing of their
equipment purchases or pint additions. In such cases it is unnecessary to resort
to loans from 'U.S. banks dr from their U.S. parents.
In addition to this provision of Freinch frapcs borrowed frbm Frncmen to
avoid tlrther dral s ofdollars for U.S. subsidiaries
raIne, Itrin
Should also
be, recognized that the profitablity of V.S. ventuies abro
iS enhanced by CEB
operations. CEB is already financing U.S. Constructed flrhins'IiV Frned throtigh
real estate loans and financing the sale of products made by U.S. subsidiaries
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through home repair and modernization loans. The Increase in profitability of
our firms operating abroad is of direct assistance to our balance of payments as
these profits are remitted to the United States or of indirect assistance when
used for reinvestment overseas in lieu of additional dollars from the parent
company.
The fact that ClEB will lend francs generated in a ratio of 10 to 1 to dollars
cannot be overemphasized. These loans, in addition to contributing to a lessened
need for dollars by U.S. subsidiary firms, will also reduce the dependence of the
French economy on short-term financing of long-term projects. To the extent
that this technique is employed in France it helps to Improve the quality of the
French capital market and reduces the likelihood of borrowings at long term
directly from the United States. It Is indeed an anomaly that commercial
banks in the United States are excluded from the tax. They lend U.S. dollars
to the full extent of their operation for short term only and thereby contribute
little to the development of long-term capital markets. CEB, a medium- to
long-term lender, which is assisting in the development of an independent capital
market in France and lends mainly foreign funds, is possibly subject to the
tax.
Deposits
One of CEB's normal activities will be to receive deposits. As above described,
under French law CEB will be restricted to the receipt of deposits of at least
2 years in length. However, these deposits will be Iri foreign currencies and will
constitute an Important source of CB's borrowed funds. The amount of deposits thus far received by CEB has not been very significant because it has not
been in operation long enough to be legally able to receive deposits. This
it could do only ifter it had published Its first balance sheet. Such publication
occurred hi the latter part of May 1964.
Much of the personal wealth of France in held in tie provinces. OEB hopes
to attract a good portion of these funds in the form of deposits through its
provincial banking partners. Obviously these deposits will be in French francs
which, in turn, will be a source of funds for CEB to lend.
Long-term funds and debenture financing
In connection with its lending operations over 5 years, especially in the field of
real estate, arrangements have beein'made with a credit diffdrd organization.
A credit dlffere company is one which grants loans contingent upon the deposit
by the borrower of several installment payments preliminary to the disbursement of the loan funds, which are made after a waiting period. Normally such
a company would be of little use to a borrower who wishes to purchase a home
today, and does not wish to have to accumulate savings in an account for the
first 6 years of a 10-year period. In practice, an intermediary, such as CEB Is
used to act on behalf of the borrower, advancing the total necessary funds for
the purchase today. The borrower is then given a normal regular payment
schedule for the period which he can follow. The arrangement made between
the financial intekniediary, in this case CEB and the credit differ4 organization
(with whom-CEB is acting jointly) is'that EB's advance remains unamortized
during the first half of the term of the contract, at which time the principal
advance by CEB is paid off by the credit diffTr organization, the remaining balance of the loan being (ssumed by the latter. In France there are only two
credit differd organizations, both of which were formed by banking groups.
In the long tun, of course, it is expected that long-term funds will be obtained on
a basis comparable to that in the United States which can be used not only for
real estate purposes which credit diff4r4 organizations satisfy but also for machinery and equipment financing.
As another step in OE3B's planned debt structure, Transamerica has taken steps
to establish the feasibility of raising such long-term funds through debenture
financing. In the area of debt financing the European financial maket leaves muiih
to be desired. There is neither the sophistication as to type of debt nor the
distribution facilities for placing' issues, such as ,exist in the 'United States. It
is the lack of this type of capital lnirket which has been consistently so much
lamented by the administration. As a, matter'of fact Secretary Dillon stressed
this point repeatedly when he,testified be ore this committee on Monday, Juine 29.
st recent annual report of the iank for
His views are fully supported by the
International Settlements-which Mr. Dllloh clted with approvaL It is this very
deficiency of the foreign capital markets whicli Transamerica is taking specific
steps to remedy.
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It appears feasible to Transamerica to issue not only senior debt but also
something other than senior debt at a reasonable rate, and for a reasonable return. To solve the problem of distribution, Transamerica is considering the
possibility of using CEB's French provincial "branch" system to reach investors
not normally contacted. Moreover, it is felt by Transamerica that this area of
debt financing would be a far easier one to develop if it had similar financial
operations in more than one country. Such an arrangement would provide far
greater flexibility not only in raising futids in the currency of the country in
which an operation existed, but it would also facilitate borrowing other European
funds held in those countries for use in the country of origin.
With respect io this proposed debenture financing Transamerica has talked
to principal underwriters, Investment bankers and others in France, Switzerland,
and Luxembourg and has been assured that what Transamerica would like to
accomplish is definitely possible. The first objective would probably be to borrow
bn a 15-year subordinated debt issue. Though this type of debt does not appear
to have been used in Europe, the underwriters contacted thought that it would
prove workable. As previously mentioned, to facilitate distribution, the provincial bank network will be of real assistance.
Development of new sources of long-term funds
Transamerica has already fostered innovations which are helping to overcome
the inflexibility of European lending practices. At present, for example, longterm money for real estate financing cannot be obtained by banks or other
companies from life insurance companies. To overcome this restictive practice,
CEB has made an arrangement with one of the major French life insurance
companies, Which frees funds for the borrower by having CEB act, in effect, as
an intermediary making the 16ai to the borrower for the account of the life
insurance company while retaining the management of the account on behalf
of the life insurance company. This is the first time such an arrangement has
been effected by anyone. Similar arrangements will be made with other major
French life Insurance companies in the neai'flithre.
Transamerica is convinced that the flnh'nclal serVices which it provides in
foreign countries contributes much to their economic well-being. It is thoroughly
convinced, also, that banks such as CEB established in foreign countries can raise
adequate foreign borrowed funds to supporttheir operations..
.
ADMINISTRATION STRESSES NEED TO DEVELOP FOREIGN CAPITAL MARKETS--CEB IB,POING
JUST THAT

On July 18, 1963, President Kennedy sent' a special message to Congress on
the balance of payments. To ImproVe the balance-of-payments picture the Ps.i'dent stressed that a direct action program was needed "to increase foirln
pArtticipation In the financing of new or expand e operation on the pait f
U.S. companies operating abroad." Specifticaly,the President'urgedl:
"A broad and Intensive effort by the U.S. fitndcial cotmhmuity to market
ec'tities of U.S. private companies to foreign investors, andito increase hce
availability of foreign financing for U.S. business operatingabroad." [Emphasis
Added.]
'CEB fits squarely into the design recommended by Presidint Kennedy. It is
bing precisely what he so forcefully pointed out as being so essential'to'liiproving our balance of payments. It is causing foreligers to Jbin lpartnethip
With U.S. interests in the vitail'area 'of utilizing. foreign financial resources
rather than coming td the United States for req4tilrd financing.
Secretary of the Trdasury !1ltbn hits onsilteitly and frequently repeated and
expanded upon the foregoing theme of President Kennedy. This, on A6gust 20,
1003, iii testifying before the House Ways ah'd Means Committee Mit. 'Dlllon
said:
a disproportionate share.of the demands for capital from all the
"IToday,
Wbrld--from deficit Aid sriur0lls cotibtrie alike--onverges on the United
States * *. "A substatiat portion 6f these rising demands must be 'diverted
to markets in '6ther natiohs, partldilarly thosi ribw in a strong exterh l positfn, If the'stability of the Internatlonal financial system as' awh6le'is to be
Protected/. The Secretary'further stated that the need for-the new tax'whblh
I merely a trahnSitonal means 'fo imIOn
0IngO the balaice-of-paynie.nts pilctire,

wIll end as longer rang' hmeasurek "to build iiore effective capital markets abroad

bedmne Itireeffectiv."
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As recently as May 21, 1964, at the 11th International Monetary Conference of
the American Bankers Association in Vienna, Austria, Secretary Dillon forcefully reiterated the need for improved foreign sources of borrowing as follows;
"U.S. portfolio capital in large amounts should not be asked to support the
expansion of developed areas with strong balance-of-payments positions. Increasingly flexible and efficient capital markets in Europe-capable of supplying
funds at reasonable rates of interest-will remove one major source of difficulty."
We agree with this statement wholeheartedly and submit that CEB is already
playing an important role in introducing increased flexibility and efficiency in
money markets of a developed industrial country, France. Moreover, the contribution of CEB cannot be measured in terms solely of the foreign lending
power which it itself is generating. It must be remembered that CEB is in the
nature of a pilot project which is being watched with great interest by other
European lenders and bankers. It can reasonably be anticipated that the success of CEB will trigger the creation of similar enterprises, the cumulative effect
of which will be to develop the foreign long-run borrowing facilities, the absence
of which is so lamented by Secretary Dillon.
Secretary Dillon also said:
"During recent years, Europe has taken significant steps toward improving
her capital markets. The increasing economic integration of Europe offers an
opportunity for much greater progress in the future, and it is imperative that
the opportunity be seized. Recent experimentation in achieving a brad European market for security flotations deserves to be carried further despite the
difficulties that have been encountered. The increase in dollar-denominated
loans under the stimulus of the proposal for the interest equalization tax, thp
use of unit of account loans, and the proposal by Hermann Abs for separate
national shares in large European flotations, are all developments of considerable significance." [Emphasis added.]
Here again we agree with Secretary Dillon. We fully agrep that it is hperative that the opportunity now presented for participating in the development of European capital markets by. American interests be seized without
delay. We feel that.OEB is a golden opportnity, which is already proving its
effectiveness and which should not be retarded by this new tax. CertalpJy,, ip
view of the Treasury's advocacy that these capital markets have flexibility,and
be broadly based, they should not be restricted merely to stOck exchanges or the
flotation of securities. Any. form of enterprise which supplies funds, at reasonable rates of interest-foreign funds which eliminate the demands for the borr
rowing of U.S. dollars-should be encouraged...
DIRECT INVESTMENT EXCLUSION SHOULD BE BROADENED TO COVER CEB

., Despite the foregoing,
8000 in its present form say. imose
S.R.
e a
.-perce)k
tax on any further contributions to the capital of CEl by Its U.S, shareholderq.
This is such a severe penalty that ClE may have to :marktime-4delaying ainy
further equity. eXpansion p its activities until the tax is removed or qxiireQ.
This does not make sense, particularly in view of the direct investmentexcluslop
of, section 4015, which makes the tax inapplicable to aequisltions of, 10 prce,-t
or more of the voting stock of a foreign corporation, No inquiry is made tnder
this section into the effect this exclusion may have on the balance of payment.
No limitations are set on the amount of equity capital which may be funneled o t
of the United States under its aegis. It is obvious that tie immediate avere
effect on omr balance of payments under t4is exemption could be, trenepQus.
Some oft
se baIl.
g
Pr umably, then, ,U.Uexport,of U.8, capital,is tnoper see
porting process must be considered as benefic l. What then is the jusitlfcat
for section 4901 and why doesn't .C
receive its benefits?,, .
,
The explanatlop is given (nteHbSq .com1lttei report ha tha exenpl oqf
section 4115. comes hito play. where a substantial yol in the'moagement
os
t
h,The exq ptipn pr
foreign entity is acquiredby tbe U.S. per
theory ftat decision, to mike Ipveniets invol ing atiye p
li
Wi
S-
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ep9s1

riffe
o
i!t wa felt inpt
trat
l.,
prof60t ab lity rather. th4n'in
.
o
,
ualze.te ,0bt1
6,1ntend t
appUitiofo, of. the nwta , ,ich Is.I
s
sq
t b appropriatee i
capfal
rketsu,
apply squarely to OEB?
The "direct investment" exception does not apply if the foreign corporation
or partnership is formed or availed of by a U.S. person for the principal purpose
of acquiring stock or debt obligations of foreign issuers which would have been

212

INTEREST EQUALIZATION TAX ACT

subject to tax if the U.S. person had made the acquisition directly. However,
the House bill provides that the "formed or availed of" test does not become
operative with respect to a foreign corporation which acquires stock or debt
obligations in making loans in the ordinary course of its business as a "commercial bank."
It is the narrowness of this latter rule that causes CEB's problem. It Is this
exemption that we ask this committee to expand. Why should business loans be
permitted to be made to foreigners only through the medium of a foreign "commercial" bank? Certainly the activities of CEB should qualify it as not having
been formed or availed of to circumvent the tax.
The acquisition of a stock interest In CEB or any other active bank or
finance company (regardless of whether it qualifies as a commercial bank)
is no different from any other direct investment acquisition which, under
section 4915, Is exempt from the tax if a 10-percent or greater stock interest
is acquired. The mere fact that the business involved is a banking business
(as distinguished from a "commercial" banking business or some other type
of business) should not cause it to be taxed. On the contrary, we feel that a good
case has been presented justifying that CEB be given better treatment than the
ordinary commercial venture. The contribution of CEll toward improving
foreign capital markets deserves encouragement rather than hindrance.
It Is obvious that the formed or availed of test should apply only where
the foreign corporation is being acquired as a device or subterfuge for circumventing the Interest equalization tax. It an actual bona fide banking or
financing business is going to be conducted, then, certainly, the interest equalization tax should not apply.
The committee report lends firm support to this point of view. In describing the purpose of the "formed or availed of" test it states that "U.S.
persons will not be allowed to form 'closely held' holding companies for the
purpose of acquiring securities which would be taxed if acquired directly."
The creation of an active bank such as CEB is certainly unlike the formation
of a closely held holding company. Manifestly, the formed or availed of test
should be applied only to the types of situations referred to In the committee
report.
While the House committee report is silent as to why foreign "commercial"
banks alone were singled out for favorable treatment under section 4915, presumably the same reasons apply as were given for the exemption provided to
domestic commercial banks in section 4914(b) for acquisitions of foreign debt
obligations made in the ordinary course of their commercial banking businesses.
SThe basic justification of the Ways and Means Committee for this "commercial" bank exemption is that "it recognizes the special role played by banks in
support of normal, recurring financing of the International business of American
firms." The committee report further states that the exemption "Also, * * *
permits the banks to continue freely their role in financing U.S. exports and
their conduct of banking operations In foreign countries through branches.
In this latter case, their activities normally consist of receiving deposits in
foreign currencies and making loans in such currencies. These transactions,
of course, have no effect on the U.S. balance-of-payments position." Does this
not describe the OperAtions of CEB? Obviously, there is no real justification
for arbitrarily drawing the line at commerciall banks. Competing financial
Institutions such as OEB should be brought within the scope of this exemption.
The significant characteristic OBB has in common with "commercial" banks
is that t is engaged in the active conduct of business. Its activity does not in
any way represent the mere acquisition of passive investments in the nature of
long-term portfolio investments. The statements made by the Secretary of the
TreasUr, in urging the enactment of H.R. 8000 are replete with the assertion
that the eill sought to be curtailed by this legislation is the great acceleration In
long-term portfolio investments in foreign securities by U.S. persons. It would
be most regrettable if in seeking'to accomplish this objective, legitimate active
bank ng businesses (an entire' different thing from portfolio investments)
Indeed, in view of the contribution
should be adversely affected by this new fa,
ObB will make toward improving the balane-of-payments situation, the retention of section 4915 in its present form borders on th fantastic.
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0NFRAL RATIONALE FOR ALL EXEMPTIONS IN n.R. 8000 DICTATES THAT CEO BE EXEMPT

It Is most important to observe that the fundamental underlying justification
for all of the exemptions and exclusions presently contained in the House bill,
including the commercial bank exemption, strongly and fully supports the proposition that the acquisition of CEB should be exempt from the tax. This
basic theme for exemption Is announced by the Ways and Means Committee as
follows:
"Your committee's bill also provides a series of additional exemptions, described below, designed to deal with specific types of situations. Some of these
relate to businesses which, because of their nature, deal in foreign securities.
Others are related to natural resources or raw material sources outside the
United States. The other exemptions are for various other factors. In general,
these exemptions have one factor in common, however: the acquisition of the
foreign securities ti due to factors other than the interest rate differential between American and foreign security markets." [Emphasis added.]
Clearly, the making of loans to foreigners by CEB Is not due to the interest rate
differential between American and foreign security markets but Is attributable
to the same business motivation which prompts its U.S. shareholders to make
similar loans in the course of their domestic financial operations, i.e., to realize
interest income in the course of an active financial business.
In view of the foregoing rationale, so clearly expressed by the Ways and
Means Committee, it is difficult to understand why a bank such as OEB Is not included within the exemption within question. Possibly at the time H.R. 8000
was reported out by the House Ways and Means Committee the overall concept
of the bill had not evolved to the point where this common thread running
through the various exemptions stood out with sufficient clarity. However, now
that this common denominator has been clearly identified, the "commercial" bank
exception clearly should be expanded to include other similar financial Institutions such as OEB.
Rpccial Information returns to be filed by banks protect Treasury
The only real concern which the Treasury Department should have with
respect to banks is that foreign borrowers may artificially change their methods
of financing and divert their borrowing activities from normal channels to banks
In order to avoid the Interest equalization tax. Secretary Dillon expressed
this concern at the beginning of the executive sessions before the Ways and
Means Committee on October 21, 1963, as follows:
"* * * the possibility of abuse of this [commercial bank] exemption, particularly it potential foreign long-tern borrowers attempt to shift their demands
to the banks, must be recognized. Therefore it Is Important that we follow
developments in this area closely. Our ability promptly to detect and dis.
courage any such possible abuse would be greatly facilitated by an amendment
to H.R. 8000 providing the Treasury with specific authority to obtain from the
banks timely reports In adequate detail on the nature of their current foreign
lending activity."
In accordance with the Treasury's request, the Ways and Means Committee
added a provision to IIR. 8000 requiring all commercial banks to file, in accord.
ance with regulations to be prescribed, information returns with respect to loans
and commitments to foreign obligors. It is contemplated that these information
returns may include (in addition to any information on aggregate lending activity) information concerning the purpose of each loan, the type of borrower,
and the principal terms of the transaction.
It is the view of the Ways and Means Committee, and presumably the
Treasury Department, that these returns will produce detailed and timely
information on the nature of, and trends in, commercial bank lending to foreign
persons. The evidence thus supplied will indicate whether such bank lending
to industrialized countries abroad, whose borrowing would otherwise be subject
to tax, was rising in amounts related to the normal recurring needs of international trade. The committee report states that a "sizable Increase in bank
lending that appeared to be related to a diversion of credit demands from
channels subject to the tax would be a source of particular concern to your
committee."
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We submit that the real answer to the Treasury's concern Is' found in this
requirement for the tiling of Information returns. If banks actually become
all avenue through which the new tax is being deliberately circumvented, then
appropriate steps can be taken to stop that diversion. However, as long as
banks continue to serve the legitiminto needs of commerce and Industry, as they
have In the past, tley should not be affected by the now tax.
If any valid distinction existed between "commercial" banks and other
banks and fluanclal institutions at the Inception of II,R. 8000, it ceased to exist
upon the inclusion of this provision for information returns. The real problem
is the utilization of any type of bank for the circumivention of the new tax.
The new Information returns give the Treasury the tools it needs to keep a check
on the overall banking picture. With such an equitable mechanism at its disposal. It seems quite arbitrary ifid unfair to use the meat rxo technique adopted
in the bill of extending the exemptio n in uestion only to "commercial" banks.
Recet legislative precedcnt8support exemption of OEB
Although the contexts are somewhat different, other provisions of the Internal Revenue Code recently adopted by tho Congress to restrict certain types
of foreign operations illustrate that the undue narrowness of the commercial
banking exception represents a departure from the sound congressional policy
of noninterference with active trades or businesses.
ISection 954(c) (8) (B) was added to the code by tile Congress in 1062 for the
purpose of exempting from the so-called tax haven legislation income derived in
the conduct of a banking, financing, or similar business. The report of the Spnate Finance Committee relating to section 054(c) (3)(B) states that the committee saw "no need to maintain the deferral of U.S. tax where the investments
are portfolio types of investments, or where the company is merely panivelyl receiving investment income.", [Emphasis added.] However, such deferral was to
continue (that Is, the tax haven provisions were not to apply) with respect to
interest, dividends, etc., when such income "arises in connection with certain
actual business activities." Specifically, such activities were "the conduct of
a banking. filnrncing, or similar business."
similarly, H.Rl. 8000 should exempt securities acquired "In the conduct of a
banking, financing, or similar business."
Another congressional enactment in 1002 further supports the proposition that
H.R. 8000 should not Interfere with the carrying on of an active banking or
finance business. Section 10 of the Revenue Act of 1002 modified the operation
of the foreign tax credit for the specific purpose of discouraging U.S, persons
from making cetthin short-term investments in Canada which, byoarnin'g Itterest taxed by Canada at a lower rate than other types of'Canadian source incomn, would enable such U.S. persons to get a bigger foreign tax credit on their
higher taxed Canadian Income. The basic, In faet the only, justifleation offered
for this amendment to'the foreign tax credit was the effect on our balance-ofpayments position. In other words, the Justification for section 10 bf the Ievenue Act of 1002 and H.R. 8000 are exactly the same.
Therefore it seems pertinent that in enacting said section 10 the Cogress
wisely excluded active trades and businesses front its impact and exprssly
excluded interest "derived in the conduct of a banking, financing, or similar
business."
Conslistency as well as equity and the fundamental objectives of 1.R. 8000
would appear to require that a similar exception be included in IIR. 8000.
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If, for some reason, the legislative language above suggested is too broad,
other acceptable alternatives are as follows:
A new paragraph (4) could be added to section 4015(c) to read as follows:
"(4) )DEFINITIONor COMMERCIAL. HANK.-For purposes of this subsection, the
term commerciall bank' means any foreign corporation or foreign partnership
which"(A) Is deflned to be a commercial bank under the laws of the United
States; or
"(11) under the laws of any foreign country or countries isnormally engaged In the business of borrowing funds in foreign currencies and making
loans In such currencies."
Another acceptable alternative:
"(4) DI)ENITION or COMMERCIAL BANK.-For purposes of this subsection, the
term 'commercial bank' means any foreign corporation or foreign partnership
which"(A) Is defined to be a commercial bank under the laws of the United
States; or
"(II) under the laws of any foreign country or countries Is normally engaged In the business of receiving deposits and other borrowed funds In
foreign currencies and making loans In such currencies."
Respectfully submitted.
IUSSELL BAKER.
MICItAEL WARIS,

Jr.

EXl, nIT 1

The following quotations are from "Law No. 2512 of the 13th of June 1041
relative to the regulation and organization of the profession of banking and
modified by the law of May 24, 1951, article 49."
A. Definition of a bank: Article 1: "Considered as banks are, enterprises or
establishnients which make a habitual profession of receiving from the public,
in the form of deposits or otherwise, funds which they employ -for'their own
account, In discount operations, In credit operations or in financial operations.

.* *"

11. "List of Bank-Right to the Name of pank" : Article 12;:. ''o enterprise
can, without having been previously Inscribed on the.list of banks~ exercise the
activity defined In.the first article, nor may Indicate the term 'bank,' 'banker,' or
'credit ebltbllshiment Ih its itame or in its descriptlbh of its business purposes,
or in its advertising, nor make these references in any other manner whatsoever
in relation to Its activities."'
0. "Furnishing of Information to the Commission of Control ' Articl 1'7
"Banks must furnish to the commission
of control, on'lit demand, all Ihformdtion,
s, add liroofs,'htcessa t y for the exercise of its duties."
xiplanltit
:
.
-D. ',Credit organizations"
Article 4 (law of May 17, 1040, article 1): "There are three categorl~a 9,
banks: deposit banks, Inyvstment banks, and medium and long-term
.
.
banks. * * *"
Article 6 flaw of May 17, 1040, article 2): ''Dbposit banks are those which
receive sight deposit or deposits of a term which cafinot be greater than 2
years. ;(
**
. , : "
U.
"quInestment banks 'are those whose principal activity, Is tee taking a

'aiff
Anlau
nu dent Qf participtilons Iti existing businessd or ri the foriatlo
opeilng of rtlitt withdtit litbtlotio t6 public or prvateenttprlses,1whteh'benefit,; lhve, benefited :or, should -benefit from the:.aid .participatiois.. * **" '
"Medium- and long-term banks are those whose principal activity coslst pf
openly cedfs ot.which tbh ern, Is at least eau to 2 year. The caPot
6d theo COm1itlteo for M dtii-m'and
uithorltN't
itholdt
receive 'dpoit,
rig;iTerii Ordlit of the'!C6n~Obli;tlNtional du Ctedlt,1 tfo a'teofn legs than this
-a the 4epost banks con,
cto ihe, samone i.mf
Itaons
duration iS'')cy 'a r4subjcoted
corning their participations." [Emphasis added.)
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EXHImrr 2
SUMMARY OF'THE FRENOH BANIING SYSTEM

Placed under the authority of the Consell National du Credit:
A. Bank of France (the bank of issue).
B. The commercial banks:
Deposit banks.
Investment banks.
Medium. and long-term banks.
Relating directly to the ministries:
O. Banking organizations subject to special legal statute:
S(a) Comparable to banks:
Agricultural credit.
Credit populaire (small business loans).
Cooperative credit (loans to co-op societies).
(b) Not receiving deposits from the public:
Le Credit Foncler de France.
Le Credit National.
La Banque Francaise du Commerce Exterleur.
La Calsse Nationale des Marches de 1'Etat

(o) Not extending credit:

Les Comptes Courants Postaux et les Comptables directs du
Tresor.

Les Caisses de Depots et Consignations et les Caisses
d'Epargne (national or private).

In addition there are:
1. For reconstruction and development:
La Caisse Autonome de la Reconstruction.
Le Fonds de Modernization et d'Equlpement.
Le Fonds de Developpement Economique et Social.

Les Caisses Nationaux de 1'Etergle.
2. Placed under the authority of the Consell National du Credit:
Financial establishments.
Financial Intermediaries.

Senator BBNNETr May I ask you one question, Mr. Chairman
I assume, although you do not make it completely clear, that CEB
is domiciled in France.
Mr.WAPs. That is correct.
Senator BENNETr. Are there other similar institutions orating
abroad that have been set up by other American financial groups, or is
this a unique experiment?
Mr. MAROHMENT. It is unique, Mr. Senator.
Mr. WARIn. It is the only one.
Mr. MAROHMrENT.,This io the first time that a bank of this type

has been set up in any country in Europe. This particular one was
ncoUraged by tho Bank of Fnce in order to service tbh nwd fr
ianncing machinery, equipment plant, et detera, and they allUb. l
this one bank to have an American ownership dominate so that we

could provide the services.
Itwas also a condition 6f the Bank of Francethat we take on many
small French provincial bank partners who through our bank, could
extend this type of service throughout France, which they alone
had been unable to do.
Senator BENNETr. I have no'other questions, Mr. Chairman.
The CHAIRMAN. Senator Dirksen
Senator DIRKSON. No, thank you.
The CHAIRMAN. Thank you very much, Mr. Waris.
Mr. WAis. Thank you.
The CHAIRMAN. Our next witness is Mr. Robert A. Gilbert of

Investors League.
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STATEMENT OF ROBERT A. GILBERT, INVESTORS LEAGUE, INC.
Mr. GILBERT. Gentlemen, my name is Robert A. Gilbert. I am

president of Intercontinental Research & Analysis Co., with offices
at 19 Rector Street New York N.Y., and officer and director of the
Investors League, Inc., with ofhces at 234 Fifth Avenue, New York,
N.Y., on whose behalf I am testifying. I am also chairman of the
league's international investment division. The Investors League is
a nonprofit, nonpartisan organization of thousands of individual
investors residing in every State of the Union.
The Investors League is opposed to H.R. 8000, which seems to us
the worst possible way of solving our balance-of-payment situation.
The league does not consider that the proposed amendments are
helpful i offsetting the basic damage done by an equalization tax,
although they remove some technical errors in the legislation before
you.
The balance-of-payment difficulties of our country stem from the
gathering economic effects of mounting debts, Government deficits
ignored, wages much too high in relation to net productivity, and
socialistic national policies with respect to corporate business.
To put a tariff on American individual private investment equalization tax is in effect a tariff, is not going to make the United States
more competitive in economics. In fact, it will aggravate our relative
uncompetitiveness by depriving Americans of an opportunity to earn
profits abroad in any business which they know very well. These
opportunities will be handed over to our competitors who will be
the ones remitting profits back home.
Let me illustrate this last point.
This latest monthly biilletin of the De Tweiitsche Bank of Amsterdam is headlined, "Unremitting Foreign Investment Actitities."
There follows a list of major new foreign investments in Holland'in
April. These include a plant by Miles & Wornberg of Sweden at
Utrecht to make ladies' plastic handbags a purchase of a Dutch confectionery company at Utrecht by Bassett & Co.. Ltd., of England;
the incorporation by Petri Camera Co, of Tokyo 6o an assembling subsidiary at The Hague; the acquisition by Gallaher Internation'al of
England of a 25-perceit interest in Niemeyer N.V. of Groningen, a
tea and tobacco company; and the conclusion of a technical agreement
between Coleman and Wichita, Kans., and Daalderop, on hot water
appliances.
Thfieed for capital in Europe is very great due to the strong efforts
being made to raise the standard of living. This need is going to be
met from whatever alert investors there are, and it would indeed be
foolish to deny Americans a chance to participate in it fully. In view
of all we have done since the war to bring this capital market to life
amidst great initial confusion, it is simply absurd to be put out of it
now. In other words, we are throwing away the fruits of all our
efforts to persuade Europe to be really capitalistic.
Americans trying foi- these opportunities would not seem to be such
a risk to our balance of payments if there ee a return fl6w of foreign
funds seeking chances for profit in the Uniited States. )ut there is
-i6j such flow of itignitude because we are, alas, commiitted to take the
lw llpw oad in economics.
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The following table should show you a few reasons why tile United
States looks unattractive to foreign investors. Our gain in industrial
f the major developed nations listed
production is the lowest of of on
here, our per capita debt the highest, and as for our wage rates they
iare, as the saying goes, "out of this world." As long as officials in
Wiashington pursue a socialistic policy likely to aggravate these disparities instead of correcting them, foreign capital is unlikely to take
much interest in America.
(The table referred to follows:)
Gain In

Industrial
productlon I
(percent)

Debt
_

Per
capita I

Percent of
national
inome

Average
hourly
wages I

United States.....................................
.
..................
United Kingdomn.... .........
France ....-...- .......................... .............
Wcet Oermany..................
..................
Belgium...............
..............................

39
41
11
113
57

$1,74
1,492
375
179
443

68
130
33
16
75

$2.39
.S
.49
.88
52

N therlnds............................................
Canada.... .........................
.............
A stralla ...........................................
..........................
Japan..........................

58

78

456
1,173
335
30

45

6
1.88
1.30
.31

taly...................................................

150
2

75

790

34
7

26
8

40

i Total since 1953.

SMost recent comparable figures.

1962 average for manufacturing; latest comparable figures.

I was one of the first witnesses to testify before the HIouse Wavs and
Means Committee against the equalization tax. At the time I forecost that this act wouTd have a very detrimental effect uI!pon the business
structire of some of our neighbors. Soon thereter, tile Canadian,
Italian, and Japanese stock markets started down. In fact, the Chna-

dian market fell so precipitously' that. within a short tim6 6f the proptosal the Canadiins asked for and received exemptions. The Caaidian industrial stock average had gone down to 615 from 613 and would

not have stopped thero without the exemptions.
Thle Italian and Japaneso mihrkets have not been so fotihhnat.

The

Italian stock index is still drifting toward new lows. Last week it
was down to 50949, or far below its levels preequalization which were
up to 8,140. The recati6ihii JTnnani s also been har).' Before eqlndliOatioh, fhe Tokyo Dow Jones index was ardilnd 1,008. It has since
gone down to 1,204. Recently, it has tried to rally, but it seenied to
get stuck around 1,300.
The ihfusion of American pi'ivato capital in bIfhly was enormously
6ncoiraging to tleif'ecoloinoy, aid niiot'very eknoiisie t6 Uis. Portfolio investment tlie'o was in~iin k probably less than $0 'iiillioh a
year. I say probably becau's the Government has no accurate stati:
tic ot piotfoli6
ii tinT'ht; hbnrad by Amirlceiis. L hst yvear,tlib'd66i'
was slammed oi this, atn'd lis eitilt; the witldratal of f6oign mon6e;..
in Italy was encouraged. Wliat effect did th-insiineliver have on us as
Well its "A Ihftly
This sp8if thi UTifti Stites dlitd'
to'lehd'italy
$600'nliofo'td'hthe liita. So, to keep
cl
'diWlillio1d-f eihtelitisiig
iriofi in: f o Untiftd Sthites,'wo paid 'out $600 million bf OoVrnaimnt
finds.

*

This brings us to another point. It is iihiii' lled 'fli eqhiliation tax is working wonderfully well, as in the first quarter of tlio
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year our gold reserve was increased slightly. But these figures on
the balance of payments do not include any allowance for the Ittlian
loan. As I understand it, we raised money in Geinmany to pay Italy.
Part of our debt operations are now foreign, and excluded from the
usual preview of financial reports.
It really also should be stated against the claim that the equalization tax is working, that it is the uncertainty of the exact legal folrm
of the tax that is working. No one knows what his liability really
is. The proposed spate of amendments show this uncertainty, too.
No one knows whether t.h 15-percent taril' will be effective or not.
Once its form is settled, there still may be vast demands on our capital,
but we will have set the capital markets of the world a bad example by
making the dollar partially inconvertible.
The tlvestors League believes that if H.R. 8000 is to become law,
it should bo amended in one important aspect to make it both failer
and effective.
The purpose of the amendment to [.R. 8000 (Interest Equalization Tax Act of 1963), which follows in rough draft, is to enable a

U.S. person who has paid, or is liable for the payment of, the excise
tax on the acquisition of a debt obligation of a foreign obligor, or
stock of a foreign issuer, from a foreign person, to secure a refund
or credit for (lte amount of the tax paid,,or liable to be paid, if he
sells the debt obligation or stock to a foreign person wit in certain
time limits prescribed below.
The necessity for an equity of such an amendment is dictated by the
very reasons for which the bill was originally introduced. The report
(No. 104o) submitted by Mr. Mills from the Committep on Ways and
Means states that the bill (which amends the Internal Revenue Code
of 1954) will "impose a tax on acquisitions of ceriuin fore ign securities
in order to equalize costs of longer term iAin lrncig ini'th United States
and in markets abroad" and that "the tax is designed to aid our balance-of-payments position by strainingg tlhe heavy and celebrated
demand on our capital irket from other induitral countries."
It is aiIply apparenttliat the sale of securities which'have been thus
taxed to a foreigonprson will have the opposite effect from itat resulting from their acquisition so fir as thl balanc 6o payments .is concorned. ' 1e enactment of tlo.am11endmhent hlerein proposed can thereforo hve rio adverse effect n ur balance of payhlents. To 4the ontrary, the amendment because itprovidesa refund or credit of th tx
posed to
paid on acquisition o the securities, might reasonably b.suI
have the ellect of encouraging the sales'of such securitiesby .$.. persons to foreign persons.
An amen dinent to incorporate fti. refndi and credit piovision into
the proposed bill, might take a forl siiilar t6 that following;
SE0. 4920. SALES' BY UNITED STATES PERSON I'O FOREIGN PERSbS.
(a) CREDIT OR REFUND.-The tax Ind under section 4911 on the acquisltion

of ha k b'r'ddbt"tikatlddi6bl'ridi'lg Middif o 6blItir~hl

rayinuut-9 tafx to the,,

tmttlm1suoWtl
6dtf.
t

bhlsti(ute ai:oer*

;.. PlJt .obJDW.tlWl, nr. ol* .^a
t
... ers
Witii.
.
Iwo
i

tM' State'i6f tbbr
Iktor
U
)t th iWt54tdlslyears after (or, In the case of short sales, withind
tion. Under regulations prescribed by the Secretary or his delegate, credit or
otfpnd ,(without Intereat) shall be allowed or made Wlth k spect to sidchb tfer34-037-64-

1

220

INTEREST EQUALIZATION TAX ACT

(b) EVIDENCE To SUPPORT, CBRDITIoB RiEUNiD.-A United States person clainming credit or refund under this section shall file with the return requrl
,by
section 011(d) on which tredlt~lB clitned, or with' the clalnh f6r refund, such
Information as the Secretary or his delegate may by regulations prescibe.
Credit or refund shall not be allowed with respect to stock or debt obligations
sold by a United States person unless the seller establishes by clear and convincing evidence that such stock or debt obligations were sold to persons other
than United States persons.
For purposes of the preceding sentence, a certificate of sales to foreign persons
(executed in such a manner by the United States person making such sales, filed
in such a manner, and setting forth such information, as the Secretary or his
delegate may by regulations prescribe) shall be conclusive proof for purposes
of the credit or refund that such sales were made to a person other than a United
States person unless the person making such sale has actual knowledge that
the certificate is false in any material respect.
Amend "Section 7241, Penalty for fraudulent equalization tax certificates," by
the insertion following the words "described in" (line 10, p. 103) of the words,
"sections 4919(b) and 4920(b),".
Amend "Section 4920, Definitions" (line 1, p. 85), by the redesignation of this
section as "Section 4921."

You will note that' tilhe limit has been written into' the amendment
concerning the sale of the securities. The limit has been selected
arbitrarily. Some other limit could be established, but failure to
establish any limit at all at ld
nose
impossible burden in administering the law.

Consider, for extaple,' the purchase by &U.S. person

of securities subject to'the ta', who holds oh to the securities for, say,
.
'
a 15-yeai Priod.
Amendment might well also include a provision: for the defnitioh of
"sales"' rmchias'sedtion 4912 defines "aiwisition," and certain sales
should probably be specifically e"embt fom the application of'the
above amefiidment, e.g.. the termA "sal6' shol d n6t include a transfer
between a person and hisiiibminee, intddini, oragent.
'
I thank you, gentlenieh.' ;
MAN. Think you.,
The CHAmU
Sentor Bennettv

Sentatr BkNEmr. I have nd uestids, Mr. Chairman.
The CHAirn~AN. You give tF6 1per capit debt of this ouitry
i
as
$1 '4.,

Does thatinclude all debtf-

,

ts

t.

M.FG.EET. No sirt,that is the 'edeladebt.
Thhe OBiRiak
.
hat does not inclitde'the'Sttes?
Mr. GitBmrrS.No

GOvertnmfent s

it would be even

;

t.
hi her with alttiht other ebuitedin.
The CAIe.

Wheii

s

the g1ajrii

Mr. 'GfaEr. Since 1983 .
The CHAIRMAN. Are'there any questions?
Senator Dms EN. Ihav nb6 qiestionis.
The CiAi1iA~t. thank y6o very miih,sir.

y

usi
'

product4ori i
'

The next witness is Mr. Herbert Gareiss, of Carl Marks &Co., Inc.
STATEMWT OP ERBERT GAEIS EXECUTIVE D3)IREOT6R, CARL

MARKS A CO., TE.) ACCOMPAOTP BY DR FOORADE, ITERNSA.
1IQNALJLEAL ADVBsi
]
G'Amso.. Mr. Chairman annd, members 6f the committee, my

name is Herbert Gareiss. For sope 30 years I have been assisted

with Carl Marks & Co., Inc., ,Areign securities specialists. I am a
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senior staff member and the executive director of the firm's special
commitments department. Dr. Forcade is our firm's international legal
adviser.
In our previous testimony on H.R. 8000 before the House Ways and
Means Committee and in our subsequent summary and report to the
members of that committee, we stated, and we now reiterate, that H.R.
8000 was not and cannot be an effective means of combating the balance-of-payments problem.
Whatever beneficial results the pending bill is claimed to have had
because of its feature of retroactivity, are already more than offset
by its detrimental side effects. Its enactment into law would only
aggravate the situation.
'The bill, in its present form, continues to be basically ineffective,
since it covers only a very small pottion 'otheoutflow of capital in the
private sector, and because it does not reach the principal sources of
our balance-of-payments deficit and tackles the problem from the
wrong end.
The amendments recently recommended by' the Treasury Depart.
ment do not materially'change our views in that respect, and these
latest suggestions, directed at technical problems wich have been
raised since the House committee's passage of the bill, would not make
H.R. 8000 less of a monetary control and trade restriction of grave
international consequence than the original version was.
This unilateral measure is now claimed to occupy a central position
in the Treasury Department's total, efort to achieve prompt andlasting improvement in our balance of payments' by reducing the flow
of long-term portfolio, pital from this country
Such central position is a far cry from ths July 1963 version, wherein
the Treasury referred to this interest equalization measureas a special
temporary excise tax proposal, designed.to be one step in a series of
coordinated, actions to reinforce the administration's program to correct the U.S. balanice-of payments deficit.
'We'fail .t see tle reason why all-of a sudden, after a 6-month
delay, H.R. 8000 has gained such prominence and is to be rushed
thrbu h the Senate on very short notice.
If this overwhelming sense of urgency which we do not share, and
which we- do not consider justified, should move this tmmittee, then
wo specifically request that the committee amend the measure to ninimize the damage which it will do, both to the American investors and
tonalecootisnt poitOn..
toPtIaIgrqo
Ml.tquiQttrde that-tha thlkat :of, thisitax, overhanging our market
since the July 1968 Treasury Department's release, has greatly reduced
the flothtion of new foreign issues on the American market, but it
is also tr01 ti~'t ritch'f that itterntia ial business has gone to Eiiropean financialcenters and with it a good deal of exports of goods aid
services that our country used to supply.
I ati not talking pro dmo oii thisjpoint since we are not ih,
the
tienriuitnhyluS.iLe, a6rXiprtIr ofIgoods ad service, iiut
I9onnot fail to see, and o regret, the grnal
r Jys of orf'
COtiti
cir
posi io
as the leading international banker giitd purveyors to thefree world,
evBr'since this nati 'e~l
sbeen rider
ftdhsdiid
' n.
If thbo ob6 iiial
o
7turflo
dollar
sale 6f "new" forei

issues on our markets during the tf*t half of last year, promniet
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Treasury 'to devise this excise tax proposal, rather than coping with
the situation through other means, why then should "old" outstanding foreign securities also be barred from normal international trad-,
ing and arbitrage by means of a high tariff, if it is an acknowledged
fact that transactions in outstanding issues have improved our balance
of payments?

.

oWe find no provisions in the Treasury Department's recommended
amendments which would tend to restore this activity, which after
all is a substantial asset to our economy, nor are there provisions of
safeguards which would at least enable American holders of an estimated $10 billion worth of outstanding foreign securities-as opposed
to prospective investors in new foreign issues-to protect their existing
portfolio holdings which are specifically exempt from the taxation,
through what is often referred to as "switching."
The term "switching" in this context refers to the exchange, conversion, substitution, and/or reinvesting of one's-tax-free and/or
tax-paid-holdings. Switching is an entirely normal operation, whenever in the opinion of the owner, a change in his portfolio from one
to another outstanding "old" issue is deemed advisable. Under the
present proposal the holder is frozen in, since such transactions would
be:taxable, the same as any new acquisitions.
Obviously such switching does. not in any way involve an outflow
of dollars and such activity would,..at least to some extent, restore
confidence in our free enterprise institutions which H.R. 8000 tends
to destroy.
On the other hand, the change of conditions brought about by H;R.
8000 has produced an, I believe, unprecedented increase in the outflow
of dollars in the form of commercial bank loans. We find no dampeners of this type of outflow of funds.among the Treasury Department's
recommendations, nor for the' possible wholesale outflow of funds via
the avenue of "direct" foreign investments, which HR.8000. specifically also exempts from interest equalization taxation.
In this respect, I would like to bring to the committee's special:tttention the adverse comments.on this subject, such as the .New,York
Times editorial of last Thursday,,headed "Controlling Capital Outflow.".- A coptpyf that editorial is attached to the copies of tlhistestimony filed with the committeestaff's office .
(The editorial referred to follows:) .
,,
CONTROLLING CAPITAL, OUTFLOyW

The Treasury ha bebh seeking to'stbm' th' titffloW f tlollard caused by foreign
borrowings in the United States asawell as by American' coatpratiois iivesting
abrad.. ilta, main weapon .,its controversial .ntterest-equall tiotl ax, whch
is to
leyled pn Almercan purelse. of foreign securities. Snce
I 'tax was
tf i6~i duiced last July foreig'bi'rrowlngs have diilrished. iut le niasre
hibfl'awn'tl,'t he Triesury ha' Jtist issued'a 44~tib6 f ame idint§ to Its propoZbl
. :,; --.-,..
that Is now before the Senate Finance'Committee.: , .
.'As Ing as the Nation faces a bilanp-pf-payrments problem, control ling the flow
oIcapta i senUah tet as .Ise have prevIOusly, pointed out, t)e poposd
rnt~iest-euUtlt16nta AI i h eTectivde ,roittol nll In its preent ubceriittn form.

It'tu
tli ely tb stem the bhtfld bof caital he' ts'te prlvlisibis are spelled btit
t~ potential forglgn borrowers, the .Initiative, even' after amendment,.\vill still
rest with foreigners, wV wO'll!t freetoborrow as mu4a as they. want provide
t1ey arp w!|4g to pay th~ lghr costs fori.aplta that the Treasry is seeking

1
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WVe continue to believe that a capital issues committee operated by the
Treasury and the Federal Reserve would be a more efficient and effective instrument of control. It would mean that Washington, and not foreign borrowers,
would have responsibility for the size of the flow. It could be used also to regulate
direct investment by American corporations, which accounts for a large part

of the outflow but is not affected by the proposed tax.
Controls of any kind are unpleasant, but if we must have them, then we should
be sure that they can do the job. As John Kenneth Galbraith observes, a capital
issues committee Is a "more effective procedure" than a new tax, for it can be
employed when capital outflows must be controlled and lifted when the danger
has passed. The kind of tinkering the Treasury is doing simply testifies that
its plan is vulnerable to lekage. The objective can be accomplished much more
Successfully by direct control over capital.

Mr. GAREISs. Whether a capital issues committee such as referred
to in the Times editorial and operated by the Treasury and the Federal
Reserve is the best solution, would be for the Senate F inance Committee to decide. If nations can agree on lowering tariff barriers, or enforcing disarmament policies and work out space programs and other
difficult problems, why should a capital issues committee not be
feasible?
It appears to us, that decisions on the basis of individual merits are
preferable to an excise tax equally applying to a new issope the; proceeds of which will serve to buy goods and services in our country,
as compared for instance, to some foreign debt refinancing operation
from which our Nation would derive little or no benefits.
However this may be, there has been, for the past 6 month,, no true
emergency requiring an interest-equalization tax. If there had been,
the Senate would have told us. In our view, no such emergency exists
today and there will be no such emergency in the foreseeable future.
H.R. 8000 with its unique feature of retroactivity has served its purpose: and outlived its usefulness. The balance-of-patnyents problems
is under attack from many other standpoints and we believe quite
successfully so.
Our firm has been in the foreign securities business ever since our
country first became a creditor nation in the mid-1920's, and we have
been active in this field'thrdugh three wars and numerous varied phases
of international'monetary restrictions and foreign and domestic governmental control measures.
On the basis of this experinece and in the light of the current events,
we firmly believe that H.R . 8000 is detrimental to the general interest
of the United States; that its enactment will hurt this country in many
ways; and, that even in the balance-of-payments field it will not signicfcantly help in the short run and adversely affect is in the longrun.
Therefore,, we'pppse the bill in its present form and urge this committeeto reject it. This cannot possibly infer that we take l ghtly the
imbalance of paymtent. It just'means tlat we ednsider tlie bill totally
inadequate. I thifik you.
The CHAIRMAN. Tfahnk you very much, Mr. Gareiss.
Are there atny questions ?

Senator BiNir.

No questions.

I would just like to thank Mr.

Gareiss for brin ffi b
u"tlis~qestfib of switdhtng. This is atiother
new reason Why flhiJill sh~old tot be passed, Whih, s6 far ais lktiow,
li's n6t b n' suggested by another witless today.
i
The CIAIRMAN. Thank you, sir.
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Senator DIRKSEN. Mr. Gareiss, could you make a memorandum for
the committee indicating the structure of the so-called Capital Issues
Committee which sets out the details so as to bring it directly to focus
for our attention
Mr. GAREISS. Senator Dirksen, the organization that I am representing here today is not' as Ibelieve was mentioned in my earlier testimony in the underwriting and "new" issues business. We are primarily dealers and "market makers" for outstanding foreign securities.
We see the effect of new issues, we see what it does. I would be very
happy to deliver to you whatever information we have. Much of it
is, however, not our own view or our own opinion. I shall just try to
give you the necessary material and then comment on that.
There have, however, been, and I believe there will be speakers tomorrow who have very advanced ideas on the various shadings of the
Capital Issues Committee.
Senator DiRKSEN. Since you say in your statement that you see no
reason why such a committee would not be feasible, then I think if you
could get some structure that would indicate some of the powers that
it wobud have, it would be'a good guideline for the committee.
Mr. GARMIss. I shall be glad to do that; thank you, sir.
The CHAIRMAN. Thank you very much.
The next witness is Mr. Arthur A. Feder, of the Fund of Funds.
STATEMENT OF ARTHUR A. FEDER, THE FUND OF FUNDS, LTD.
Mr. FEDER. Mr. Chairman and members of the committee, my name
is ArthUr A. Feder. I am a partner in the frm of Roberts & Holland,
405 Lexington Avenue, New York, and I appear here as counsel for
the Fund of Funds, Ltd., which is an Ontario-based, open-end investment company.
We are seeking an exemption from the interest-equalization tax for
subscriptions by Americans working or living abroad to the stock of
foreign corporations which invest exclusively in the United States.
These investments by Americans living abroad imporve the U.S. balance of payments. There is no reason to subject these investments
to a tax whose sole announced objective is that of improving the balance of payments.
THE FUND OF FUNDS,

LTD..

The Fund of Fun ' rltd (FOF) is an open-end investment fund,
incorporated in OnUtaio, which offers shares throughout the world,
except in the United States. Ninety percent of FOFEs assets normally
consist of shares of U.S. mutual funds; 5 percent of the corporation's
assets consist of publicly traded shares of U.S. corporations that manare mutual funds; and the remainder consists of cash held awaiting
investment or to facilitate redemptions of shares. FOF now has more
than $60 million of assets, and commitments for further purchases of
its shares now amount to an additional $180 million.
FOF now has 16,000 shareholders outside the United States-80
percent of them are foreigners and 20 percent are U.S. citizens residipg
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or working outside the United States. We do not offer these shares
in the United States at all.
Both American and foreign investors purchase FOF shares because
the fund offers them very important investment advantages. First,
FOF offers a diversification of investment in U.S. mutual funds that
a smaller investor normally cannot achieve. Secondly, by investing
through FOF a small investor has available to him the services of a
highly trained group of mutual fund experts who choose the mutual
funds in which FOF will invest. Third, the investor has the advantage of continuing supervision of his investment after it has been made.
FOF is in a position because it invests large amounts at a time, to
shift its investments from mutual fund to mutual fund at a very
low cost, if it decides that this is desirable as a matter of investment
policy. A smaller investor could shift his investment from fund to
fund only at exorbitant cost.
This constant supervision of his investment is particularly important to an investor, be he American or foreign, who is outside this
country and therefore unable to properly supervise his own investments. As the Fowler task force report noted, a flow of information
such as American investors receive daily with respect: td' the status
of the investment market in the United States is simply not available
abroad. This is particularly true as one moves further and further
away from Western Europe. The bulk of our investors are outside
Western Europe.
It is this combination of investment advantages, together with the
efforts of a well-trained 1,200-man sales force, that has led to FOF's
immense acceptance by investors throughout the world. The fund
was first offered less than 2 years ago and today has more than
.
$60 million in assets.
Actually, every investment made in FOF by Americans abroad
and by foreigners improves the balance of payments. Because of the
manner in which the balance of payments. is calculated an American
who is outside the United States is treated as if he were a foreigner.
Therefore every time an American abroad takes a dollar and invests
it in FO , which then takes it immediately and invests it in the
United States, the .balance of payments is improved by the
amount of $1.
'
The overall effect of FOF's operations is to provide a .powerful
mechanism for improving the United f States' balance of payments.
For instance, in 1963 the net increase in portfolio investment by foreign persons in the United States was $301 million. In that same
period FOF brought $24,800 000 of new investment funds to this
country. Moreover, because these were investments in mutual funds,
which are generally of a long-term nature, ,we regard these as a particularly desirable type of additional investment in tle United States.
During that same period, people who iriested this $24,800,000 in
FO'F and consequently in thThUnited States also entered, into .periodic
payment plans which will, over the next 10 years, bring another $98
million into this country. At pasent, these,commitments fpr additional investments inthe United States by Fund of .Funds investors
amount to $180 million', aibolit20 percent of tlem.being commitments
by Americans.
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This enormous amount of investment has been obtained because the
sponsors of FOF had been implementing the recommendations of the
Fowler task force long before those recommendations were made.
First. of all, we have an immense sales force throughout the world.
Secondly, FOF translates its prospectus into French, Italian, Spanish,
German, Dutcli, and Portuguese and prepares other sales literature
in Arabic and Chinese and Japanese. The sponsors of tle fund constantly seek methods to expand their distribution in countries throughout the world.
Moreover, because FOF is represented locally throughout the world,
it responds very quickly to local regulations or to the threat of local
regulations which might tend to place restrictions on further investments in the United States by local residents. A sales representative
who sees a threat to his livelihood will be very quick to try to prevent a
foreign country from restricting the sales on which his livelihood
depends.
.In effect, we believe the Fund of Funds is helping the balance-ofpayments situation by bringing to bear upon it the most powerful of
weapons, in effect, tlhe profit motive.
You will find attached to the statement which has been submitted to
the committee a draft of a proposed amendment to H.R. 8000. If nccepted, the amendment would exempt from the interest equalization
tax investments of not more than $5,000 a year in the stock of a foreign
corporation by an American residing or employed on a full-'time basis
outside the 'United States, if the foreign corporation met a series of
strict requirements designed to insure that the fund or the corporation
invests substantially'all of its funds in the United States. The exemption would be available nly if, on June 30, 1963, and at the close
of every subsequent calendar quarter, the corporation's assets other
than money and bank deposits consisted only of stock or debt obligations of U.'S. cornorations, debt obligations of the United States or its
political subdivisions, or debt obligations of citizens or residents of
the United States.
Furthermore, the draft would require that money and deposits in
foreign banks"constitute less than 5 percent of the foreign corporation's
'assets on each siteh date. This 5pet'cent allowantce'i necessary solely
because of the constant flow of funds from abroad to the United
States for investment and because some cash. must be held abroad to
piimit rapid redetti ionis 6fshares.
Tho exemption Would only be applicable if on June 30, 1963, and
at the end 6f each subsequent calendar uareror
less than 2f5 percent
of thie foreign corporitionis shares were held of record by U.S. ersons.
LastlyN, it should be patibulairly noted that the'ioposed exemption
would anply only td subscriptions to the shares of the foieian corporitinn, and not to purchases from foreign persons of its shares. This
Will assure'that' each dollar invested by an American abroad irnder
this exemption vill result hI a corresponding'new investment in tlie
United States.
In .unu we ask that this amendment be male in H.R. 8000 because
it will advance th' fuMddanmental in of that'bill-the improvement of
tlie balance of payments.
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(The attachment to Mr. Feder's statement follows:)
EXEMPTION

FOR ACQUISITIONS OF STOCK OF FOREIGN CORPORATIONS
EXCLUSIVELY IN THE UNITED STATES

INVESTING

Present subsection (g) of section 4914 should be renumbered as subsection
(h) of section 4914. The following should be added as subsection 4914(g) :
"(g) ACQUISITIONS OF STOCK OF FOREIGN CORPORATIONS INVESTING E'XCLUSIVI:LY
IN THE UNITED STATES.-

"(1) IN GENERAL.-The tax imposed by setion 4011 shall not apply to the
direct acquisition from a foreign issuer of its stock by a United States person
who is a bona fide resident of a foreign country within the meaning of section
9il(a) (1), or who, at the time of such acquisition Is performing personal services
on a full-tinm basis in a foreign country, If at the close of the calendar quarter
Iflinediately preceding July 18, 1963, and at the close of eveiy calendar quarter
thereafter:
"A. The assets of such foreign issuer, exclusive of money or deposits with
persons carrying on the banking business, consist solely of:
"(I) Stock or debt obligations of domestic corporations;
"(ii) Debt obligations of the'Uilted Stdtes or any political 'subdiv.lois
thereof; or
"(Ill) Debt obligations of citizens or residents of the United States:
"B. Money and deposits with persons carrying on the banking business, exclusive of deposits in banks (as defined in section 581),'constitute less than
five percent of the value of the assets of such foreign issuer;
"C. Such foreign issuer fdoes fot own any stock or debt obligation, the acquisition of which by a United States person.would be subject to the tax imposed
by section 4911; and
"D. Less than 25 percent of each class of issued ani outstaindiig stock of
such foreign issuer Is held'of record by United States persons.
"(2) AcquISITIrNS THROUGH "UNIT INVESTMENT T'RSTs.-An acquisition of
an interest In a unit investment trust, within-the meaning of section 4(2) of the
Investment Company Act of 1640. or similar custodial arrangement shall be
denied a direct acquisition from the foreign Issuer of the stock held by such
trust with respect to such interest and shall not be treated as an'acqhisition bf
stock issued by the unit investment trust or similar custodial arrangement.
"(3) LIMITATIONS."A. The exclusion provided by this pubsection shall apply only to.that portion
of the total acquisitions of stock of foreign issuers (determined in the order
acquired) described in paragraph (1) by a United States person in any one
calendar year that does not exceed $5,000.
"B. If, as of the close of any calendar quarter a foreign issuer fails to satisfy
the requirements contained in paragraph (1). then the exclusion provided by
this subsection shall thereupon cease to apply with respect to all calendar
quarters after such calendar quarter.
"C. The provisions of this subsection shall be Inapplicablein any case where
the acquisition of stock of the foreign issuer is made with an Intent to sells or
offer to sell, any part of the stock acquired to United States persons."
In order to conform section 4914:
(a) Subsection 4014(b) should be amended by adding the following
paragraph:
"(8) Acquisitions by Nonresident Citizens of Stock of Foreign Corporations
Investing Exclusively in the United States.-Of stock by nonresident citizens
to the extent provided in subsection (g)."

The CHAMrMAN. Thank you very much.
Senator BENNErr May ask one question?
Is the Fund of Funds unique;' or are there other funds operating
under approximately similar terms?
Mr. FEDER. So far as we know, sir, we are the only fund of this

type any place in the world.

Senator BENrnTT. That is all. Thank you.
The CHAIRMAN. Thank you, Mr. Feder.

The next 'itness is Mr. Willitin L. Sheets, 6f the National Con-

structors Association.
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STATEMENT OF WILLIAM L. SHEETS, NATIONAL CONSTRUCTORS
ASSOCIATION; ACCOMPANIED BY LOREN OLSON, DIRECTOR,
FLUOR CORP., LTD., LOS ANGELES; AND JOHN CLARK, OF DAVIES,
HARDY & SCHENCK, NEW YORK
Mr. SimmEE . Mr. Chairman, I have with me Mr. Loren Olson,
who is director of the Fluor Corp. Ltd., of Los Angeles, and Mr. Jolm
Clark, partner in the law firm of Davies, Hardy & Schehck in New
York.
My name is William L. Sheets, I am vice president and a director
of Stone & Webster Engineering Corp., of Boston, Mass. Stone &
Webster is one of the oldest engineering and construction firms specializing in the design and erection oflarge-scale industrial plants,
including power-generating facilities, oil refineries, and atomic energy
installations. It is known both nationally and internationally.
Stone & Webster is an active member of the National Cohstructors
Association. I am appearing today in this matter as a representative of that association and as its vice president.

The association, known as NCA, is composed of 30 large engineering and construction companies. They specialize in the design

and erection of large-scale industrial facilities, chemical and petroleum

plants, steel mills, power stations, and the like.
Taken as a group these firms have designed and erected a significant portion of the industrial plant of the United States. The
interests of many of these member companies extend beyond our national limits to include countries throughout the free world. An

informational folder is attached which lists the association's membership, its officers, and its major committees.
(The folder referred to follows:)
NATIONAL CONSTRUCTORS AesboIATION,

WASHINGTON,

D.O.

MEMBERS

The Badger Co., Inc., 803 Third Street, Cambridge, Mass.
Bechtel Corp., 220 Bush Street, San Francisco, Oalif.
Blaw-Knox Co., Chemical Plants Division, 300 Sixth Avenue, Pittsburgh, Pa.
C. F. Braun & Co., 1000 South Fremont Avenue, Alhambra, Calif.
0. & I./Girdler Corp., 256 McCullough Street, Cincinnati, Ohio.
Chemical Construction'Corp., 320 Park Avenue, New York, N.Y.
Day & Zimmermann, Inc., 1700 Sansom Street, Philadelphia, Pa.
Dravo Corp., Machinery Division, Dravo Building, Pittsburgh, Pa.
Ebasco Services, Inc., 2 Hector Street, New York, N.Y.
H. K. Ferguson Co., Ferguson Building, Cleveland, Ohio.
Fluor Corp., Ltd., 2500 South Atlantic Boulevard, Los Angeles, Calif.
Ford, Bacon & Davis Construction Corp., Post Office Box 1702, Monroe, La.
Foster Wheeler Corp., 110 South Orange Avenue, Livingston, N.J.
Hydrocarbon Research, Inc., 115 Broadway, New York, N.Y.
Kaiser Engineers, Division of Henry J. Kaiser Co., 300 Lakeside Drive, Kaiser
Center, Oakland, Calif.
M. W. Kellogg Co., 711 Third Avenue, New York, N.Y.
Koppers Co., Inc., Engineering & Construction Division, Koppers Building, Pittsburgh, Pa.
Lummus Co., 385 Madison Avenue, New York. N.Y.
Arthur G. McKee & Co., 2300 Chester Avenue, Cleveland, Ohio.
J. F. Pritchard & Co., 4625 Roanoke Parkway, Kansas City, Mo.
Procon, Inc., 1111 Mount Prospect Road, Des Plaines, Ill.
Rust Engineering Co., 030 Fort Duquesne Boulevard, Pittsburgh, Pa.
Sanderson & Porter, Inc., 72 Wall Street, New York, N.Y.
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Stearns-Roger Corp., 660 Bannock Street, Denver, Colo.
Stone & Webster Engineering Corp., 49 Federal Street, Boston, Mass.
United Engineers & Constructors, Inc., 1401 Arch Street, Philadelphia, Pa.
Wilputte Coke Oven Division, Allied Chemical Corp., 40 Rector Street, New
York, N.Y.
ASSOCIATION MEMBERS

The Babcock & Wilcox Co., Erection Department, 20 Van Buren Aveune South,
Barberton, Ohio.
Combustion Engineering, Inc., Prospect Hill Road, Windsor, Conn.
Graver Tank & Manfacturing Co., Division-Union Tank Car Co., 111 West
Jackson Boulevard, Chicago, Il.
REGIONAL LABOR COMMITrTE

CHAIRMEN

East coast: J. M. Graney, Ebasco Services, Inc.
Great Lakes: Rex Vermilyea, Badger Co., Inc.
Gulf coast: T. Lawrence Cronin, Lummus Co.
Midcontlnent: Ted Orme, Stearns-Roger Corp.
West coast: Ken Weston, Fluor Corp., Ltd.
ACCIDENT PREVENTION COMMITTEE

Chairman: F. A. Campbell, J. F. Pritchard & Co.
Cochalrman: William Fitz, Rust Engineering Co.
INTERNATIONAL COMMITTEE

Chairman: J. T. Wolcott, the H. K. Ferguson Co.
Cochairman: W. D. Layers, Ebasco Services, Inc.
PUBLIC AFFAIRS COMMITTEE

Chairman: J. F. Qulnn, Procon, Inc.
Vice chairman: P. S. Lyon, J. F. Pritchard & Co.
LABOR COST COMMITTEE

Chairman: Paul L. Wetcher, C. F. Braun & Co.
Vice chairman: J. J. O'Donnel, Bechtel Corp.
OFFICERS

II. A. Denny, president.
W. L. Sheets, vice president
E. I). Hoekstra, executive secretary.
EXECUTIVE COMMITTEE

Eric Miller, manager, industrial relations overseas, Bechtel Corp.
Thomas W. Hopper, executive vice president, operations, Day & Zimmermann, Inc.
George 0. Phillips, executive vice president, Ford, Bacon & Davis Construction
Corp.
H. A. Denny, vice president and general manager, Engineering & Construction
Division, Koppers Co., Inc.
James C. Reed, executive vice president, Procon, Inc.
Niels K. Steenhlll, vice president, Rust Engineering Co.
W. L. Sheets, vice president, Stone & Webster Engineering Corp.
FORMER PRESIDENTS

J. F. O'Connell, Bechtel Corp.
J. J. O'Donnell, Bechtel Corp.
P. L. Wetcher, 0. F. Braun & Co.
H. E. Lore, Dravo Corp.
D. W. Darnell, Fluor Corp., Ltd.
W. R. Wood, Girdler Corp,
G. F. Bayes, M. W. Kellogg Co.
G. I. Collins, Lummus Co.
J. F. Pritchard, J. F. Pritchard & Co.
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Carl B.Whyte, Procon, Inc.
C. I). lIaxby, Rust Engineering Co.
T. C. Williams, Stone & Webster Engineering Corp.
LABOR COM M IEE

Chairman: W. Leo Walsh, M. W. Kellogg Co.
Vice chairman: J. Warren Evans, J. F. Prltchard & Co.
Rex Vermilyea, Badger Co., Inc.
R. E. Atklnson, Bechtel Corp.
D. E. Mays, Blaw-Knox Co.
Elliott B. Cononn. C. F. Braun & Co.
P. K. Kints. O. & I./Glrdler Corp.
J. P. O'Neill, Chemical Construction Corp.
Thomas R. Kenney, Day & Ziimnermann, Inc.
G. T. Leonard, Dravo Corp.
J. 31. Graney, Ebasco Services, Inc.
Ben T. Cherry, H. K. Ferguson Co.
Ken Weston, Fluor Corp., Ltd.
I. 0. Yeldell. Ford, Bacon & Davis Construction Corp.
J. O.Hand, Foster Wheeler Corp.
0. 0. Balding, Hydrocarbot Research,-Inc.
Bert Hartford, Kaiser Engineers.
R. K. Matthews, Koppers Co., Inc.
T. Lawrence Oronin, Lummus Co.
D. A. Miller, Arthur G.McKee & Co.
R. A. Murray, Procon, Inc.
T. L. English, Rust Engineering Co.
W. J. Monaco, Sanderson & Porter, Inc.
Ted Orme,Stearns-Roger Corp.
V. D. Van Horn, Stone & Webster Engineering Corp.
R. J. Cunningham. United Entineers & Constructors, Inc.
0. J. Sullivan, Wilputte Coke Oven Division, Allied Chemical Corp.
1. 0. Gransee, Babcock & Wilcox Co.
E. F. Jones, Combustion Engineering, Inc.
M. D. Klnghorn, Graver Tank & Manufacturing Co.

Mr. SIEE'T.

NCA concern with foreign construction, while sec-

ondary to domestic operations, has led to the formation within the
association of an international committee. This is a standing com-

mittee which concerns itself with the specific problems involved in
carrying out engineering design and construction operations abroad.
To my knowledge, NCA is the only association of contractors with a
continuing interest and a standing committee in this field.
With reference to H.R. 800,the CNO(
is deeply concerned and recognizes fully the need for any reasonable measure which will reverse
tl't trend of the balapce-6f.pymtit problem with its resultant drain
This is a goal behind which the fill
upon our coumitry's g61d s iily.
strength of our Nation should be mustered.
The principal provisions of this proposed act Are aimed at the out-

flow of dollars from this cbiuntrV in the ptirchase'of equity or debt

interests in foreign enterprises, 3y these provisions the act penalizes
the passage of funds beyond our borders for purely investment purposes.
The bill in section 4914 recognizes certain exceptions to this passive

investment situation and provides for various exclusions from the
penalty tax where the investment in foreign equity or debt securities

is necessary to insure the maintenance of a competitive position with
non-.I.S. concerns engaged in the same line of endeavor.
The provision for the exception of the acquisition of foreign invest-

ments as a concomitant necessity of active business transactions by
U.S. interests is proper to maintain the strength of U.S. business
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activities abroad as well as to continue the ever-increasing vitality
and growth of industry and employment within the borders of our
Nation.
In the foreign activities of 6oir major construction and engineering
concerns, particularly because of the huge amounts of money which
may be involved in a single contract, or project, the problems ot finaneing for the foreign principal will often necessitate that the contracting
firm agree to accept a portion of the contract price in either debF. obli-

gations or stock issued by the foreign principal. This requirement is
given emphasis by the willingness and eagerness of certain countries
in Western Europe to subsidize the extraterritorial activities of our
foreign competitors by underwriting te necessary acqiiisition of debt
obligations and stock.
A recent survey lhas shown that over a -yeaperiod,
ar
the -total volieo of foreign business performed by NOC members'nnounted to at
least $2 billion, a significant amount of which was spent ifnthe United
States for labor, equipment, materials, ahd services. Translated into
man-hours, it.
has been conservatively estimated that loss of this foreign business would result in a decrease of 24 million nan-hours of
employment por year within the United States. The niaintenance of
a continued flow of foreign business is contingent upon'the ability of
U.S. concerns to bid competitively against foreign firms upon terms
which are reasonable as to' the payment of compensation in the light
of our national balance-of-payment situation.
1.11. 8000 as originally referred to the House Ways and Means
Committee, did not contain pitvisidn for this situation, and would
hanv taxed as a proscribed acquisition any receipt of foreign securities
'by domestic construction firms under tie cirtImstaices which have
been outlined.

Based upon a; statement on behalf of this association before the
IHouse,Ways and Means Commit tee, there was inserted in tle proposed

act section 4914(o)(2) whih provides for a limited exclusion from
the iinpact of the interest equahzation tax in situations wherb sales of

prOducts and/or services to foreign prihelpals are financed in tlhole
or in part by the receipt of foreign debt obligations or stock. This

exclusion is grounded upon a twofold' test, both parts of which. must
be nyet, fop the exclusion toap1ly. These tests are:

1. Thirty percent of tho'tital contract, or purchase price must be

attribltable to a combination of the 'perfonnance or services by the
T.S. firm and the sale of property produced, manufactured, grown,
or extracted by the U.S. firm; and
2. Fifty percent of the t6tal contract 'or purchase price must be
attributable to a combination of the periforinance of services and the
sale of property manufactured, produced, grown, or extracted in'tlh
United States by U.S. persons.

This twofold test represents a realistic and workable solution to

th problem of foreign competitive conditions with one'exception:
the percentage limitations are applied to the wrong factor and oho
which bears no logical relationship to the basic purposes of the proSioed act. If the total consideration for extraterritorial construction
contracts consisted of equity or debt securities of foreign corporations,
this test would be logical, but in actual practice only a minor portion
of tlie consideration for such contracts is mot in this manner with the
larger portion being met with cash payment.
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Taken as a premise that this bill is designed to discourage the outflow.of.dollats in exchange for foreign securities, it follows that any
standard to be applied to determine taxability or exclusion with relation to a transaction in connection with active business should be based
not upon thetotal volume of business done, but upon that portion of
the transaction which involves the receipt of foreign securities.
Thus it is the association's position that the 80-percent and 50-percent test prescribed by section 4914(o) (2) of the proposed act should
be applied not to the total contract or purchase price of a particular
project but to that portion of the contract price which is to be paid by
the transfer of foreign securities.
To'illustrite this let its assume a foreign job on which the total contract price is $20 million. If the present tests in the proposed act
were applied, it would be necessary that $6 million of the total contract
price be attributable to services performed and property manufactured or produced in the United States by the construction firm and
that-$10 million be attributable to U.S. products and services.
This would be true whether the debt obligations to be received under
the contract amounted to the full $20 million which would involve
an unfavorable balnnce-of-iayments flow of $10 million or whether
the debt obligation was only $1 million which would result in a
favorable payment flow of $9 million.
In most cases an engineering construction firm does not manufacture or produce the physical components of a project so that as a practical 4ihtter in this case $6.million of the total contract pric,.of $20
million must be able to be attributed to tih services of the contracting
firm in order to exempt any or all of the debt obligations from the
imposition of the penalty tax regardless of how much is involved. It
is obvious that such a test is virtually impossible of fulfillment.
The more realistic standard proposed by NOA here is that the 80percent and 50-percent tests of section 4914(o) (2) be applied to the
amount of the foreign debt obligations and stock to be received as part
of the transactions excluding from consideration the cash payments
with which the proposed act is not concerned. -This testwould serve
to keep within reasonable bounds the performance of foreign -construction.projects upon payment in the form of foreign securities and
would still enable U.S..coneerns to nnintain their competitive position
in the international mnarket'presrviing this segment of our industry
which is so vital to our economy.
We wish to point out a second serious problem which the bill in its
present form would impose upon U.S. engineer-constructors engaged
in foreign work, 'TThis relates to uncertainties as to tax applicability
at the time a U.S. firm is bidding on a foreign project.
The type of project performed by NCA members in many cases
extends over a period of several years from inception to completion.
During that period of time, conditions may change and it is conceivable that the proportion of the final contract price represented by
debt obligation and stock to be accepted as part payment could
' .
increase.
Such a proportionate increase might cause a failure to meet the tests
of, action 4914(c) (2): and Aubjqet.to the penalty.tax thie entire amoupt
of dbt.obligntioA and stock rcoived'.,; The posAibility of such a ieitlt
could substantially reduce the incentive for bidding upon foreign
construction projects.
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It is accordingly proposed by NCA thiiat th6 30-pericent and 50peicent tests be applied as limitations Upon a basic exemption from
the tax and that the tax be impked upion'debt obligtions'and tock
only to the extent that thby exceed the amounts per itted' t be received by the application of such standards.
To implement the foregoing proposals, the following revision of
section 4914(c) (2) is submitted for consideration:
(c) Export credit, etc., transactions.(2) Alternate rule for producing exporters.-The tax Imposed by section 4911
shall apply to the acquisition by a United States person of such portion of the
actual value of stock and debt obligation of a foreign issuer or obligor in payment.for the sale of tangible personal property or services (or both) to such
issuer or obligor which exceeds the lesser of (A) or (B).
(A) Three hundred and thirty-three percent of the amount of the purchase
price attributable to the sale of property manufactured, produced, grown, or
extracted in the United States by such United States person (or by one or more
includible corporations in an affiliated group, as defined in see. 1504, of which
such person is a member), or to the performance of services by such United
States person (or by one or more such coorporations), or to both.
(B) Two hundred percent of the amount of the purchase price attributable to
the sale of property manufactured, produced, grown, or extracted in the United

States, or to the performance of services by a United States person, or to both.

Since the stated purpose of H.R. 8000 is to curb the long-term capital outflow from the United States, the amendments we propose are
consistent with thiat purpose as interpreted in the present proposed
act, and will eliminate the possibility of placing a serious curb upon

foreign engineering and construction activities of U.S. concerns, an
activity which is demonstrably vital to0our national economy.
The CIAIRMAN . Thank you very much, Mr. Sheets.

Any questions?
. May I ask one question, Mr. Chairman
Senator B NiNErT
Are these standards contained in the House bill written there in
defiance of similar testimony to the House, or w6re they written in
without your knowledge and this is the first opportunity you have
had to point out their weaknesses
Mr. SimmET. This is the first opportunity that we have had a chance
to discuss the matter.
There was nothing in the original bill to cover this particular
situation." The Treasury Department, as I understand it, wrote this
and submitted it and they used their best efforts, I think, to cover the
points that we made when we appeared before the House Ways and
Means Committee. But it does not cover all of the conditions that
could develop.
. You did appear before the Ways and Means
'
Senator ENNE
Committee?
Mr. Sun.rs. I did, sir.
Senator BENNETT. Did you point out approximately the same
problem that you have pointed out to us?
Mr. SIHEEr. No, we did not, sir not to that extent. I do not know
that I have the things that we submitted. But a great many of the
things, or many of the things that we suggested, were incorporated in
the bill as it presently stands. But as you read it now, you begin
to see these other possibilities that could hurt you.
Senator BE.NNTTr. So this is, in effect, new testimony
Mr. SHE.rs. This is, in effect, new testimony, sir.
Senator BENNE'T. That is all, Mr. Chairman.
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This measure would not achieve even its basic objective, to equalize
the costs of longer term financing in the United States and in markets
abroad. In a letter addressed to me on May 28, 1963, Secretary Dillon
himself said, and I quote, "Even if long-term interest rates rose above
those in Europe and Japan, we would expect foreign governments and
corporations, particularly those needing relatively large amounts of
money, to resort to the highly developed U.S. market."
Even after a 1-percent increase in-the interest cost of foreign borrowers in the United States market--which is the effect desired by the
Treasury-it is expected by competent' authority that it will still be
cheaper or.as cheap-to' borrow here as in most European countries.
As underwriting costs are much lower and distribution opportunities
are much greater through the United States than through European
distribution I predict, Mr. Chairman .that if we should be unwise
enough to adpt thj tax, e will be right back ivhere we started from,
except that we will have fractured our reputation for being the banking center of theworld in theprocess.
Now, it is argued by the Treasury that there have beeii no major
foreign flotations since, this act has been on the books. The only
reason for that is that you cannot negotiate with an uncertainty.
This tax is retroactive I its effect, and therefore you do not know
whether you are going to have it or hot. In nihajoi security issues, a
fraction or a 1-percent change in interest costs makes a very great
difference.
The sale of new foreign securities so far as the United States is concerned, has diminished except for those areas, Mr. Chairman, where
there are going to.)e e:empti6ns
anyhow, such as for Canadian and
tile Japanese securities, and for commercial baiik plans. I will give
the figures on a'piefectly extraordinary skyrocketiilg of commercial
bank loans which indicates that U.S. capital is still going out it is
ohly goihg out' iii'a differeAt f6rm, and, in my judgment, and ' state
this as a positive pe.dictid , Mr. ChairmanWth 'ofdflbw iill be restored to exactly what it Was, notwithstanding the tax, and we will
be the laughing stock of the iorld because we are naihteubrs.
That is what this tix is all about. It is'a completely amateur
approach' t a'iihjor, professional problem.
Mr. Chairmin,Presideht Kennedy's' assertioiithat we have got to
simplify our tax structure and reduce our trade barriers is still valid
today. This is a bill to complicate our tax structure and to increase
our trad6 barriers. '
You'had testimony here only the other day by an expert whose
testimony remraih unchallenged, that this tax would affect only about
10 percent of total private U.S. capital exports. This was testified
to on behalf of 'the Assocation of Stock Exchange Firms by Mr.
Anidries :D.Woitdhuysen, a partner in Burnhm & Co., of New York.
In the first placC, ou are exempting Canada, the major seller of new
foreign sc urities before the tax was proposed. In the second place,
mnuch of our capital could be exported by direct investment, which is
bound to come in to fill in the gap, and by U.S. institutional investors,
banks, insurance companies, and the' like, who are able to buy foreign
securities abroad without incurring the penalty of the proposed tax.
Now, the foreign borrower has, as I said a minute ago, very'heavily
funneled into the commercial bank loan route which is exempted under
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this proposed statute. U.S. commercial bank loans to foreigners h1lve
increased very materially since the tax was proposed. Preliminary
-Treasury, Commerce, and Federal Research Board figures indicate
that commercial bank loans to foreigners have more than tripled, from
approximately. $400 million in 1962, to $1,280 million in 1963, Direct
investments exempt from the tax have exceeded the net outflow caused
by new securities in every year since 1960, including 1963 and the first
quarter of 1964.
The bill also provides exemption from the tax on original or new
issues if the President determines it to be required for the stability
of the international monetary system. This loophole could further
limit its effect on the U.S. balance of payments. The whole measure
has been materially weakened by the numerous exemptions to which
I have referred.

The bill would exempt major buyers of foreign securities. It would
exempt from the tax purchases involving 10 percent or more of the
total combined voting power of all classes of stock of a foreign corporation. It would discriminate against the small investor.
Indeed, the tax might well worsen instead of improve our balance
of payments atd for this reason. When you compare'the unfavorable

effect caused by the sale of foreign securities to Americans with the
favorable impact of an export surplus on our balance of payments,
the latter completely overshadows the former. We have the authority. of Prf.. Lawrence Krause of the Brookings Institution who
says that you may deter some capital flow by putting on this tax,
but you pay for it in lower exports or some other feedback in the balance of payments. So the program to tax American capital investmnts abroad may offset the benefits of efforts to increase U.S. exports.
It is interesting, Mr. Chairman, that here is a tax which has no
friends of any kind or character. Nearly every witness before this
committee and before the House Ways and Means Committee ques-

tioned" bout,,this tax either opposed it or supported it with only
the greatest reluctance on the grounds that, well what else can you do?
This tax is flagged as temporary, but we have had a lot of experience
around herewith so-called temporary taxes, like the excise,tax,.and
this could easily be another Sinbad on the back of the whole American
financial system. !Nonetheless notwithstanding the general lack of
enthusiasm for this tax, the administration continues, to press for its
approval with the unconvincing argument that if the bill does not
pass, foreigners will-feel that the United, States is not serious about
eliminating its balance-of4payments deficit. In facts Mr. Chairman,
rejection of the tax will strengthen the confidence of foreigners in our
determination to adhere to our basic and oft-stated principles of national policy to support free and open world markets for goods and
capital. Thus far we have tried to improve our balance-of-payments
position through such means as to boost up ovr:exports, to make efforts
to reduce our foreign procurements, to even curtail, if necessary, some
tourist expenditures, which are enok-mus, completely overshtdbwing
what this tax: would do abroad, something;in the area' of $2 billion.
We are also trying to get other nations to assume greater international

responsibilities in terms of Western military defense and economic aid

to the world. A.lhese are really meaningful measures. Mr. Chatnian,
this tax equalization bill is "amateur hour'? in coMiparison.
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The persistence of our balance of payments, Mr. Chairman, is not
attributable to private investment abroad. Receipts from dividends
and interest on U.S. investment abroad have consistently exceeded
net outflows of U.S. capital to foreign countries every year except in
the period 1957-58, and that includes 1963. In 1963, income enjoyed
by the United States on its foreign investment accounts has been
estimated at $4.3 billion, the largest income item on theUI.S. balance
of payments. Should H.R. 8000 be enacted, we would be flying in the
face of this experience.
I shall conclude with a comment on developments both here and
abroad which call for a reappraisal of the need for this bill now.
Since the introduction of this measure, there have been several important developments which already have and will continue to have
in the future not an unfavorable but a favorable impact upon our
balance of payments. The condition of economic growth in Europe
and the relatively slow growth in the United States has been reversed.
We are doing better now than the Europeans, and the Europeans are
beginning to feel-not that we giant them to do anything but well,
but it is the fact of life-the squeeze produced by shortage of workers,
increasing production costs and spiraling profits, and they are now
subject to the familiar cost-profit squeeze just as we were for such a
long time.
European capital markets have expanded their internal lending
activities significantly in recent years. This is a conclusion reached
by the Treasury itself in a study entitled "A Description and Analysis of Certain European Capital Markets" prepared for the Joint
Economic Committee in connection with its study last year of the
U.S. balance of payments, and this expansion has already resulted in
increased markets for foreign securities in Europe.
SSince the passage of the tax cut earlier this year, our investment
climate has improved, and hence, we have attracted a great deal of
U.S. investment which would 6therwise have gone abroad. This improvement may also attract additional foreign investment to the
United States. The key figures, of course, are very well known. The
most important figure to me is the investment in capital goods, espeoially by business and industry, which was 3 percent higher during
the first quarter of 1964 than had been anticipated even as late as
December 1963. T6tal investment in plant and equipment for 1964 is
expected torieach $43.9 billion, 12 percent above 1963 as a whole. Between 1962 and 1963 such investment increased by only 5 percent.
S'Aotheir factor that must be considered is that we are substantially
.expanding our exports. Between 1962 and 1963, U.S. merchandise
.exprtasinoreased by $1.4 billion, fromn$20.6 to $21.9 billion,'compared
With ian increase o~ $566 million between 1961 and 1962. And in the
"rst quarter of this year ourexports are running at an' annual rate
;of ~ier '$24 billion, 21 percent higher than in the first qtiirter of

1963.

.

.

not be sustained throughout the year, but stabil'.This increase mtyn
ity of prices in the United States and continued inflation in Europe,
inore effective export promotion'techniques of which we are just beginning to get the benfilt, .wdul:indidatd(thnt we will have very maitriallyirhproved 'export!balance conditions. Also our kold outflow

lylifr 1963. Onr gold stock defied by$460
has declined subitant~
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million as compared with $900 million' in 1962, and during April 1964,
we actually have an increase in gold stock of $178 million.
The most regrettable aspect of this interest equalization tax, Mr.
Chairman, is that it is another piecemeal attempt to deal with a problem which is much more fundamental, and that is the inadequacy of
the international monetary system. We are attempting, through various classio means, to improve our balance-of-payments problems, including export expansion, tourist promotion and the increased sharing
with our allies of responsibilities with regard to the common defense
and economic aid to developing nations. This bill represents tinkering
of a most primitive character with capital flows, without getting at
the root of the problem.
The so-called Paris Club and the International Monetary Fund are
presently engaged in reappraisal designed to improve the international monetary system so that we or any other country should not get
in this kind of a jam merely on the basis of a balance-of-payments
situation which'is a transitory nature. I would look to this reappraisal
for fundamental answers to the long-term solution of the balance-ofpayments problem.
Now, finally Mr. Chairman, what about alternatives? I would like
to propose two alternatives, both of which I have had printed as
amendments for submittal to the committee.
One alternative is an amendment to the pending bill, and this would
exempt from the tax up to 25 percent of the distribution of any new
bond or stock issue which is distributed in the United States. The
basis of that amendment is that if you exempted that much, you would
make available to foreigners, something'in the area of $600 to $700
million in U.S. capital exports which the Treasury itself has said
is a satisfactory figure. 'Afd it is my understanding, and this amendment is based on a plan submitted by Mr. Nathaniel Samuels (chairman of the Foreign Investmenit Committee) of the Investment Bankers Association of America-he is also a member of Kuhn, Loeb & Co.,
and he is here today-that this plan would accommodate the actual
experience of the investment banking business in the United States.
That is, they actually do distribute just about 25 percent of these issues
in the United States. The rest is distributed abroad. And this would
enable the U.S. capital market to operate in a way which would be conducive to precisely tailoring the means to the objective. I like it very
much, and I submit it to the committee and urge it upon the committee, and I am sure Mr. Samuels will be glad to answer any of the technical questions with respect to it.
Secondly, I have subiitted as a complete substitut for the interest
equalization: tax a specific proposal which would authorize a Capital
Issues Committee. This is a' proposal to which I have addressed
myself before, and I point out, Mr. Chairman, that thee is a precedent
for that. Th6 precedent that I have employed is sectioni708' of the
Defense Prdtdction Act of 1950 and it was under the authority of that
act that the Voluntary Credits Restraint Committee, established during the Korean"war period, was set up. This amendment, as the committee will see by examining it, will completely accommodate any
goverifmenta;ctintrols which the President wishes t add eqthe bY
way of maximums or minimums or constant consultation or any other
form if a Capital Issues Committee is set up. Government controls
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can be exorcised either through Treasury, through the. Federal 1eserve Board, or through the individual Federal leservoebanks.
So here are two amendments, one which would keep the door open to
the U.S. capital market, another which would be a complete substitute
and authorize the creation of a Capital Issues Conmmittee.

Now, I used the word, Mr. Chairman, on a number of occasions in
discussing this before the committee, "amateur," and it is amateur boe
cause other countries, faced with the same problem, actually use the

capital issues technique, and none of them have employed this rather
strange alternative of a interest equalization tax,
I give you the following examples: In Switzerland the United
Kingdom, Netherlands,nd d France the Capital Issues Coimmittee or
forms of it are well-known institutions, advising the reviwing
authority over foreign security issues which usually are the central
banks, on the advisability of new foreign security issues. I may add
that the Capital Issues Committee teclmique has the support of respected members of a financial community in the United States inoluding the Association of Stock Exchange Firms.
To sum up, Mr. Chairman, and this completes my.statementt this
bill is a completely. amateurish approach to a highly'jpiofossional
problem. It is really not. essential to the situation which we face.
There are many other things which are infinitely more important.
There has been great improvement in our situation since the bill was
proposed, and on that ground it is no longer justileld. Themans
are not at all tailored to the desired result. They are unlikely to
achieve the result. I have suggested in one amendment a much better
means to achieve the particular result of holding down our .capital
export on this ground to around $700 million a year yet nmaking.pos.
sible that the U.S. capital market continue to play an important role

as a financial center.

And finally, the technique proposed in this bill'is not.the technique
employed anywhere. On the other hand, established techniques which
have been employed here and elsewhere areavailable and again pro-

posed in the substitute which I have submitted to the committee.
I am very grateful to the Chair for allowing me this opportunity

to appear.
(Senator Javits' statement in full is as follows:)
STATIIBMNT OF SeNATOR .TACO

K. JAVITS

I appreciate the opportunity to tetify, before this committee in opposition to
II.t. 8000, tho Interest equalization tax bill, a measure which le of particular
interest to me and to the New York finauclal community, and which has'a critcal bearing on the national economy
f~t nmmake It clear that I feel this meansar Is nothlhg more thta a noew kind
of protective tariff which when enacted will not only be Incapablo of doing thb
Job It is designed to do, but which can hayo a deleterious effect on the role of
the United States as the financial coter of the world. I also agreo witth the

conclusions of many export that there is no present emergency, and that there

are alternative better able to reduce our Imbalance of International payments If

any emergency arose. Of theeo alternatives, I believe that th6 creation of a
Capital Issues Committee, under the guidance of the Troasury, would be most

effective.
Since the President's balance-of-payment message last Jaly, I have repeatedly
addreised myself to this subject. I would now like to vumlVriez my posttloi
on the bill:
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1. I bellove that the tax sl a new protective tariff designed to limit the m*portatlon of foreign securities. Viewed from the opposite point of view it tl a
duty on exports of private capital for Investment abroad. This Is a significant
departure from our traditional policies regarding the free flow of capital and
our postwar multilateral approach. As significant, in fact, as would be a return
to high protective tariffs on U.S. Imports regarding our commitment to liboralio
world trade. We would be setting a very bad example to the other countries of
the Western World which we have urged to reduce their international trade barriers and to maintain, as much as possible, the highly desirable goal of free
flowing capital and exchange of goods and services between friendly countries.
2. This tax would be an exchange control of limited capacity. It would be a
tax specifically designed to control and restrict. It would delegate to the Proeldent discretionary Ipowere of application and exemption.
3. As indicated in Secretary Dllon's letter to me of May 28' 1008, an increase
in U.S. long-term interest rates-which would be the effect of the proposed tax
on foreign investors-would not achieve the basic objective of this measure. The
Secretary stated:
"* * * Even it long-term interest rates rose above those in Europe and Japan,
we would expect foreign governments and corporations, partleularly those ineedlug relatively largo amounts of money, to resort to the highly develolKed U.S.
market * * *."
Even after a 1-percent increase in the Interest cost to foreign borrowers in
the U.S. market It will still be cheaper, or as cheap, to borrow here as lin most
European countries. Underwriting costs in Europe, for example, are consltderably higher than It the United States so that oven with the tax, borrowing It
the United States may be more attractive than borrowing elsewhere.
Furthermore, a docreaso Iin U.S. capital supplied to foreign markets will result
in an Itiereaso in demand for foreign capital and a pressure for higher interest
rates abroad. While the Interest rate spread between the United States and Europe Initially would be reduced by about 1 percentage polut under the bill, the
spread probably would return to approximately its pretax asie after the offsetting
Increase In foreign rates that would likely result.
4. Still valid today are the sentllmncts expressed In a September 1, 1003, New
York Times editorial:
"* * The tax is difficult to reconcllo with President Kennedy's assertions
that the present tax structure must be simpl)lfled and tradeobarriers reduced.
The addition of the tax would complicate the tax structure and would establish
a tariff on capital, putting into effect a two-price system for funds. And despite
the administration's claims that the tax will not Interfere with the workings of
the frie market, It is clearly a form of control * * *."
5. The exemptions provided for In the bill exclude from the tax the major areas
of capital outflow, taxing only a relatively Insignificant total of transactionsabout 10 percent of total private U.S. capital exports according to careful estimates of the Association of Stock Exchange irmns. Those would include the
purchase of foreign stocks and the purchase of new foreign bonds (other. than
Canadian, Whlich are exempt) where the borrower Is precluded from obtaining
the funds from a bank. Since most lending abroad-and for the moat part foreign bonds-are purchased by U.S. Institutional Investors such as banks, insurance
companies, and the like, the net effect Is to permit banks to lend money abroad
tax free, but to denyto the other Institutional Investors the same right. The
foreign borrower Is "tunneled" Into the bank loan route. Interestingly, U.S.
bank loans to foreigners have increased sine the tax was proposed: Preliminary
Treasury, Commerce, and FRII figures Indicate that commercial.bank loans to
foreigners have more than tripled: From approximately $400 million In 1002
to $1.28 billion in 1003. I might also add that direct Investments which are exin
empt from the tax, have exceeded the net outflow caused by new, securitelt
every year Plntc 1000, Including 1068 and the first quarter of 1904. The bill also
provides exemption from the tax on original or new issues where the President
determines that It is required for the stability of the International monetary
system. This loophole could severely limit its effect-n the U.S. balance of pay'
nents, which Is already weakened by numerous exemptions. I
t. The tax would be inequitable because It would penalize the small Investor
who would be subject to the tax on the purchase of a few shares or a few bonds
of a foreign corporation, while a large company, or a wealthy Individual could
purchase tax free a substantial Interest In the same foreign corporation. The
bill exempts from the tax purchases Involvingj 10 percent or more of the total
combined voting power of all classes of stock of the foreign corporatidni
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7. The tax might very well worsen our balance-of-payments position. Dr.
Lawrence Krause of the Brookings Institution has noted that "you must always
distinguish between improving the balance of payments and stopping a capital
flow. These are not identical. You may deter some capital flow and you pay
for it in lower exports or some other feedback in the balance of payments."
The program to tax American capital investments abroad thus may offset the
benefits of efforts to increase U.S. exports.
8. Nearly every witness before this committee and the House Ways and Means
Committee who was questioned about the interest equalization tax proposal
either opposed It or supported it only with the greatest reluctance. Even its
advocates have admitted that it would not be desirable as a permanent measure,
yet experience suggests that such "temporary taxes" often become permanent.
In spite of this general lack of enthusiasm, the administration continues
to press for its approval with the unconvincing argument that if the bill does
not pass, foreigners will feel that the United States is not serious about eliminating its balance-of-payments deficit In fact, rejection of this tax will
strengthen the confidence of foreigners In the strength of our adherence to basic
and oft-stated principles of a national policy of free and open world markets
for goods and capital.
The proposed tax would erect an artificial wall to the free flow of private
capital with longrun effects that would be damaging to both our domestic
economy and our foreign economic policy. The Now York Times commented
editorially on July 24, 1963:
" * * This measure is inconsistent with the position of the United States
as the world's banker and with the longstanding objective of lowering barriers
to trade and capital movements. Instead, it suggests that we are regressing
toward direct controls over capital, which led to the breakdown of international
finance a generation ago."
9. The persistent deficit in our balance of payments is not attributable to
private investment abroad. As the Brookings Institution recent report on the
balance of payments pointed out, receipts of dividends and interest on U.S. Investment abroad have consistently exceeded new outflows of U.S. capital to
foreign countries, with the exception of the 1067-58 period. The Brookings
study said that, although earnings primarily reflect investments made in previous years, recent new U.S. Investments abroad already seem to be contributing
to higher return flows to the United Statce.
In his message of July 18, 1063, introducing the proposed interest equalization tax, the late President Kennedy pointed out that total U.S. foreign investments amounted to an estimated $72 billion, including approximately $12 billion
of relatively low-yield loans extended to foreign governments by the U.S. Gov.
ernment and such agencies as the Export-Import Bank. Of the remaining $60
billion, the so-called direct investments account for approximately $47 billion,
while "portfolio investments" are estimated at roughly $12.6 billion. Total 1903
income enjoyed by the United States on account of foreign investments was
estimated by the President at $4.3 billion, which is the largest income item on
the U.S. balance of payments.
It is, therefore, not surprising that so much criticism is directed at the proposed legislation. While few can argue against the need for effective measures
designed to create equilibrium in our balance of payments, many are appalled
at the thought that the interest equalization tax is directed against the one
type of capital export which contributes more toward a future equilibrium than
any segment of our economy.
I would now like to comment briefly about developments here in this country
and abroad since last July which I believe call for a reappraisal of the need for
the bill at this time.
Since the introduction of this measure there have been several Important developments which already have and will continue to have in the future a favorable impact on our balance of payments.
The condition of economic growth in Europe and the. relatively slow growth
in the United States has been reversed. By the time H.R. 8000 was proposed
in July 1063, both the U.S. economy and the U S. securities markets were outstripping their oversea counterparts. Growing labor cost produced by a shortage of workers and increasing production costs and spiraling prices have produced the familiar profits squeeze in Europe and have slowed growth. American
investors also have been taking a much harder look at European companies.
Recent financial difficulties experienced by Machine Bull in France and Olivetti
In Italy have led to wide concern about the thin capitalization of many foreign
companies.
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European capital markets have expanded their internal lending activities
significantly In recentyears, even prior to the introduction of the proposed tax.
Thlls is a conclusion reached by a Treasury study entitled, '"A Descriptlon and
Analysis of Certain European Capital Markets," prepared for the Joint Econohile
Committee In connection with its study last year on the U.S. balance of payments.
This eximnsion has already resulted in increased market for foreign securities
in Europe. According to Secretary Dillon's testimony Monday, sales of foreign
securities in European capital markets increased from $200 million duringthe
tli'st half of 1003 to $000 million during the same period in 1004. This expanslon has made possible the financing of projects from domestic sources previously
financed with capital obtained in the United States.
Since the passage of the tax cut early this year, our investment climate has
improved and investment for plant equipment has increased substantially. Such
Investments were 3 percent higher dutriti the first quarter of 1004 than had been
anticipated as late as December 1903. The total of such investments for 1964
is expected to reach $43.0 billion, 10 percent alpo the fourth quarter of 1003,
and 12 percent above 1003 as a whole. In striking comparison, the actual Increase in capital spending between 1002 and 1003 was only 5 percent (increasing
from $37 to $30 billion. The improved investment climate created by the.tax
rut has attracted U.S. investment which would have otherwise been invested'
abroad and may attract additional foreign investment to the United States.
Another factor that must be considered Is the substaintal expansion of our
exports. Between 1002 and 1003, U.S. merchandlse,exports increased by $1.4
billion, from $20.0 to $21.0 billion compared with an increase of $500 million
between 1001 and 1902,. During the first quarter of this yeat, our exports were
running at an annual rate of over $24 billion, 21 percent higher thhn In th6 first
quarter of 1903. It is not very likely that this.increase will be sustained
throughout the year; nevertheless, such factors as the stability of prices in the
United States and continued Inflation in Europe and more effective export pro,
motion techniques will be of psslstance in naintalntng our export
a a high
level. On the other hand just such a factor as this'.lnterest equaliation tax
could put a real damper on it.
We must also take into consideration that in contrast to preceding years the
gold outflow has declined substantially in 10O-our gold stock declined by $460
million al compared wth $000 million in 1062-and during April 1004 bur gold
stock has actually increased by $178 million.
,
SThe most regrettable aspect of this measure Is that it Is another piecemeal
attempt to deal with a problem which s much more fundamental; Le., the Inadequacy of the International monetary system. This system was created In
the immediate post World War II period at a time when the major ehangee which
have taken place in the subsequent 16 years were not foreseen. the modernization of that system requires a new look at the adjustment process JIberent in the
present system and at the manner in which International credit is created by the
system. Today it takes years to eliminate major International Imbalances unless
they are corrected by measures which hamper econoticl growth apd World'trade.
There is a need for the development of a more flexible adjustment process-tn
the area of prices, wages, fiscal and monetary policies Interest rates-which
permits the speedy restoration of balance-of-payments eqilibrium without placing excessive penalties on one or another member of the system. There Is also
a need to provide for adequate international credit to permit a rapid expansion
of international trade and financial transactions.
Today, New York is the preeminent financial market of the world. This iS of
great economic and political importance. We displaced London as the world's
financial center because 6f the World Wars and the ensuing limitations that
Great Britain had to impose upon its capital markets.
It we can help it-and we can-we should not lose our present preeminence to

Paris, London, Zurich, or any other financial center.

This bill, coming on the heels of the April 21 report ssued by the Fowler coimmlttee-the Presidential Task Force on the Balance of Payments-w-tich suggests
euctlve approaches to our balance-of-paymenta problem on the basis of coopera.
tive steps by Government apd private enterprise, may .very wel coveitusf
our
friends overseas. O the one hand, we put barriers it the'wasyoif Ut. citizens
purchasing foreign securities, while on the other, we' propose to ptlrduide bfor
elgners to buy more U.S. securities.
What about alternatives? Of the several alternatives proposed I would recom.
mend to the committee's attention two possible approaches contained in two
amendments I introduced yesterday:
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(1) To give to the President, In lieu of the interest equalization tax, standby
authority to bring into existence a capital Issues committee to regulate the outflow of new securities; (2) should the committee decide to favor the present bill,
it should be amended to exempt from the tax any new debt or equity issue of a
foreign Issuer or obligor If not more than 25 percent of the principal amount of
bonds or number of share of the aggregate issue sold are sold to U.S. persons.
In addition the Secretary of the Treasury would have discretionary authority to
increase or decrease the specified percentage applicable to all issues from time to
time, in accordance with the Treasury's view on the U.S. balance of payments.
I am opposed to the tax In its present form. I do not believe that present
circumstances call for It. Should a new balance-of-payments emergency arise,
however, the Congress should give the President effective authority tb deal with
this situation. A capital issues committee, composed of representatives of the
financial community under the guidance of the Treasury or Federal Reserve
Board, could effectively limit the sale of foreign security issues to U.S. citizens,
residents, or to domestic corporations, or other entitles, public or private.
There is precedent for this amendment In section 708 of the Defense Production
Act of 1950, as amended, which resulted In the formation of the Voluntary Credit
Restraints Committee during the Korean war period.
There are several advantages to this approach. Such a committee would only
be established for the duration of an emergency and could be dismantled at will.
That would not be the case with the tax, which would remain In effect at least
until the end of 1965 whether needed or not and a law would have to be passed
to abolish It before hand.
Finally and very importantly, whereas the Interest equalization tax Is new
and untred--no one has had any experience with it in actual operation-a capital Issues committee Is a tried and true operation, which has not only been used
In this country, but in Switzerland, the United Kingdom, the Netherlands and
Prance as wll. It Is khown and trusted iu Western Europe. The Swiss Natonal Bank and the central banks of the United Kingdom, the Netherlands, and
France ex'rclse reviewing authority over foreign security Issues either alone or
jointly with private financial institutions. Therefore, the proposal for a capital
issues cominrltt If not a'new one. X may add thlatlt has the support of respected
members of th' flnancal community In the United States, Including the Association of Stock EHchange Firnis.
The second, alternative is based on a proposal made by Nathaniel Samuels
of Kuhn, Loeto & Co. of New York fnd Chairman of the Foreign Investmefit Cominttee of the' riv6stment Bankers Association of America. I believe this pro.
posal has a,gfeat deal of merit which would make'possible the tax free entry
into' the U.S. capitaltiarket of at least a certain percentage of new foreign
security Issties thereby ehbling the U.S. capital nimarket to retain Its preeminent
positibnia the World financial center.
In summiay, my position Is that the proposed bill is not ilow necessary, and
even if an emergency arose, it wo ld be unequal to the task assigned to it. I
also believe that there'are alternatives available that would be more effective
in correcting our Imbalance in International paymentA If a new emergency arose.

The CHJrA MAN. Thank you very much, Senator.

The Chair will

see that' our suggested amendments will come before the committee.
Yes, sir?.
(The amendments referred to follow:)

.

(H.R. 8000, 88th Cong., 2d sess.]

[Amenidmet No. 1094)
AMENDMENT (in the nature bf a substitute) Intended to be proposed by Mr.
'jAvis'to' i'.. 8000, an Act to amend the Internal Revenue'Code of 1954 to
impose a tax on acquisitio~b of certain foreign securities in order toequalize
cost of longer-term financing In tho Urifted Stafes and il markets abroad, and
iz: Strike out all after the enacting clause and insert In
for ohr p rpss,
s
iu.
"
'lleu thereof the following:
That (a) the President is authorized to consult with persons Inr the financial and
Investment field with a view to encouraging the makingiby such persons, with
the approval df the President, of t voluntary agreement or program limiting the
sale of new issues of foreign equity securities or debt obligations to eltizmns or
residents of the United States, or to domestic firms, corporations, or other entities,
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public or private. No act or omission to act pursuant to this Act which occurs
while this Act is in effect, if requested by the President pursuant to a voluntary
agreement or program approved under subsection (a) and found by the President to be In the national interest, shall be construed to be within the prohibitions
of the antitrust laws or the Federal Trade Commission Act. A copy of each
such request intended to be within the coverage of this section, and any modification or withdrawal thereof, shall be furnished to the Attorney General and the
Chairman of the Federal Trade Commission when made, and it shall be published in the Federal Register.
(b) Upon withdrawal of any request or finding made hereunder the provisions
of this section shall not apply to any subsequent act or omission to act by reason
of such finding or request.
(c) The President may delegate any power or authority conferred upon him, by
this Act to any officer or agency of the United States; except that in the event
such power or authority is delegated to any such officer or agency such officer
or agency shall consult with the Attorney General and with the Chairman of the
Federal Trade Commission not less than ten days before making any request or
finding under this Act, and shall obtain the approval of the Attorney General
with respect to any such request before making the same.
(d) This Act and all authority conferred thereunder shall terminate upon the
expiration of
years after the date of Its enactment.
(H.R. 8000, 88th Cong., 2d aesa.
(Amendment No. 1095]
AMIENDMENTS Intefided to be proposed by Mr. JAVITS to H.R. 8000, an Act
to amend the Internal Revenue Code of 1954 to impose a tax on acquisitions
of certain foreign securities In order to equalize costs of longer term financing Iti the United States and in markets abroad, and for other purposes, vis:
On page 51, line 9, insert the following:
i "(4) O(JrAiTN ornIR TRAiA'eCTIroNs.-Ar acquired by h utiderwriter In
connection with a public offering or private placemient'by a foreign issuer
or obligor provided that not more, thahn 25 percent of the.total number of
shares of stock or total principal amnoupt of debt obligations sold are sold
(including sa(es by others) to'Untted Str~te persons., The Beretary or his
*delegate may froib time to'tim tb regulatblr Increase or decrease such percentage that may be sold to United States persons, provided that any deScrease in the percentage theretofore in effectshall hot be effective until 60
days after notice of such decrease is published in the FoeyeralRegister. It
more than the prescribed percentage then in effect.ls sold to United State
persolis the pro4'lstoibt of this subparagraph slikl nevertheless be satisfied
if a tax equal to 150 percent of the tax imposed by section 4911 Is paid on
the amount ofsales to United States persons in excess of such prescribed
Any tax so paid shall be deemed to be a tax paid under section
percentage.
4911." "
!

On' page 1,; liie 24, after "p rsons" Insert the following "or the provisions of
parigraph (4) f section 4019 (a) have been satsfitd".
On page 51, line 25, after 'persons" insert: "or as to thesAtisfaction of the
-:
provlsons of paragraph (4) of section"4919(a)".
r On pag 02, line 0, after."person' insert; "or the provisions of paragraph (4)

Aecti6h 4919a) were satisfied".

"Oi page 62; line 1, after "persons" bikert: "or as t
provisions of paragraph (4) of section 4919(a)".
Seiltorii t
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extracted by the U.S. lender but obtained by him in an in-kind exchange transaction for other identical resources extracted by him.
The second problem is concerned with a situation not involving a
loan directly by the U.S. person Whose natural resources are involved-whlch may be ai exempt transaction under the present billbut involves a guarantee or other commitment by that person inducing
the making of a loan to a non-U.S. person by another U.S. person.
The third problem involves the facility loan provision of the present
bill which seems to require that the obligor itself construct the facility
with the loan proceeds. It should be made clear in the bill or in the
committee report that an affiliate of the obligor can construct the
facility.
The CIAIRArAN. Thank you, Senator.
Next witness, Mr. Dan Throop Smith.
Dan, we are glad to welcome you back once more to our committee.
You have been here many times, and you have furitished very valuable
advice and information.
STATEMENT OF DAN THROOP SMITH, PROFESSOR OF FINANCE,
HARVARD GRADUATE SCHOOL OF BUSINESS ADMINISTRATION
Mr. SIrrH, Thank you, Senator Byrd. It is always a great pleasureto be here again.
For the record, so that it may be clear; I am here on my own initiative,
my own behalf, and at my own expense.
The proposal for the interest equalization tax was an ingenious
device intended t< produce immediate results at a critical moment in
our continuing problems with the balance of payments. A large upward surge in foreign borrowings in 1962 and the first half of 1963
had pushed the adverse balance to a level that could net have been
sustained for long.
The attraction of borrowing here was based on lower interest rates
than in almost all other countries and, quite apart from'cost, on the
fact that our financial markets could absorb much larger issues than
could be placed in foreign financial markets. The relative importance
of these two favorable factors was not clear at the time nor has it yet
become clearby hindsight.
During tle present uncertainty, while the interest equalization tpx
is being considered by tlie congress , potentially taxable transactions
in foreign securities have been virtually suspended. Some resumption of new issues may be expected after the legislation is disposed of
that
the leadth of o ur financial
in one way or another. To the exterit
market is more important than our lower interest rates, whatevertax
cost is imposed on new bbid.issues will be absorbed by the borrowers
and some new issues will again be made. An adverse effet on our
balance of payments may thus.be expected by th remboal, of incertainty aboutthe extent of thenew tax cst, if any, .
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the basis of public hearings and with the collaboration of the Treasury. There has n6w been time for further reflection on the House
bill and, hopefully, additional improvements may be made by this
committee.
The improvement in the balance 'f payments in the past yeatlhas
been due to several factors. The pressures of cost inflation are, at

least momentarily, somewhat stronger abroad than they are here.
The terms of wage settlements this summer and fall will have great
importance in determining whether we can maintain this very inportant advantage. In view of the fact that the proposed tax is so
completely inconsistent with our basic philosophy'of free world capital movements, it is even more to be ho ed that this committee will
conclude that the tax should not be enacted.
Going on to discuss possible modification, Mr. Chairman, I wish to
emphasize that my first and principal point is thatthe tax should not
be enacted at all, even in a modified form. I was'delighted to hear
Senator Javits use a phrase, I think he said "breaks with tradition."
He also referred to elements of exchange control. I wish to associate
myself with that sentiment most heartily.
Looking back to the original Presidential message on this, it was I
thought disturbing, if I may even use the word. As I read one paragraph of it, I came very close to being heartsick at the interpretation
that was put upon the economicsituatio and the lack of appreciation
of the significance of this bill.
Specifically, in the Presidential message, it was stated:
This Nation will continue to adhere to Its historic advocacy
capital movements.

fpfreer trade in

I do hot see how this bill is consistent with adhering to historic
advocacy of freer capital movement.
,
h, I want to makeit
SIt was further stated in the same paragrt
equally clear that this Nation will maintain tlido r,agood as gold,
free interchange with gold at $35 an ounce, the i'datioh stone f tlie
free world trade and payments system"
It seems to me that this ir po l, as I siall indicate, iis elenteis
of selective: devaluditibn .and exchange control, that various eple
are being told that their dollars are not finely exchangeab int fo,,
eign currencies. The ;metaphor, the analogy that 'kees coining to
mmd is that of an attempt t cool things of by putting a tiermometer in refrigerator witi a glass door andlookingat tli iermO6mter'
and aing things are not as hit As'we tight they were.
Widi thio$e comments ori the basic minapro riateiesi of -fis ieg
imodi
latioti 1 I shall go on to imke crtin speoif!o proposals .for
tions if in the wisdom of this cor nittee its cidd that soi etlung
in this irea is necessary,
.
Ifhowever, this country is to iinpose restrictions on capital flows,
it. appears, tRhat tlis, cold be done in a 'less, objectionable manner.
forBrie f, the objective of the proposed tix i to,,discorage x
eign reliance on our financial mirkoets by increasing the cost of noteret
ut this would be don rnot by
to foreigners on securities sol4 here.
taxing foreign sellers of securities bu bby imposing hle penalty tax
on all UJ8. holdes of dollars who chose to .bity.foregn securities,
except for those qxempt4 undy tihe act. To be sure, the tax on the
U.S. investors will probably be shifted because it will' prevent them
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from buying foreign securities unless the foreign borrowers will pay
enough more to cover the tax. This might be well and good if the only
transactions involved were purchases of new issues of securities. Tihe
imposition of'the tax on the U.S. investors dould then be regarded as a
more convenient method of imposing a penalty tax on the foreign
issuers of securities .
But the tax is not confined to investors in new issues of securities.
It is imposed on ill purchasers of all securities, new and old, stocks
and bonds, except those of the less developed countries. This means
that an ordinary individual investor would find that his dollars were
at a 15-percent discount if he chose to use them to buy shares in a foreign company, even though the shares had been outstanding for a lon
time and had not been issued here in the first place, and even though
there had been no effort to sell them here at any time. This is the
basis for the statement that the tax comes uncomfortably close to a
form of selective devaluation of the dollar.
With this tax in its present form, our Government would make the
dollars of anyone choosing to spend them to buy foreign stocks worth
15 percent less than the dollars of anyone choosing to use them for any
other, purpose including the purchase of foreign currencies. In the
case of outstanding stock, the burden is entirely on the U.S. purchaser
since the foreign corporation issued the stock in the past and got its full
issue price at that time. The U.S. investors are simply told that their
dollars are not, for tils one purpose, as good as their dollars are for all
other purposes. It makes ame think back to the multiplicity of exchange rates that were developed in the various countries in the thirties,
most notably in Germany.
.
Symbols may be as important in economic affairs as politics.
They are particularly important in matters involving confidence in
the currency. Accordingly, I respectfully urge that the structhe of
the proposed tax be changed to i ikke it as clear as possible that the
intent is not to penalize 'all U.S. citizens who choose for one reason
or another to buy foreign securities as part of a general investment
portfolio. Rather if there is to be a penalty tax, to the extent possible
it should be explicitly directed toward the foreign issuer who chooses
to take advantage ofthe cheaper finteret and arge capacity of our
financial markets.
Specifically, since the large and disitiHve'issues were aliost entirelyin borids foreign stocks should be exempted entirely. Because
most individual ivestors who buy aiy foreign securities-- emphasize
individual 1ihvkstrs-probably buy stocks rather than bonds, the exemption of stcks will remove the symbol, ahd the stigma, of the'indirect exchange control anfd selective devaluation from all but a few
individuals who iay be preunmed to be highly sophisticated.
The overwhelming importance of bonds in comparison to stock is
shown in the exhibits sub iitted by Secretary Dilln in'thi
Hditse
hearing o pages 85 and 86. 'Ne* issues bf bonds taken by U.S.
residents were $1,002 million and $94 milliioh'ii 196 ard the first
h alfff 1963 respietively, Wlile newi issi of stobk were : 4 tillibi ad
$83 nilliodn for the same periods. Net purchases by U.S. residents
of oufstntiding bonds amo6uited td $29' fiillin and $104i
iillidh it' the'
same periods, while in outstanding stocks thbre were net purchases of
$26 million asid $ million. Thhd lihid been a sirg obi piirchases
,

ji
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of outstanding stock in 1961, amounting to $326 million, but this
appears to have been a monetary flurry as the glamor of the European boom reached a climax.
Reduced profit margins and real financial difficulties for some major
firms on the Continent have greatly reduced the attraction of investnent in stocks of Common Market countries, quite apart from the
appearance of the proposed interest equalization tax.
At a time when it is desired to encourage wider foreign holdings of
the stock in U.S. corporations, it seems peculiarly inappropriate to
take official action to limit purchases of foreign stocks by U.S. investors. That example is not likely to be ignored, I refer specifically
to the recommendation of the Fowler committee. I note also that in
the original Presidential message on the balance of payments out of
which this proposal came, there was a whole section, section 6, devoted
to investment by foreign savers in the securities of U.S. private companies, and proposals for changes that needed to be made here and
abroad to encourage foreign purchases of U.S. securities. Holw that
very important thing can be reconciled by a proposal to ipede U.S.
purchases of foreign securities I find it impossible to understand.
Senator BENNE'rr . r. ecretary, it is probably Biblical in its connotation, not to let your right hand know what your left hand is doing.
SMr. SMrrn.
Thank you, Senator Bennett.
Since it was large new issues of 'foreign bonds whicl created the
acute squeeze on our balance of. payments, one might suggest as a
second change ini the pending legislation that any"tax bO conffikd to
these issues and imposed directly on the borrowers for'tho privilege
of tapping outr markets for funds' If some tax is to be imposed, the
basic tax should be of this sort.
But a.'practical problem of enforcement is imnidiately apparent.
If the tax were confined to eqw bond issues in our inrrkets, ways iould
doubtless develop for (he issues to be made abroad and subsequently
resold here. Thus, to prevent avoidance, a tax oni tW sale'of existing
issues of bonds to.U.S. purchasers seems necessary and; as as ictical
a
matter, p tax on these transactions can most effectively be imposed
on the .S. urchaser ratherthan the foreign dollar.
This line of reasoning suggests a dual tax, a basic tax oh the foreign
issuer of new issues apd a complementary tax 6n th' U.S. tiurchasers
of existing issue with, f course, no additional tax on Uf.S. purchasers
who later buy some bonds from those issues on which the tax was paid
at the time of its issue by the foreign borrower.
This dual system of tax on foreign issuers and on U.S.'puchasers, it
may be argued, would be undily comp lex. Why not, it may be asked,
stick to a single
moint of impact? :ince a tax must be put on the
U.S. purchaser o outstandingg boids for enforcement purposes, why
not let it fall on t e U.S.purchaser in all.cases, as is doib in the legiston beforeyou.
The answer to this quetieon is not an easy one,' A balafiCe nsus be
achieved between,symbolism. and simplicity, ;For those particidarly
concerned to minirm -zeany
tint on tie ree use and convertiiiftiy of
the dollar, the advft:age o leaving the bas letax on tlhe
eigiA'issu'ieV
rather than the U.S. investor is great. The coinplmeiintary ta on
those U.S. investors who buy outstadingissues be$oi
.sulbbrdl
ate.
It would be more acceptable psychologically as,anecesary en forement device. The greater complicationdue to two bases of tit do's not
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seem excessive. The dtal tax would avoid the imposition of a basic
tax, in fact an exclusive tax, on U.S. citizens who choose to use their
own good, and heretofore freely convertible, dollars for a particular
purpose.
One additional modification may be desirable to minimize the burden
on our financial intermediaries. If a new issue of dollar bonds were
placed abroad by the underwriters to the extent of some large percentage, perhaps 75 or 80 percent, the entire issue might be exempted from
the tax. Foreign placement of dollar bonds o foreign issuers is a
relatively new procedure, developed in the last decade or so, but it apparently was being developed effectively prior to the proposal for the
interest equalization tax. It seems eminently desirable to encourage
this form of utiderwriting on a long-term basis. By giving exemption
from a tax on grounds ofde minimis for issues largely placed abroad,
there could be a strong inducement for underwriters to push ahead immediately in establishing channels and procedures which, once set up,
will have longrun advantages to our country.
The minimtimn fraction of bonds placed here without tax would
have an' adverse effect on the balance of payments, but for reasons
noted at the start of this statement, some resumption of new issues
may be expected anyway after the uncertainty about the pending legislation is removed. The differential advantage to the issuer of having
the bulk of new issues placed abroad would greatly stimulate underwriters to exert their very best efforts to push ahead on foreign sales.
The immediate advantage for our balance of payments of increased
foreign placements of issues which otherwise would have been largely
sold hel,
even with a tax, might well exceed the disadvantage of exemption of the minor fraction which could be sold tax free here. In
addition, the foreign profits and the establishment of continuing patterns of foreign placement would improve our balance of payments.
In summary, I urge that purchases of all stocks be exempted from
the proposed tax in order to minimize the flavdi of exchange control
and selective devaluation from this segment of international investient' which is in the aggregate relatively important for our balance
of payments.
Secondly, I suggest that'the basic tax, if this committee is convined tiiat some tx'is necessary, should be iriposed on those who borrow through new issues in order to make it cleh r that our intent'is
to put the charge on foreigners who choose to take advantage of our
broad and relatively cheap financial markets rather than penalizing
U.S. citizens who invest abroad. To complement this tax and prevent
its avoidance, a tax would probably also have to be imposed on U.S.
pirchasers of bonds other than those on which the tax was imposed
on the borrowers. The disadvantage of having these two taxes would,
I believe, be more than offset by the advantage of lessening the feeling
that the dollars of U.S. citizens are being devalued when used for investment purposes abroad.
Finally, I suggest that thought might be given to an exemption
froni any p:posed tax on hew issues of dollar' bonds when most of
them are placed abroad. This could encourage underwriters to develop, their placement activities abroad, thereby establishing procedures which would have both immediate and continuing advantages
for our balance of payments after any new tax lapses, as hopefully
it will very soon.
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I just returned to this country from Guatamala for this testimony
yesterday, so I had not heard of the previous testimony.
In chatting with Mr. Samuels this morning, I find the last of
my three points is somewhat in line with what he proposed yesterday.
I understand also it is in line with what Senator Javits proposed
as one of his two alternatives. I would like to associate myself
with those statements.
I appreciate very greatly the privilege of appearing before this
committee, Mr. Chairman. Thank you very much.
The CHAIRMAN. Senatoi- McCarthy?
Senator McCARTHY. Mr. Smith, up to now the only witnesses that
have spoken very strongly in favor of the interest equalization tax
have been the Treasury. Do you know of any economists or any advisers to the financial community, people in the academic community,
who do support the Treasury position on this legislation?
Mr. S rnTH. In my conversations I have not found any to the point
of identifying them. That is not to say they do not exist.
Senator McCARTHY. None at Harvard who-Mr. SMITH. Harvard is a large place with a large number of
professors. I am sure there is no institutional position on this or any
other matter.
Senator McCAnTHY. I did not ask you about the institutional
position. I asked you if there was anyone at Harvard at the present
time or are all of those people who supported this position once at
Harvard now in the administration ?
Mr. SrrTH. Well, my colleague and good friend Stanley Surrey
with whom I so frequently disagree on matters of tax policy I assume
supports this position.
Senator McCARTHY. I am thinking now of people who are outside of
Government.
Mr. Surmr. I am not trying to duck the question, Senator.
Senator McCARTHY. If you do know, because we have not had
any testimony really except the Treasury testified in support of the
program, and I wondered since you are in the academic community
whether there was support ainong economists who are, say, practicing
the science in its pure form or unrelated to Government agencies who
support the, if not the program, at least the principle of the interest
equalization tax.
Mr. SMITH. In my conversations I do not recall any individuals
that I could name, but I am sure there must be some who do support
it. I know there have been conversations on the relative merits of this
tax and on the Capital Issues Committee. I do not include in my
statement any reference to that. I would greatly prefer that, ahid
I think in some conversations with some of my fellow economists there
is a feeling if there were to be anything, some sort of a not too formal
Capital Issues Committee-moral suasion-might well be effective in
this area.
Senator MCCARTHY. Is it your opinion that the Treasury perhaps
overstates the case for the influence of this as pending legislation
upon the balance-of-payments situation ?
Mr. SMIrr. Well, I think there have been a great many other factors
working in our favor in the last 12 or 15 months. I do believe, however, that the pending nature of this bill has had an effect in deterring
34-037-64--17
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new foreign issues. As I indicated in my statement, it is my belief
that if this bill is regrettably passed, it will be followed by a resumption of foreign borrowings by those who would be willing to
paythe tax on new issues. In other words, whether the bill is passed
or not, I would anticipate that there would be some resumptica of
foreign borrowing. However, the amount that would have to be
paid in the tax may perhaps turn out to be the difference that leads
to a virtual temporary suspension of activities.
Senator McCARTHY. Do you think that same benefit might be se-

cured through the creation of a Capital Issues Committee of some
kind?
Mr. SMrrI.
Oh, I definitelySenator McCARTHY. Perhaps you testified to that in your state-

ment.
Mr. SMrrn. Yes. It seems to me that is an area where there are a
relatively small number of major underwriters who are highly responsible members of the financial community, a Capital Issues Committee
of some kind would be most effective. Senator Javits referred in his
statement to a precedent, I think in 1950, at the time of the Korean
war, when a small number of responsible citizens acted voluntarily to
solve a major credit squeeze. I believe moral suasion can be very,
very effective.
Senator MCCARTHY. I asked the Secretary whether he thought that
a Capital Issues Committee perhaps with some jurisdiction over issues
in the amount of $100 million or $200 million or more might not be
effective, and he expressed the opinion.that it would be practically
impossible to administer a law which was based upon some cutoff
amount or an amount at which jurisdiction begins. Would that be
your opinion or would it beMr. SMIrr. I see the problem of having an objective test. Take
one of the figures you mentioned, $100 million. If the desire was for
$150 million, there might be two $75 million issues in sequence. Perhaps that is what the Secretary had in mind. But in all respect, it
seems to me a Capital Issues Committee mniht be developed, might
be effective, without a very formal set of objective tests.
I have already twice used the phrase "moral suasion." I will use
it again if I may in this connection. I believe that there can be an
effective restraint short of legislation in this area by merely getting
the representatives of the leading firms together and impressing upon
them the importance in the national interests, if it is in the national
interest, of holding off for awhile on placements. However, I am not
convinced that such action is in the national interest.
Senator MCCARTHY. I have no further questions.

Thank you very

much.
The CHAIRMAN. Senator Bennettf
Senator BENNETT. Just to pick up that idea for one comment, the

device c i the Capital Issues Committee has the virtue that it is neither
official nor public. So that. it does not affect the reaction of the
American people or the people abroad. The public, the general citizenship of the free countries. Is that an accurate statement?
Mr. SMITir. That, I think, is an accurate statement, and I think it
points up the great advantage because the ordinary investors with their

"
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heretofore freely usable dollars would be completely unaffected. There
would be no taint upon the currency.
Senator BENNETT. That is all, Mr. Chairman.
Mr. Smith, I thanl you for your very valuable
SThe ChAIRMA..
contribution. I hope you will be back before the committee soon
again.
Mr. S3MrI. Thank you, Senator Byrd,
Te .CAIRMAN.Mr
, Oiu next witness is Mr.'Charles J. Hodge of Glore
Forgan & Co, of New York, who is appearing in behalf of Tropical
Gas Co.

STATEMENT OF CHARLES J. HODGE ON BRALP

OF TROPICAL

GAS cO.
Mr. IHDGE. My name is Chailes J.Hodgo, I am a member of the
investment banking firm of ,Gore, Forgan & Po., 45 Wall Street, New
Yoxr, N.Y. I am also a director, vic president, and chairman 0ofthe
executive committee of Tropical Gas Co., Inc.
I am appearing on behalf of Tropical Gas Co. Inc., a Panamanian
corporation having its principal oic at 2151 I'~Jeuno Road, Coral
Gables, Mimnii Fa,
P
hiclh I shall cill "Tiopical." Tropical is engaged in the sale of liquified petroleum products in the Caribbeani
and South America.
I am appearing today to'protest the provisions of the act which
would exempt front the iiiterest eualizatioR tax acquisitions of a stock
of 4 foreign corporation (where the majority of such stock' as owne
by U.S. persons) if the principal market for such stock during 196
was on a national securities exchaLng in tle Uxiited States, but not if
the principal market bf sch stock during 1969 was in the oyer:thecouh"tr'miaket iri the Uittd States.
I ain alao here to protest the fact that the stock of certain foreign
corporations conducing more than 80 percent of their business, in less
developed countries would be exempt from the proposed interest
equalization tax, but the stock of.erta]n foreign corporations coiducting more than 80 percent of their biisiness, in a combination of less deveoped foreign countries a'nd less deveoped possessions of the United
States would not be exempt from the tax.
STOCK HAVING ITS PRINCIPAL MAlKrET IN THE UNITED STATES,

1. Present langtuge of act: Proposed section 4920(a) (3) (last sentence) of the 1954 Code.
'As I understand the act, it' is intended to inhibit long-term capital
movements out of the'United States by imposing a tax on acquisitions
of certain foreign securities by U.S. persons. However, the provision
of the act which would become the last sentence of section 4920(t) (3)1
of the Internal Revefiue Code of 1954, if the act becomes law, would
exempt from the tax any class of stock.of a foreign issuer (other than
a registered investment company):
which is traded on one or more national securities exchanges registered with fie
Securities and Exchange Commission, if the trading on such national securities
exchangesconstitited the principal market for such' class of stock during the
calendar year 1902 and it, as of the latest.record date before July. 19,1903, more
than 50 percent of siuht' class of stock was held of record by United States
persons.
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In other words, a pircticular class of stock of a foreign corporation
would be exempt from the tax if (1) the prinlcpal market for such
class of stock durin 1962 was on national securities exchanges in the
United States andn() if more than 50 percent of such class of stock
was held of record by U.S. persons on the last record date before July
10, 1963.
2. Tropical's position: No logical distinction can be drawn, for
purposes of this tax, between stock traded on a national securities
exchange and stock traded in th6 over-the-counter market.
The stock of Tropical was not listed on a national securities exchange during 1962 and consequently cannot qualify for exemption
under the foregoing provision. However, the principal market for

Tropical's stock during 1962 was clearly located in the United States,
whore the stock was actively traed in the over-the-counter market.
In fact. as of the latest record date before July 19, 1963, not simply
more than 50 percent, but more than 95 percent of the common stock
of Tropical was held of record by U.S. persons, and still is owned by
such persons.
Three issues of the common stock of Tropical have been registered
with the Securities and Exchange Comission, and Tropical is required to report annially to the Commissi6n just like any listed
company.
It is Tropical's position that there is absolutely no logical reason
for exempting from the interest equalization tax the acquisition of
stock of a foreign corporation that was traded on a national securities exchange in the United States during 1962 and had its principal
market on such exchange, and not to exempt from the tax the aciui-

sit.ih of stock of a foreign corporation (such as Tropeial) that was
actively traded in an over-the-counter, market in the United States

during 1962 and had its principal market on such over-the-coliter
market.
8. Effect of tax: The tax wold damage Tropical and its' U.S.
shareholders by making it impractical for Tropical (i) to acquire
direct ownership of foreign corporatibni through exchanges of stock
and' (ii) to compensate foreigh employees with stock under stock
6pti6 and purchase plans.
Tropical is a growing company in a growing industry and is ir:
the process of acquiring other foreign corporations in Central ancI
Soutlh'America and operating them as subsidiaries. Tropical wouli
prefer to offer its stock to the people who own those foreign corporal tions, who generally are neither citizens or residents of the I nite1
States, in exchange for their stock, rather than to use U.S. dollars

to acquire the assets of these foreign corporations to the detriment
of both Tropical's cash position and the U.S. balance-of-payments

position. However, Tropical is now being required to pay a premium

for the stock of these foreign corporations, when it offers its own
stock in exchange, because the sellers believe that the Tropical stock
will be subject to the interest equalization tax when they sell such
stock to U.S. persons in the United States, where the principal market
for such stock is located.
There is still another way in which Tropical would be damaged if
its stock were subject to the interest equalization tax. Practically all
of Tropical's business is in less developed countries and loss developed
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possessions of the United States. Much of Tropical's success in those
areas has been attributable to the development of a fine staff of local
managers. The majority of these managers are not citizens or residents of the United States, but are citizens and residents of the countries in which they are employed. Tropical has offered these employees its stock, under stock option and stock purchase plans, in

m a proprietary interest in the company by which
order to give hem
they are employed. Obviously, the stock of Tropical is much loss
attractive to these employees if it. will be subject to an interest
equalization tax when they sell such stock to U.S. persons in the
I united States, whore the principal market. for such stock is located.
4. Treasury's position: The Treasury states that it is difficult to
determine the location of the principal market of a stock which is
traded in the over-the-counter market.
On December 23, 1903, Mr. Fred II. Billups, president of Tropical,
wrote Senator Smathers calling his attention to the exemption in
the last sentence of section 4920(a) (3) and to the fact that this exemption would not extend to the stock of Tropical and other foreign
corporations, even though such stock was chiQfly owned by U.S. persons and the principal market for such stock was in the United
States, if the stock was traded in the over-the-counter market rather
than on an exchange. Senator Smathers forwarded this letter to
the Treasury Department, and Assistant Secretary Stanley S. Surrey
replied in letters dated January 2, 1964, and April 2, 1964. In these
letters, Secretary Surrey took the position that it was not possible
to identify where the principal market for over.the-counter securities
exists, stating:
Tho basic difficulty in determining the location of the principal market with
respect to over-the-counter companies Is that there Is no reliable central source
of Information as to the volume of transactions occurring in the over-the-

counter market in different countries, Comparable to the exact volume figures

maintained by exchanges as to transactions occurring through their facilities.
I should also mention that we have received no proposals or suggestions from
the National Association of Securities Dealers, the agency which is responsible for regulating trading in the over-the-counter market, as to the method
by which the location of the principal market should be determined.

5. Tropical's position: It is not difficult to determine the location
of the prmiipal market of a stock which is traded in the over-thecounter market,

It simply is not true that it is difficult to determine the location
of the principal market of stock which is traded in the over-thecounter market. Tropical's only transfer agent and registrar are both
located in the United States and have complete files on the record
ownership of its shares and on all transfers of such record ownership.
A more glance at the list of stockholders is generally sufficient to
establish where the principal market of a security is located. In
tie case of Tropical's stock, for example, it is perfectly clear that the
majority of the stock is held by very small stockholders living on the
equivalent of "Main Street" in cities and towns all over the United
States. Theereare, of course, few stockholders with foreign addresses. The only large blocks of stock, however, are held in "street
name"' and, of course, Trbpical is aware of who these stockholders

are. They include Yale University, Beacon Fund, Massachusetts

I.

* Ir *
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Institute of Techholody, Northwestern' Mfutual'Life Instranico Co.,

Colonial Fund ind so' frth.
It is true thiat stock can always be transferred by endorsement and
delivery of the certificates, but this'is equally true of stock listed
on an exchange as it is stock traded iin'the over-the-counter market.
It is ilso true that some foreign corporations issue bearer shares, but
it would be perfectly,iimple to deny the exemption to any class of
stock represented in whole or in party bearer shares.
I appreciate thit the act before this cdonm ittee is extremely complex, and that the Treasury i confronted with major problems in
administering it. However, if the act is so complex that it cannot
fairly' alieve its'objectives, then it should not be reported favorably
by your committee. In the present case, I believe that the objections
to the act can be remedied.
.6. Suggested amendment: The Nationl-Association of Securities
Dealers should be permitted to certify, when they deem it appropriate,
that the principal market for particular stock is in tih United States.
The problem which Secretary Surry anticipates in' determining
the location of the iiti'i1l market of a stock which is traded in the
over-the-counter market car 'be easily solved. The act already gives
cognizance, in proposed section' 4918 (d), to the existence of "a'national securities association registered with the Securities and Exchange Conmi mission " and youf have Already'heard testimony by representtalives 6f such' n association, the National Association of Securities Dealers. Obviously, this organization is fully'qualified to
determine when the prii al market for a particular security that
is only traded in the over-the-counter market is located in thd United
States and to certify that fact to the-Secretary of the Treasury.:

To implement0-this procedures the last sentence of the proposed
section4920(A) (8) could be ameided'to r~d' as f6ows:

A foreign corporation (other than a company registered under the Invest-

ment Company Act of. 1910), which files:reports oUh the Seourities aild Ezchange Oommtsslion pursuant t1oseotions 13 or 15 (t)of thd;eouritles Act of 1934
shall not be considered a' foreign issuer with'reepect to any class of It' stock
which Is traded on 'one or more national securities exchanges 'registered' with
the Securities and Exchange Cqmliss1fo or in any over-the-counter market or
mndkets fti the Vlitted tidtes, if the'tradink on such nafl6hal secrities exchaiges
or in such over-the-oountbe marketik onstituted theprincipall market,for such
class of stock during the calendar year 1062 and If, as of the latest record date
before July 19, 1063, more, than 0 percent of such, lnss ,,f stock wahs held
of record by United States persons. Trading In over-the-counter nmrket# in the
United States shall only be deemed 'to 'hdve constd'ited the irinElal market
for a clasof stock during the balendaer ear 1968 if stch 'fact is certified to the
Secretary by. a national securities asioblation, registered with the Securities
and FRohange Compnsson, qnd if no .par of such stock tIoa represented at
any time during 1965 by bearer shares. [ New, material Italicized.1

:7. Alternative amendment: The exemption should apply to the
stock of a foreign corporation, after it has been listed on a national
securities exchange, even though it was not listed in 1962, if ithe
principal market for the stock is on such exchange.
Tropical has filed a.listing application with the American Stock

Exchange and a registration. statement with the Securities and Ex
change Commission pursuant to the Securities Exchange Act of 1934.
It is anticipated that such listing application will be granted and that
trading on such exchange will thereafter constitute the principal
market for the stock of Tropical.
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If the act is not amended as described above, I respectfully request
that it be amended to permit foreign corporations to qualify for the
exemption on the basis of facts subsequent to 1962. In this connec-

tion, I would emphasize that we are not concerned here with a siubstantive question of where the principal market of a particular stock
is located, but with an evidentiary problem which (the Treasury assorts) can only be met by listing the stock on a national securities
exchange.
My proposal would be to amend the last sentence of section 4920(a)

(3) to read as follows:
A foreign corporation (other then a company registered under the Investment
Company Act of 1940) shall not be considered a foreign Issuer with respect to
any class of Its stock which Is traded on one or more national securities exchanges
registered with the Securities and Exchange Commission, If the trading on such
national securities exchanges constituted the principal market for such class of
stock during the calendar year C1962] immediately preceding the calendar year
in whfch the acquisition is made and it, as of the latest record date before
July 19, 1963, more than 50 percent of such class of stock was held of record by
United States persons." [Deleted material placed In black brackets; new material Itallcled.]
STOCK OF FOREIGN CORPOIRTIONS DOING BUSINESS IN LESS-DEVELOPED
COUNTRIES AND LESS-DEVELOPED POSSESSIONS OP TIlE UNITED STATES

1. Acquisitions of stock of "less-developed country corporations"
would be exempt from the tax: Proposed section 4916(a)(2) and

4916(b).
Under the provision which would become section 4916(a) (2) of the
Code, acquisitions of the stock of a "less-developed country corpo'ta-

tion" would be exempt from the interest equalization tax. A lessdeveloped country corporation would be defined in section 4916(c)

as a foreign corporation which met either (i) the requirements of sece
tion 955 () (1) or (2) of the Code, which is part of "subpart F" relating to controlled foreign corporations, or (ii) a special test set forth
in the act. Under either test, the foreign corporation would be re-

quired to establish that 80 percent or more of its gross income was
derived from sources within, and 80 4percent 'or more in value of its

assets were located in, "less developed countries," with certain adjustments.
DFo
purposes of either test .owever, the determination of
whether a foreign country was a less-developed country would be deter-

inined by this act (and not by reference to subpart F).

2. A "less developed country" under the act: Puerto Rico and other
possessions of the United States could not be designated as such, ,
The act would define'a 'less developed country" in section 4916(b),

thlie pertinent part of which would read as follows:

(b) LEss DEVELOPED COUNTRY DEFINED.-For purposes of this section, the
term "less developed country" means any foreign country (other than an area
within the Sino-Soviet bloc) with respect to which .* * * there is in effect an
Executive order by the President of the United States designating such country
as an economically less developed country for purposes of the tax Imposed by
section 4911. For purposes of the preceding sentence, Executive Order Numbered 11071, dated December 27, 1962 (designating certain Areas as ec6onbtially
less developed countries for purposes of subparts A and F of part III of subchapter N, and section 1248 of part IV of hubchapter P, of chapter 1), shall be
deemed to have been is.ued'and in effect, for purposes of the tax imposed by
section 4011, on July 18, 1963, and continuously thereafter until there is in effect
the Executive order referred to in the preceding sentence.

-
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3. A "less developed country" under subpart F: Puerto Rico and
other r possessions of tie 1united States can he designated as such.
Section 955(c) (3) of the code, pursuant to which the foregoing
Executive order was published, provides in part as follows:
D COUNTRY DEFINED.-For purposes of this subpart, the
(3) IE88 DRVKI.OPE

term "less developed country" means (in respect of any foreign corporation) any
Sino-Soviet bloc) or any possesn area
r thenw
foreign country (other than an
sloni of thc hUited States with respect to which, on the first day of the taxable
year. there Is In effect an Executive order by the President of the United States
designating such country or possession as an economically less developed country
for purposes of this sublprt. [Italic supplied.]

In Executive Order No. 11071, the President designated the Commonwealth of Puerto Rico and all possessions of the United States
as economically less developed countries. I believe it is safe to assume, both from the language of that. Executive order and from section
7701(o) of the code, that he did so, in the case of Puerto Rico, on the
assumption that Puerto Rico was a possession of the United States,
rather than a foreign country.
I take it that you will agree with me that, because of the deliberate
omission of the words "or any possession of the United States" in the
act before you, the President cannot designate Puerto Rico or any

other possession of the United States as a less developed country for
purposes of the interest equalization tax.
4. Tropical's position: There is no logical reason for exempting
from the tax acquisitions of the stock of corporations doing business
in "less developed foreign countries," and not in "less developed
possessions of the United States" as well.
If Puerto Rico is regarded as a less developed country, Tropical
would appear to have derived 80 percent or more of its gross income
from source within, and had 80 percent or more in value of its assets
. developed countries within the meaning of the act.
located in,
Accordingly, acquisitions of its stock would be exempt from the tax.
Apparently the President regards Puerto Rico as a less developed
country or he would not have designated it as such for purposes of
subpart F. Accordingly, it seems unreasonably restrictive not to permit him to designate it as such for purposes of the interest equalization

tax as well.

5. Suggested amendment: The President should be given authority
to designate Puerto Rico an'd other possessions of the United States
as "less developed countries" for purposes of the interest equalization
tax.
I respectftally request that the act, be amended to insert the words
"Puerto Rico or afy other possession of the United States" immedi-

ately after the words "foreign country (other than an area within the
Sini-Sovet b loc)" in section 416 (b).
SV3ItMARY OF RECOMMENDATIONS

I appreciate the fact that we are dealing with a very complex piece
of legislation. Nevertheless, the act is so arbitrary in certain areas

that it. will operate to the detriment of certain foreign corporations
that are principally owned by U.S. persons, and to the detriment of
tlJose U.S. persons, without furthering the policy which the act is
intended to implement.
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For this reason, I have suggested that the act be amended in one
of the following three respects:
1. A foreign corporation should not be considered a foreign
issuer with respect to any class of stock which is traded in overthe-counter markets in the United States if more than 50 percent
of such class of stock is held of record by U.S. persons and a
national securities association registered with the Securities and
Exchange Commission certiles that trading in such markets constituted the principal market for such class of stock during 1962.
2. A foreign corporation should not be considered a foreign
issuer with respect to any class of its stock which is traded on
national securities exchanges if more than 50 percent of such class
of stock was held of record by U.S. persons and trading on such
exchanges constituted the principal inarket for such class of stock
during the calendar year preceding the calendar year of acquisition.
3. The President should be given authority to designate Puerto
Rico or any other possession of the United States as a less developed country for purposes of the interest equalization tax, as ie
has in fact designated them for purposes of "subpart F."
The CIAIRMAN. Thank you for appearing, Mr. Hodge.
Our next witness is Mr. Robert W. Haack of the National Association of Security Dealers.
Proceed, sir.
STATEMENT OF ROBERT W. HAACK, PRESIDENT, NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC.; ACCOMPANIED BY H. L.
FROY, CHAIRMAN, FOREIGN SECURITIES COMMITTEE; AND
MARC A. WHITE, VICE PRESIDENT AND GENERAL COUNSEL
Mr. IIAACK. Mr. Chairman and members of the committee, I am

Robert W. Haackt president of the National Association of Securities
Dealers, Inc. With me are H. L. Froy, chairman of our Foreign
Securities Committee, and Marc A. White, vice president and general
counsel of the association.
The National Association of Securities Dealers, Inc., which is registered with the Securities and Exchange Commission pursuant to
section .1A of the Securities Exchange Act of 1934, is a nationwide
organization of approximately 4,000 broker/dealers formed to carry
out regulatory functions for the securities industry and to promote
just and equitable principles of trade for the protection of the public.
My statement sets forth the views of our association regarding the
proposed interest equalization tax embodied in H.R. 8000.
Our association is wholly in accord with the administration's objective of taking appropriate steps to eliminate the adverse balance-ofpayments problem. In our presentation before the House Ways and
Means Committee last August our association indicated its opposition
to the enactment of the proposed Interest Equalization Tax Act as
being an inappropriate and ineffective solution to this problem. Having made this statement nearly a year ago we now find that develop-'
ments during the intervening period strongly reinforce the position
we took at that time. Without pretending that the balance-ofpayments problem has disappeared, we believe that there is even less
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reason now than at that time to regard this measure as an appropriate or desirable solution.
The balance-of-payments problem is a highly complicated one
and has many facets. To take just one figure for the deficit in payments is quite misleading. The overall payments deficit differs from
the deficit on regular transactions; the latter excludes special Government receipts and return of short-term funds to this country. One
must keep in mind the important distinction between the private sector, which through its foreign trade and investment activity has
returned a rising surplus, and the public sector, which through foreign
aid and similar payments had caused a deficit greater than the returns
of the private sector.
This bill proposes to remedy the disease by attacking the healthy
parts. The role of the U.S. dollar as the free world's key reserve currency rests separately on the free flow of capital across national
boundaries. The interruption of this free flow would threaten to
jeopardize the standing of the United States in the world's financial
markets.
One cannot interfere with the outflow of private capital without
immediate repercussions on the quantity and direction of the related
inflows. If foreigners have to absorb, as they have for over a year
now, large quantities of their own securities sold by U.S. citizenswhich by itself produces a surplus of several hundred million dollars
a year at present rates-then these foreigners will no longer be able to
invest corresponding amounts in U.S. securities.
The July 18 balaniceof-payments message by the late President
Kennedy contained a number of recommendations intended to bear on
this problem. The first requirement was to expand our exports.
IHere, the private sector has performed magnificently with an increase
of $1.2 billion. In recognition of the need to deal with an alarmingly
high public sector of the deficit the message recommended a sharp
re action in the requirements for overseas expenditures. This has
not been attained, and the report of the 3ank for International Settlements, which has just been released, states that the immediate need
is to reduce Government expenditures abroad.
The Secretary of the Treasury, however, continues to propose a
measure which, given the uncomfortably high deficit of the first 6
months of 1963, may atthat time have recommended itself as at least
one of several measures worthy of your consideration. Developments
since then, however, tend to underscore the grave doubts that the
remedies proposed in the area of private portfolio investment are
either practical or appropriate. Nor is there any basis in the statistics
available to us so far to indicate that the substantial improvement in
the balance of payments since then is in any significant wiy attributable to the proposal now before you, as a result of its suggested
retroactivity.
SThere are a number of main currents in the complex interrelationship of international payments besides direct investment, which remain unaffected by the proposed interest equalization tax. The area
of portfolio investment breaks, down into securities, with their significant differences between debt and equity, on the one hand, and
bapk loans on the other hand.
Despite its name, the interest equalization tax proposal addresses
itself to debt and equity securities alike, even though no one has ever
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suggested that foreign stocks have been acquired by Americans for
their higher yields. Moreover, there is an important distinction to
be made between the placement of new securities flotations in the
main, to the extent that they are acquired by domestic residents, and
acquisitions of securities issued a long time ago. In fact, there has
long been a niarked divergence in the pattern of the flow of funds
.:
caused by these activities.
By its very nature the function of being banker to the free world
implies that a good deal of the capital raised by American underwriters wduld stem from domestic sources, thus leading to an outflow.
If this outflow has, in recent years, given rise to deficits, these must
be considered in the longer term framework of an experience in
which American investors have been net sellers of foreign dollar
bonds for over two decades between 1930 and 1950. Thus, the bulge
in recent years has been followed by a return to a more normal
relationship consistent with our international responsibilities on the
onei hand and the increased credit worthiness of foreign borrowers
on the other. This experience stands in sharp contrast with the
pattern of investment in existing securities, mainly equities, in which
a pronounced increase between 1959 and 1961 .then gave way to an
equally sharp reverse movement which brought back hundreds of
millions of dollars to the United States. At the time of the July 18
balance-of-payments measures Americans had beeh net sellers of these
outstanding securities for several calendar quarters. Since the first
quarter of 1963, during whichrAmerican investors still bought about
$40 million worth of foreign equities, we, have reached an $89 milw
lion surplus, representing sales in excess of new purchases in the
first quarter of the calendar year.
Of course, there is an obvious and intimate relationship between
American portfolio; investment abroad and foreign .purchases of
U.S. securities, both stookd and bonds.' In actual fact, for many
years foreigners have bought American securities in amounts greatly
exceeding thedollar outflow cused by American purchases of for.
eign securities. Even in the peak year of 1961 when American purchases of foreign equities had reached a record $870 million, foreigners
purchased $322,700,000 of domestic stocks from us. If we include
foreign purchases of U.S. Government bonds, corporate bonds, and
equities during that year we' find foreign purchases aggregating
$735.7 million compared to total American purchases of foreign
securities, both stocks and bonds, of $880.4 million. In other words,
in a year marked by record purchases of foreign equity securities
by Americans, often at peak prices, the debit of the U.S. balance of
payments as a result of international securities transactions b.tven
the United States and the rest of the world was only a little less
than $100 million, representing 3.2 percent of that yeaI's total deficit
of $3.071 billion.
In the course of last year's,hearings before the House Ways and
Means Committee, it was pointed out that, by concentrating on
securities while granting a broad exemption to long-term bank
loans, the Treasury had opened up a potentially wide avenue for
shiftingthe outflow from securities purchases to bank loans, thus completely neutralizing the intended effect of this bill. There is now
abundant evidence that this prediction has come true. The rise of

-Ip
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new long-term bank loans to foreigners within the categories exempt
under the bill which had averaged only $187.45 million between
1951.and 1961, and which had never exceeded the amount of $34,300,000 shown in 1957, shot up by an, unprecedented $845 million
last year, the vast bulk of which took place in the second half following the interest equalization tax proposal. For the first 3 months
of 1901--the latest data available-the annual rate of outflow rose
by about the same amount. In March alond, $115 million of new bank
loan money flowed out net after repayments.
SIt should be clearly understood that a very considerable proportion of these loans does not in any sense relate to the financing of
the export of American-made goods. Quite the contrary can be
assumed, since the financing of US. exports generally takes the
form of redit extended for less than 1 year. At the same time the reduction in holdings of foreign securities and their replacement by a
portfolio of long-term credits have not helped the composition of
our privately owned assets abroad from the viewpoint of liquidity,
since securities can be sold on the market, but bank loans cannot.
On'theother,hand, the interest equalization tax proposal has had
profound effects abroad. Foreign purchases of domestic securities
have declined drastically; foreigners, who had consistently been net
buyers of American stocks during the last 5 years turned sellers to
the tune of $26 million in February and $51 million in March. This
stands in charp contrast to the purpose of point 6 of President Kennedy's balance-of-payments message in which he called for "a direct
action program to promote oversea sales of securites of U.S. companies.
To carry out this recommendation, President Kennedy appointed a
task force :tor this specific purpose headed by Mr. Fowler, former
Under Seoretary of the Treasury. It would be idle to expect recommendations of this kind to be accepted abroad when the administration proposes to curtail its own contributions to the cause of international financial cooperation. This is all the more regrettable since
the great success of international cooperatiofi in the feld of short,
term capital movements has played a signal role in protecting the
position of the dollar during the critical years behind us. The
administration should not undermine tJiis highly commendable
development in the field of long-term finance.
More significantly,' the very existence of these proposals has distorted the pattern of international capital flows in a number of
ways-all of them prejudicial to the national interest-including the
balance of payments itself.
The pending proposal has profoundly disturbed those of our European friends that have been of assistance to us by holding dollars
rather than asking for conversion into gold. Nothing can be more
prejudicial to these friends' efforts than ttis proposed patent demonstration that the dollar's universal usefulness is being impaired.
That usefulness is fundamental to its continuing functioning as the
key reserve currency of the free world. Europeans, with long memones of foreign exchange controls and restrictions on international
payments, are extremely sensitive to the implications of this first step.
In concision, gentlemen, the National Associatioi of Securities
Dealers, Inc., feels that this proposal has outlived its applicability
and usefulness under today's circumstances. In 3 months' time
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representatives of the free world's financial institutions will meet
in Tokyo for the purpose of developing a joint approach to the
solution of their individual economic problems through mutual
cooperation and not at the expense of each other In our opinion,
it would be a profound mistake for the United States to jeopardize its
traditional leadership in this arew by; unilateral action of the kind
proposed here; and accordingly, we believe this legislation should
not be enacted.
Thank you.
The CAIrAMAN. Any questions
Senator MCCARTHY. I have no questions.
Senator BENNTTr. No questions.
The CHAIRMAN. Thank you very much, Mr. Hiack.
Mr. HAACK. Thank you.
,
The CHAIRMAN. Our next witness is Mr. I. W. Burnham II,
Burnham &Co.
Take a seat, sir, and proceed.

STATEMENT OF I. W. BURNHAM II, SENIOR PARTNER, BURNHAM
& CO.; ACCOMPANIED BY ANDRIES D. WOUDHUYSEN, PARTNER
Mr. BURnjAM. Mr. Chairman, members of the committee, I am
grateful for the privilege of being able to testify before this committee on the interest equalization tax bill. I have been, active in the
Nation's financial community, for 80 years, and I am founder and
senior partner of a firm of stockbrokers and investment bankers which
is recognized for its prominence in the international securities business. I am accompanied by Mr. Andries D. Woudhuysen, partner in
my firm in charge of the foreign securities business.
The subject before you is an exceedingly complex one, nd it is very
difficult for any witness to present adequate testimony in the brief time
allotted. I will however, attempt to make my statement as precise
and clear as possible. ,: ,
It will consist of two parts: first, a general critique of the bill, and
second, certain specific suggestions for improvement of the bill,
The bill before yoyu is a complex piece of.legislation touching on
very important aspects of 'the U.S, economy and its relations with
the rest of the world, With the amendments proposed by the Treasury
Department the bill is oven more complicated. There are a great
many problems involved in this measure as is evidenced Iy tlie number
of witnesses whi have asked to appear before this cnmmitoe in oppositio to i. I know that lhis committee has traditionally exercised
great care nd thoioilghness in dealing with legislation that has come
before it. 'x wish to express the hope that the committee will exercise
its customary hre arid prudence in rview arid study.of the Ii,.
Indeed, I would, re ommen very strongly to the comri ttee that
ther is no urKgeny attiahed to the ei)nctment of .this egi slatio i this
Congress 'he committee, in my opinion, should not hesitate to dQfer
action n it, pe ding the lnd of dreful study which th bi} desrves.
Postponement of final ,ctiqi by the committee on thip bjil in tlis
session would not
p betarifu1
to or inconsistent .with the ob ectives
of the administration ain 0 e Treasury Departmen tfor th following
reasons:

,
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First, the bill has been pending since and is retroactive to July 19,
1963. It has been quite effective in eliminating new issues in the
United States of foreign securities over the roughly 1 year that the
bill has been pending. Indeed, it has been suggested by many-and
Secretary'Dillon concurs-that it is more effective in its.present status
than it would be if enacted. If the bill is not enacted this session its
effectiveness would not be impaired.because it can be reintroduced in
the next Congress, and the Treasury Department could announce that
it would seek to make the bill retroactive to, say, July 1, 194. Such
an announcement by the Treasury Department of its intention would
have the same effect the bill has had for the past year. Nothing therefore would be lost by following this course of action and much would
be gained. Thiis committee and the Senate as a whole would have an
opportunity to study the bill with the care it deserves. Further experience would be gained for the balance of this calendar year with the
U.S. balance-of-payments situation which has shown substantial improvement in the first quarter of 1964. By the time the bill is reintroduced in January 1965 the Congress would have a better basis on
which to decide whether legislation in this area is necessary and, if
necessary what form it should take.
Secondly, with further experience the Congress would be in a position to judge whether the bill is fully eective, as well as desirable.
I refer particularly to the very substantial growth in commerce a bank
lending which has taken place since the introduction of the bill and
which has had the effect of undoing the major benefits sought by this
legislation.
In this connection, I would like to quote from an article in the New
York Times for May 8 1964, entitled "Banks Increase Loans Abroad,
but Minimize Interest-Tax Role":
How much did U.S. banks lend abroad last year? There is some dispute about
what the figures really nean.
According to the Department of Commerce, banks lent $1.28 billion (after
allowing for repayments), up from $400 million in 1962.

The Journal of Commerce, in a story on the equalization tax bill
dated June 17,'1964, noted the following:
Since the tax Was first proposed last July, commercial banks' shoit-term claims
on foreigners have risen by nearly $1 billion.

The approach taken in this bll must be seriously questioned on the
grounds of effectiveness, need, and equity. The overwhelming majority of foreign capital transactions' in the U.S. balance of payments is
not covered by the bill, and some classes Of transactions are covered
even though they have represented a net inflow of dollars into the
United States during the 18 months previous to the announcement of
the interest equalization'tax, and thus have bee helpful to the U.S.
balance of payments.
Concerned with the upsurge of investment in new issues of foreign
securities (largely foreign-debt securities) in the first half of 1963,
the Treasury Department sought the means to reduce such investment
though th6 application of an interest equalization tax. I have no
doubt that'this tax has been effective over the past year in restraining
new issues in the U.S. market, 1 do entertain serious doubts-evidently shared by Secretary Dillon--that theinterest equalization tax
will be effective with regard to new issues, once it is enacted. The
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Secretary testified last Monday that, with regard to new issues which
are the focus of the legislation, there is bound to be an increase in their
flotation in the U.S. market once the bill is enacted. How much of an
increase will develop cannot, of course, be predicted; but there is no
reason to believe that it would be substantial. The size of the U.S.
financial market is unparalleled and the facilities it provides for
borrowing and equity investment are unmatched. Once the tax is
enacted and enters into the calculations of lending and borrowing,
there is no question in my mind that there will be a very substantial
increase in new foreign issues floated in the U.S. market.
There is thus reason to believe that the present effectiveness of the
bill with regard to new issues is not a test of its effectiveness once
enacted.
In that respect, the suggestion that a voluntary capital issues committee would be much more effective and infinitely less cumbersome
and dangerous, has great merit. What will happen once the proposed
interest equalization tax is enacted and foreign borrowers decide to
pay the 1 percent annual additional cost on foreign borrowing in the
United States, either because the amounts they require are just not
available elsewhere or because it is still cheaper to borrow in the
United States than in their own country, or because interest rates in
other capital markets have increased to the extent that the tax has
lost its supposed equalizing power? Is this not what Secretary Dillon
meant when he testified last Monday that he did expect the Japanese
to be back in our market once the bill is enacted What, then, is left
of the restraining power of the interest equalization tax? Does the
committee expect the Treasury to come back to the legislative branch
of the Government next year with new proposals to raise the tax rate
from 15 percent to 30 percent and perhaps again later, to raise it to
45 percent
The proposed tax is not effective even with respect to "new issues"
once the imaginary differential of 1 percent between interest rates in
the United States and abroad has disappeared, whereas a voluntary
capital issues committee would be effective under all circumstances.
The authority, under the auspices of which the capital issues committee operates, merely has to determine how much money we as a Nation
can afford to lend to foreigners from quarter to quarter, and that
would be the ceiling, whatever foreigners can afford to pay or are
willing to pay in terms of interest rates.
Among my general comments I cannot but raise questions regarding the inequities inherent to the bill. How can the Congress permit
legislation which clearly discriminates against the small investor and
in favor of the large investor I Is it not true that under the proposed
exemption for so-called "direct investments" the Ford 1Motor Co.
would be free from tax to repeat a transaction it did several years ago
and spend $390 million to acquire control over a foreign company
Actually, since the announcement of the interest equalization tax on
June 18, 1963, there have been such transactions; Minnesota Mining &
Chemicals acquired Ferrania, an Italian film-manufacturing company, General Electric acquired an important stake in the French
Machine Bull Corp., and Chrysler is on the verge of acquiring a controlling interest in Rootes Motors in England. In this manner, $1,243
million has been permitted to flow out of the United States in the 9.
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month period since the interest equalization tax became effective, thus
sharply increasing out deficit on the balance of payments.
Do Ford, GE, MMM, and Chrysler pay interest equalization tax?
No, they are exempt. But the small investor, the little man who
wants to buy 20 shares of Machine Bull or 50 shares of Rootes, has to
pay 15 percent tax. It may seem strange to you for a man in my position to stress this inequity, but I am not only an investment banker but
first and foremost an American, and this kind of favoritism just does
not seem fair or proper to me.
Ever since I was a child in school I was told that our Government
consisted of an executive branch, a legislative branch, and the judiciary.. I cannot quite understand how the legislative branch can
permit the executive branch to encroach upon its prerogatives by
proposing legislation in a form which has the effect of law without.
ever having been enacted. This is the first time to my knowledge that
this procedure is attempted, and although I perfectly understand the
reason which has led to this approach, I wonder, nevertheless if it
should be condoned and be made a precedent for the future. But 1
am confident that this matter can be judged better by the Members of
the Senate with their experience in constitutional law, then by members of the financial community.
As a member of the financial community, prominent in the field
of international securities business, we claim expert knowledge on
the subject of foreign investment practices and procedures second
to none, including hte Treasury Department. In that capacity, I
question the need and wisdom of applying the tax to the category
outstanding secruities," despite the fact that transactions in outstanding foreign securities have not and are not likely to be a contributing factor to the U.S. balance-of-payments deficit. The plain
fact is that for the outstanding securities covered by the bill in its
present form-and allowing for redemptions-these made a positive
contribution to the U.S. balance of payments since after 1961; that is,
a year and a half before the bill went into effect. This has continued since the middle of 1963 and would continue even in the absence of the bill for reasons that are apparent to the committee;
namely, that investment in foreign stocks has become much less attractive to American investors as compared with investment in U.S.
securities. Despite these factors, the bill is made applicable and effective with rgeard to outstanding secruities--which have not created
an outflow of capital-while its effectiveness with regard to new
isues is problematic.
The equity and effectiveness of the bill are further brought into
question by its limited coverage. The problem of capital movements
in the U.S. balance of payments is not confined to new issues and outstanding securities. Direct investment and commercial bank lending
are also involved, and yet these are not touched by the bill. While the
bill only covers new issues and outstanding securities, there are many
exemptions including general ones for Canada less developed nations,
and international institutions. These have to ' substracted from the
total to get the actual coverage. Subtracting Canada, Latin America, and international institutions alone reduces the scope of the bill
to less than 12 percent of total private capital outflow. This raises
the question not only of equity but also of effectiveness since, as we
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have seen, the exclusion of commercial bank lending has afforded an
opportunity for substantial avoidance of the tax.
Senator BENNETT. May I interrupt at this point, Mr. Chairman.
Your figure of 12 percent of private capital outflow; in determining
the base have you included direct investments?
Mr. BURNIAM. They have been deducted.
I am sorry.
Senator BENNET'.
Mr. BUaNHar. They have been deducted.
Senator BENNETr. They are not included, then. The investments
like Chrysler and others to which you have been referring are not
included in the base on which you figured this 12 percent.
Mr. BUnNIIAM. Correct.
Senator BENNETT. Thank you.
Mr. BUmRIAM. C. Capital Issues Committee a better approach.
We believe that the Treasury Department and the administration
should be encouraged to take a broader and more sensible approach
to the entire question of capital outflows and their regulation in the
light of the needs of the U.S. balance of payments. This will not happen if this bill is enacted before the Senate has an opportuiity to carefully examine it and before a reasonable judgment can be arrived at
as to its consequences. We wild like to' voice our support for a
proposal advanced in a number of quarters, that the President should
be given standby authority to establish a Capital Issues Committeepreferably' Uhder the auspices of the New York' Federal Reserve
Bank-that can act with regard to the entirespectrum of foreign capital transactions by U.S. citizens in the event that the balance-ofpayments situation calls for it. This proposal has been supported by
a great many people and newspapers, including the New York Times
and the Washington Post. We believe such a proposal to be feasible
as well as appropriate. There are obviously difficulties ana problems
in any proposal in so complicated an area, but the Capital Issues
Committee approach has the overriding advantage of making it possible to deal with real problems when they arise.
I.

SPECIFIC RECOMMENDATIONS

I turn now to certain specific recommendations for improvement of
the bill. *By advancing these suggestions to the committee, I do not
wish to imply that the bill vWill become a good bill if these sug gestios
are accepted and that therefore the bill should be enacted iin this
session of the Congress. All I can say is that if these suggestions
are accepted, the b\ll will be less bad tian it is. I would still maintain that no action should be taken on it this year, that further study
should be made, and that hopefully, in such study the proposals I
advance would be carefully considered. My proposals are two in
number, the first having to do with the treatment of outstanding
securities and the second having to do with a matter of smaller scope,
namely, trading in equities.
A. Outstanding securities should be excluded from the bill: The bill
provides for the application of the tax not only with respect to new
issues, but also with regard to transactions in outstanding securities.
We submit that covering outstanding securities is not necessary under
the bill in terms of balance-of-payments considerations, and that is a
punitive measure.
34-937---4-18
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As I have already noted, transactions in outstanding securities have
not been a problem in the balance of payments of the United States in
recent years and promise not to be. Americans have b6en selling more
foreign securities to foreigners than they have been buying from foreigners for some time, and we have every reason to believe that this
would continue to be the case even in the absence of the present bill.
Again, as experts in this field, I wish to observe from our own
day-to-day experience during the last few years, that perhaps as
niuch as 90 percent of the orders to sell foreign holdings for tfhe
account of U.S. investors have had to be executed abroad simply
because the United States is not a buyer and has not been a buyers
of these securities. And that, notwithstanding the fact that a )Iurchase of these securities by another U.S. person, would have een
exempt from the interest equalization tax under section 4918. The
strong pressure of U.S. sales of foreign securities abroad is recorded
in the New York Times of yesterday, July 1, 19064, about the fac
that the improvement in our balance of payments ha. naturally
reflected ipon the British balance of payments, and I qiuote:
There were two principal reasons for the British financial Imbalance: Imlports
have been much higher than exports, and there has been a net outflow of capital.
Both reasons are indirectly related to the U.S. improvement. Britain's

economic recovery from the 1902-3 recession brought heavy foreign purchases,
mainly of raw goods that would later be processed into finished goods and sold
abroad. The United States is one of Britain's biggest trading partners.
On the capital front, the proposed U.S. interest equalization tax on new
foreign securities issues, which has helped stanch the outflow of capital from
the United States, has naturally meant a reduction in n6w American capital
invested in Britain.

Since the application of the tax to transactions in outstanding
foreign securities is not necessary for balance-of-payments reasons,
the tax is merely a punitive measure as far as thisclass of transactions
is concerned. Moreover, it has clear disadvantages for U.S. balance
of payments and for American citizens. It means that both the
quality and the quantity of American portfolio investments will
deteriorate. Since Americans can only sell foreign securities and
not buy foreign securities in return, they are unable to change the
composition of their portfolios with the result that they cannot take
advantage of opportunities which may arise to improve the quality
of their portfolios. The result can only be that, over the long term,
tie inflow of income from abroad on portfolio investment will deteriorate and this again will adversely affect our balance of payments.
We believe that there is no danger attached to the exclusion of
outstanding securities from the provisions of this bill. The Treasury
Department has argued that there are devious ways in which outstanding securities can be used as a loophole to evade the tax on new
issues. Ve neither understand nor agree with the Treasury Department on this matter. We do not believe that this is possible to begin
with, and furthermore, the Treasury seems to overlook some really
huge loopholes that exist in the bill and are already being exploited.
We find some merit, however, with another and quite different observation that can be made against the proposal to exempt outstanding securities. As we have indicated, we do not believe that the
pattern of net sales by U.S. owners of outstanding foreign securities to
foreigners is likely to change, but have to concede that there is a possi-
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bility-however unrealistic-that (ihe pattern of net sales could be
converted into net purchases with the result that there would be an
adverse effect on the U.S. balance of payments on account of transactions in outstanding foreign securities. To meet this problem we
advance a compromise solution for which we append a draft amendment. This compromise would simply provide that any American
citizen can purchase foreign securities from foreigners free of tax to
tie extent that lU.S.-owned foreign securities are sold to foreigners.
Such a reinvestment procedure would make it possible for American
citizens to change the composition of their foreign portfolio holdings
without the payment of tax. However, if they wish to add to their
holdings of foreign securities they would have to pay the tax on any
increase in holdings. Under this reinvestment procedure, as we call
it, no adverse effects on the U.S. balance of payments can take place
since Americans cannot add to their holdings of foreign securities
without payment of the tax. This proposal has the clear advantage
of permitting Americans to change the composition of their holdings
and to protect the flow of income into the United States which is
beneficial to the balance of payments. It would peCniit nearly normal.
trade in foreign securities to take place and would thus Iceep tlhe
channels of security trading open. This would encourage foreign
securities dealers to purchase American securities for their foreign
clients, an objective which the U.S. Government seeks very much to
promote. Right now we meet with some hostility on the, part of our
foreign counterparts; we want them to buy our securities, but we
cannot buy their securities. We believe that the proposal for a e- "
investment procedure is a fair, equitable, and effective compromise
solution with regard to the area of outstanding securities that is
completely consistent with the objective of the bill, namely, the protection of the U.S. balance of payments. We recommend it most earnestly
to the consideration of this conunittee.
B1.Extension to equity securities of 90-day provision of section
4919(a) 8): Under the bill which is before you, a dealer is entitled
to a credit or refund of the'tax if he acquires foreign debt obligations
in the ordinary course of his business and sells them to foreigners
within 90 days after their acquisition. We would recomnuend that
this provision be expanded to cover equity securities as well as debt, ecurities. Indeed, we do not understand why the Treasury Department did not recommend such extension since the same principles and
the same effects are involved in respect of equity securities as wlth
debt securities. Curiously enough, in the amendments recommended
to the Finance Committee by the Treasury Department this section
is extended to apply to equity securities but only those sold on the
same day on which they were purchased-see discussion on page 80
of the committee print of the Treasury Department's proposed amendments.
Tile explanation which the Treasury gives of this proposed amendment applies equally to extending the provision for 90 days as in the
case of debt. obligations. One thing is perfectly clear: if the provision
is extended for 90 days there will be no adverse effect on the U.S.
balance of payments and indeed one can expect a beneficial effect.
Dealers dealing in foreign equity securities do so for the same reason
that they deal in foreign debt securities: that is, to make a profit Wh
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the transaction. They could not operate on the basis of a deficit year
after year. If they make a profit on a transaction which involves sales
to foreigners, it means that there is a greater inflow of funds into the
United States and such an inflow is beneficial to the U.S. balance of
payments. The provision quite clearly is limited to sales to foreigners;
if the securities in question are sold to Americans, the tax is due.
The only comment which the Treasury makes on page 30 of the
committee print is that there is apossibility that a broad dealer exclusion In stocks could become a tax-free vehicle
for speculation in foreign securities.

I am not quite sure I understand what this means. It strikes me as a
highly moralistic observation by the Treasury Department. Is this
bill designed to restrict speculation as the Treasury calls it, or is it
designed to help the U.S. balance of payments? What the Treasury
describes as "speculation" is described in section 4919(a) (3) as activities "by a dealer in the ordinary course of his business." I cannot
understand why the Treasury would be opposed to permitting dealers
to undertake transactions in the ordinary course of their business, particularly if such transactions result in an improvement of the U.S.
balance of payments. Nor does the Treasury say-and I do not believe
they could support such a contention-that applying the 90-day provision in'the case of equities would result in adverse effects on'the U.S.

balance of payments. Unless they can support such a contention,
section 4919(a(83) should be applicable to equities and debt securities
alike without iy discrimination between the two types of securities.
We have talked to a great nany of our colleagues in the financial community about this provision of the bill, and we are collectively at a
loss to understand th6 Treasury's position.
Summary .In ~onclusioni, we submit that the bill before you need not
and should not be reported by this committee at this session. No harm
would come from such delay, and benefits would accrue in terms of
providing an opportunity to give this highly technical and complex
subject the carefil consideration which it deserves in light of developments which have taken place over the last year since the bill has been,
as it were, in effect. In the course of the committee's careful deliberation and study of the measure we express the hope that the committee
will give close consideration to the proposals which we have advanced.
Thank yoii for your attention.
The CihAIXi
MAN. Thank you very much, Mr. Burnham. Any questions? Thank you very much, sir.
- (The proposed amendment to H.R. 8000
is as follows:)
Proposed amendment to H.R. 8000 to provide for reinvestment procedure:
"Sec. 4918. Limitation on tax on certain acquisitions
"(C)

CREDrr FOR SALES TO NON-UNrED STATEs PESoNs--

"If during any calendar quarter a U.S. person acquires stock or debt obligations of a foreign issuer or obligor which would otherwise be subject to tax
under the provisions of section 4011, he shall be entitled to a credit against
such tax in an amount which shall be computed as follows:
"All sales of stock or debt obligations of foreign Issuers or obligors made by
him to non-U.S. persons in such calendar quarter shall be segregated. The
"The term "non-Unoted States person" should be defined in a separate paragraph which
should be inserted between pars. 4 and f of see. 4990 and which should provide simply
that the term means any person other than a person described in par. 4.
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rates of tax Imposed by section 4911 shall then be applied to the proceeds
of such sales as though such sales were acquisitions subject to the tax imposed
by such section. The total of the amount so computed shall be credited against
the tax otherwise payable on acquisitions made by such U.S. person during
such calendar quarter; any excess of credit over the tax otherwise payable
shall be carried over and applied in subsequent calendar quarters in accordance
with regulations prescribed by the Secretary or his delegate."

STATEMENT OF GENE N. WOODFIN, GENERAL PARTNER, CARL M.
LOEB, RHOADES & 0C.
The CHAIIMAN. The next witness is Mr. Gene N. Woodfin, Carl
M. Loeb, Rhoades &Co.
Take a seat, sir, and proceed.
Mr. WooDFIN. Mr. Chairman, I have prepared a written statement
which I will not burden this committee by reading. I would ask that
it be inserted in the record, but I would like to make a comment or
two in th light of what we have had here this morning.
The CHAIRMAN. Without objection, the complete statement will be
inserted in the record.

Mr. WOODFIN. Thank you, sir.
This is an extremely complex bit of legislation. At the outset I
would like to tell the Chair and the committee that we at LoebRhoades, who are one of the principal and one of the larger brokerage
investment banking firms in this country, have been and are now op-

posed to this tax in the form in which it is submitted or in primarily

any other form because we do not think this is the way to get at this
matter.
We see here an incredibly complex piece of legislation, and to show
you the sort of effect it cali have, which I am sure was not intended by
the Treasury, I can cite asan example the effect on our London office.
Contrary to Mr. Burnham, who asked you to not do anything on this
bill now I ask you to killthis bill now for the very simp6 reason that
this has been legislation as far as we are concerned since July 18,1963,
and the net effect of that has been demonstrated beyond question with

respect to our London operation.
We have an office in London that we have operated for 30 years. We
have a resident partnerand 33 employees there. It operates in the city
as a London financial'house.
Since July 18, 1963, when this thing was announced, we have been
unable to take positions in London securities and as a consequence, for
the first time in 30 years, we have been suffering a loss in that activity.
The very bill here as pronounced in our case hliftho revrse effect
from that intended. Normally we pay all of our London expenses and
remit to this country in dollars from $200 000 to $800,000 a year from
that office. Since the iteeption of this bill which prohibits us from
trading or taking positions which we must do if we are going to be a
part ofthat community, we have had to remit dollars to London to run
this office. So the net effect is an outflow of $500,000 to $600,000 a year
in reverse flow of payments.
Now you say how can that come about? How is that possible?
Well, it is hard to understand. If we were in any other business but

the securities business, we could carry on that business just as we had
lone before July 18, 1903. Furthermore, if we-had carried it on as a
foreign partnership, or as a 'foreign corporation, we could contlifne
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to cnary it on with the same efOecl and wiltl the same profits flowing
back to the United States.
Because we operate it as a branch of our partnership, and because of
the complexities of the way this bill is drawn, we are foreclosed from
being in that business.
Now, tils is just one example: T''her is no telling where this tiling
goes. This bill is almost as complex as the Revenue Code itself, and
this conunittee knows how long we have wrestled with trying to
straighten the Revenue Code out.
Now, where we go and what we do with this thing; as long as it is
thei'e, as long as it is proposed with tils retroactivity applicable to it,
it is just the saute as if this bill were passed. It is very difficult, Mr.
Chairman, to go to the Treasury Department, and get a 'Treasury ruling
on a law that is not yet on the books. You simply cannot operate.
We do not send a dime out of the country. We operate on an overdraft or a letter of credit with the London banks, and over tile last 10
years we have remitted over a million dollars back to this country.
Now,'this stopped. Tile flow goes the other way.
What sense does this make? We asked tle Treasury, why this?
Well, they say, "You are in tle securities business." We say as long as
the outflow is the other way, and we would be perfectly willing if we
had to send money out to pay tlie tax on it, but in their technical zeal
to cover every possible triansaction, you can not have the normal dayto-day commerce in securities even though it results in the inflow of
funds and not the outflow.
I say to this committee that if this bill serves any purpose, it has
already served the purpose, but I further say to this committee that
this timing should be killed. Mature consideration should be given to

Ste
thing that caused the outflow; namely, the new issues. I agree with

the people who have been here this morning and said that you should
omit. from this bill anything to do with the existing foreign issues.
Nobody is going to put a lot of nirney in foreign securities. The
markets are all doin. But we won't get any money here from foreigners to any large extent as long as we have this interest equalization
bill. It frightens them. They do not not understand it, and it should
be killed now.
If I can answer any questions, I will be veIy happy to.
The CHAmTRAN. Thank you very much Mr. Woodfln.
(Mr. Woodfln's statement in full is as follows:)
STATEMENT MADN ON JULY 2, 190I, TO COMMlITTEE ON FINANCE OF U.S.

SEAT.

BY GENE M. WOODFIN, OF AND ON BEHALF OF CARL M. LOEB, RHOADES & Co.

My nama Is Gene M. Woodfln. I am a general partner In the firm of Carl M.
Loeb, Rhoades & Co., whose principal oflico Is at 42 Wall Street, New York City.
The firm of Carl M. Loeb, Rhoades & Co. is a member of the New York Stock
Exchange, the American Stock Exchange, and of other leading exchanges, and
acts as a dealer, broker, underwriter, and Investment banker In domestic and
foreign securities throughout the world. On behalf of the firm and myself.
may I thank the committee for this opportunity to present our views.
My principal purpose In appearing before the committee is to call attention
to the failure of the bill to provide exemption for the legitimate pursuit of

dealer and trading activities of the bona fide preexisting foreign branches of

U.S. partnerships. This void is severely damaging to my firm's London operations; and it is entirely possible that other U.S. partnerships which have foreign
branches are similarly affected. Before launching into this phase of my statement, however, I should point out that Carl M. Loeb, Rhondes & Co., feels that
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the proposed bill in its entirety is an ill-conceived piece of legislation and that
it should be reported on unfavorably by this committee.
The proposed bill in our opinion goes to extreme and unnecessary lengths to
legislate with respect to what is but a very minor facet of the broad problem
under consideration.

As stated above, the proposed legislation, Insofar as it applies in its present
forra to the oversea activities of my firm, will produce a result which we believe

is clearly unintended, and certainly one which is completely contrary to the
avowed purpose of the bill. We have pointed this out to representatives of the
Treasury Department. They have indicated that they felt oi.rs exemplified a
meritorious situation. We were in the process of trying to work out an amendment with them when these hearings were accelerated, resulting in our appearance today.
Our firm has a London office which is not operated as A foreign susidlary but
as a branch of the U.S. firm. This London branch has op-rated for approximately 30 years and at the present time consists'of a resident partner in charge
and 33 employees. The business breaks itself down into tw) major separate
and distinct parts. One such phase takes orders from banks, brokers, and Institltional and Individual investors located in the United Kingdom and Continental
Europe, for the purchase and sale of U.S. securities in the U.S. markets, and
forwards these orders to New York for execution. During the 4-year period
commencing in 1950, this London branch has been responsible for orders placed
by foreign persons for the purchase of U.S. securities involving the investment
of well over $100 million. The great bulk of this business is the result of many
years devoted by the London branch of my firm to the stimulation and development by foreign investors of an interest in the U.S. securities market The Income from this business is realized entirely in dollars in the United States.
Another major phase of the business of our London branch and the one which
is disastrously affected by the proposed bill, Is the operation for its own account,
of a business in foreign securities, acting as a dealer or trader. This phase of
our business contributes a great deal to the first phase I have mentioned-it
makes us a part of the London financial community and through dur daily contacts and dealings In foreign securities we stimulate interest and dealings In
U.S. securities. By reason of this business, the London branch has been classifled as a United Kingdom resident bank, requiring a United Kingdom license to
operate. The profits from this phase of the business have been returned intact
for U.S. tax purposes as ordinary income. In the 14-year period commencing
in 1050, the net profits from this securities business which have beein reintted
to the United States have aggregated over $900,000. This Is net after payment
by the London branch of its own operating expenses out of income generated
in foreign currency from these operations. Since the announcement of the proposed interest equalization tax in 1968, this phase of out business has come virtually to a standstill, and as a result our London branch has been operating at a
loss, which must be met by remittances of dollars from the United States. We
estimate, from the standpoint of flow of dollars, that the enactment of the proposed bill in-its present form will produce an adverse result for the United
States of somewhere in the neighborhood of $500,000 to $600,000 a year, representing the difference between the historical operational profit of our London
branch of somewhere between $200,000 anid $800,000 a year, which was consistently generated prior to the announcement of the proposed bill, and the estimated $200,000 to $300,000 a year which the New York office will have to remit
to the London branch to pay the operating deficit of that office.
The trading in foreign securities previously done by our London branch represented the conduct of a business and not the placement of funds in foreign
securities for investment purposes. The conduct of that business has not required a flow of dollars from the United States. The balances which have been
maintained in London have been only those needed for on-going operational expenses. The financial operations themselves have been financed by London bank
overdraft in foreign currency under a revolving open line credit arrangement.
Had we operated our London branch as a separate foreign corporate entity,
we could under the proposed bill continue our activities in their present form
and without being affected in any manner by the operations of the bill. Because
we chose (and such choice has operated completely to the advantage of the
United States) to transact that business through a branch office, we are seriously
and adversely affected.
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In our considered judgment the draftsman of,the bill was not cognizant of our
particular situation or of the reverse action the bill in its present form would produce insofar as the London branch of my firm is concerned.
The profitability of a bona fide securities business should not be destroyed so
long as the business is conducted as a branch outside of the United States, In
foreign securities and the securities are sold to non-U.S. persons. There should
be no greater reason for foreclosing a bona fide securities business of this type
from earning dollars for the United States than a business which is concerned
with any other kind of property. It Is our belief that a bona fide branch operation
such as ours, which has been in existence for many years, should be exempt from
the Interest equalization tax in the same manner as if it had been conducted
through a foreign corporation. In our view relief seems particularly appropriate
when it is realized that our problem has come Into being only because advantages
incident to separate foreign legal status were not sought.
We ask that the proposed bill be amended so as to accord to a foreign branch
of a U.S. partnership, which has been regularly engaged in the business of dealing in securities outside of the United States for a period of not less than 12 consecutive months prior to July 18, 1963, the same status as a bona fide preexisting
foreign corporation.
We are, of course, ready to supply any further information or explanation that
this committee may desire and to work with the staff as the committee may
desire.
Thank you very much for this opportunity to be heard.
PROPOSED AMENDMENT TO SECTIoN 4920(a) (5) or I.R. 8000
There should be added to the existing language of section 4620(a)(5) the
following: ", except that such term shall not Include a branch office or offices
located outside the United States on July 18, 1963,.and which has operated.for
a period of not less than twelve consecutive calendar months prior thereto,
where the branch is that of a United States person who is a dealer In securities
and all acquisitions by the branch of stock of a foreign Issuer or of a debt
obligation of a foreign obligor.are made by the branch in the ordinary course
of Its business of dealing in securities, are paid for and sold in foreign currency.
and are purchased and sold outside the United States."

STATEMENT OF FREDERICK ROE, PARTNER, STEIN ROE &
FARNHAM

The CHAIRMAN. Our next witness is Mr. Frederick: Roe of Stein
Roe & Farnham.
Mr. RE. 'Mr. Chairman, Senator Bennett Aid Senator McCarthy,
my naih isFrederick Roe. I am r'partner of the investment counsel
firm of Stein Roe & Farnham of Chicago,;and New York, Our firm
is neither a banker nor a broker; it specializes in managing the in-

vestment portfolios of clients who include individuals, pension funds,
profit-sh'aring plans charitable rgahizitiohs, and three ittual funds
.
which bear the name of our firm..
For some time 1 have taken an active interest in matters pertaiing
to the balance of payments, and I am a member of the research and

policy committee of the Comniittee for Economic Development.

I

am also a member of the sulconimittees of that organization having

to do with fiscal policy and international financial organizations.

do not represent the CED and I mention my affiliation only because
I have tried to approach the matter 't hand in ah objective way in
keeping with that organization's traditions. ,

'Senator McCarthy asked my good friend Dan Smith, What were the

thoughts of the Harvard professors on the interest equalization bill

I cannot claim that I know all of the thoughts of tie Harvard professors, but during the period in which Dan was in Guatemala, a pub-
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lication by Harvard University a few weeks ago, "The Review of Economics and Statistics," contained an article by John K. Galbraith, and I would just like to take a minute in answer to Senator
McCarthy's question to mention one or two sentences that appear in
this article.
Mr. Galbraith says:
The interest equalization tax was a hurried response to the large capital outflows then taking place * * *. A more effective procedure would be to establish
These are not
a capital Issues committee, authority for which exists, * * *
pleasant measures. However, they are the one coordinate with the task. Past
practice has been to deny the need for such measures, sometimes with some firmness and then, as in the case of the interest equalization tax, to resort to them
in extremes.

The hour is getting late. There are some portions of my statement
which I think are of such importance that I would like to ask your
permission to read them in detail. Other portions I am sure I will
have your permission to paraphrase.
Senator BENNrTT. Will you identify the pages you read so we
can follow it.?
Mr. RoB. Yes, sir. I shall now begin to read my prepared statement.
The U.S. balance of payments must provide a sufficient surplus on
commercial goods and services to finance military expenditures abroad,
grants, and credits of the U.S. Government, and private foreign investments. Although the surplus on goods and services has been large
in recent years, it has not been as large as the total of these.
In the first half of 1903, the dramatic increase in U.S. purchasiss of
new foreign bonds increased this gap substantially, and created an
atmosphere of near crisis which led the Treasury hurriedly to propose the interest equalization tax. Recognizing the seriousness of the
problem and fully concurring as to the importance of strengthening
the balance-of-payments position of this country I testified in sympathy with the aims of the Treasury's proposal before the House
Ways and Means Committee last August. I did this despite serious
reservations as to whether the interest equalization tax approach to
the problem provided the necessary flexibility and assured effectiveness. I also urged that the correctives be directed at the source of
the problem, new bond issues, and that outstanding foreign common
stocks be exempted, on the obvious groAnd that net purchase of foreign stocks had typically not been large, had dwindled sharply since
1961, and was not expected to become significant in the future.
I would like now to state my position and recommendation.
I continue to believe firmly that, while new foreign bond issues have
created problems which we must be prepared to stem, there is no need
or justification at this time for applying the proposed tax to out-

standing foreign stocks. Having carefully read Secretary Dillon's

testimony of last Monday, I must conclude that on this point there is
no basic disagreement between us. The Secretary's written statement
refers to "new issues of foreign securities" and says repeatedly that
the problem relates to "borrowings." The Secretary's testimony is

clearly directed at new foreign bond issues and at no point claims that
U.S. purchases of outstanding foreign stocks have created balance-ofpayments problems.
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This defect in the Treasury proposal-namely, that it was framed
to include outstanding foreign stocks-was not understandable even
in the near-crisis atmosphere of mid-1963. It is even less understandable today; for recent months have seen a substantial basic improvement in our balance-of-payments position, and the prospects for
continued improvement seem good. For example, our trade surplus
has risen and should benefit in the future from the more rapid increase
in employment costs abroad. In the first quarter of 1964, there was a
substantial increase in private investment income and further increases
can be relied on.
There will remain some risk of change in our balance-of-payments
position arising from unanticipated developments. For that reason,
1 would not deny the need for flexible instruments that might be
applied to long-term capital outflows in the period immediately ahead.
For example, my first proposal today is that the Treisury be given
standby authority to apply the proposed tax to specific areas as necessary. In the case of outstanding foreign stocks, Treasury probably
would decide not to apply the tax today, but it would have the authority to do so if needed. This would meet the requirements of prudence
without, however, proliferating broad and blunt immediate controls
where controls are not needed.
There remains the question of new bond issues, where the size of
foreign demand for capital has been obscured by the retroactive feature of the proposed tax. Sharing Secretary Dillon's concern in this
matter, and having continued to study the problem of new foreign
bond issues since my testimony of last August, I have concluded that
in this area. too, a standby interest equalization tax would be useful.
In this case, however, it would not be a sufficient instrument. Thus,
my second proposal today is that a capital issues committee be established,, which would operate under guidelines set by the Treasury as
to limits on new foreign borrowing, and which could benefit from a
standby interest equalization tax if it were required to confine total
demand to the limits established.
Purchases of outstanding foreign stocks have not contributed significantly to our balance-of-payments problem and are not expected
to. Except for the single year 1961, U.S. net purchases of outstanding
foreign stocks have been completely insignificant over the last several
years. Even 1961 could not be taken to represent a problem year, for
it was a favorable year in American as well as European stock markets, when purchases of outstanding U.S. stocks by foreign investors
likewise reached high levels. Moreover, since that time U.S. transactions in outstanding foreign stocks have become steadily more favorable to our balance-of-payments position. In 1962 U.S. purchases
less sales of outstanding foreign stocks contributed negligibly to our
overall payments deficit, accounting for less than 1 percent of the total
outflow of private U.S. capital. In 1963 these transactions played no
part in the outflow of private U.S. capital, and in fact represented an
inflow of over ,100 million.
The tendency for U.S. sales of outstanding foreign stocks to exceed
purchases began before 1963. Specifically, it appears to date from
the second quarter of 1962, for in every quarter save one since that
time there have been net sales. This conclusion is supported by the
small table in the body of my prepared statement, which focuses on
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U.S. purchases less sales of outstanding foreign stocks by quarter
beginning with 1962. As indicated by the table, in the first quarter
of 1962 net purchases amounted to $83 million. Since that time sales
have exceeded purchases in every quarter except the second quarter
of 1963, when there was an insignificant outflow of $6 million. Thus,
not only are we running a payments surplus on account of transactions
in outstanding foreign stocks, but this trend was established five
quarters prior to the announcement of the interest equalization tax
proposal.
The tendency for U.S. sales to exceed purchases no doubt reflects
a number of factors, including the influence of the proposed interest
equalization tax. From the persistence of the trend prior to announcement of the tax, however, it seems clear that some more fundamental
factors have been at work. These factors, which have been favorable
to our payments position, are discussed in my prepared statement.
They are expected to continue. For example, the study entitled "The
United States Balance of Payments in 1968," published last summer by the Brookings Institution, projected that improvements in
the U.S. competitive position relative to Europe over the next few
years could turn our balance-of-payments deficit into a surplus. In
May, the principal author of the study had occasion to reinforce that
conclusion in a sort of progress report. He pointed out thatof the 8-percent decline in the ratio of United States to Western European
GNP prices which we assumed would occur In the 7-year period, apparently about
4 or 5 percent has already occurred in the first 2 years.

After taking factors such as these into account, the Brookings report
of last summer foresaw no substantial growth in U.S. purchases of
foreign stocks.
One concludes, then, that U.S. transactions in outstanding foreign
stocks have not created a payments problem, have in fact for some
time tended toward a U.S. surplus position, and seem unlikely to
lead to any payments problems in the years ahead. For these reasons,
my position is that the proposed interest equalization tax should not
be applied to U.S. purchases of outstanding foreign stocks. Application of the tax to such an area sustains the impression that it was
hastily conceived and represents an exercise in.control for tlhe sheer
sake of control.
Now, the issue-and I would like'to digress here one minute-goes
beyond whether U.S. purchases of foreign stocks should be taxed or
not. What is of great importance and involves a matter of broad
principle is that controls should not be applied in any area where
they are not needed, and I think controls should not be applied any
longer than they are needed. I had an extended experience in the
War Productibn Board for 3 years, and I observed in that period
the tendency of administrative authorities however good their intentions may be, of extending controls from one area to another simply
for the sake of control. I do think that the principle of not extending
controls where they are not heeded is of great importance.
There are proponents of the interest equalization tax proposal in
its present form who agree that outstanding foreign stocks have presented no problem, yet who argue that they must be treated just like
new bonds lest investment be merely shifted from one channel into
the other. Such an argument seems to be based on an unrealistic
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perspective. In the first place, most foreign bond issues are taken
up by insurance companies and other U.S. institutional investors who
typically do not buy foreign equity securities and in many cases are
not permitted to. In the second place, a very large proportion of
foreign bond issues come from public and quasi-public bodies, who
of course do not issue common stocks. Finally, of course, outstanding
stocks cannot be used in any case for new financing.
If the proposed tax is to be applied to foreign stocks, it should be
only on a standby basis. And I merely would like to say that the
Treasury receives up-to-date information on all movements of capital,
and if this trend which has been persistently an inflow in the case of
outstanding foreign stocks should ever reverse and become significant
in the other direction, Treasury would be well and promptly informed
of that change in trend.
In the concluding sections of my prepared statement I point out
that, as proposed, the interest equalization tax lacks necessary flexibility when applied to new foreign bond issues, which are the important
source of an outflow of portfolio capital. These matters have been
discussed by earlier witnesses, and, with your permission, I would like
to go forward and make my suggestions that a Capital Issues Committee could provide the flexibility which the proposed tax, in its
present form, lacks.
If the tax is passed, and if it proves inadequate by itself to discourage excessive foreign borrowing, then we shall presumably have to
supplement it with a more direct measure. It would seem more desirable to establish instruments which can from the outset hold our
purchases of new foreign bonds to a reasonable level and which can
vary that level flexibility in line with the development of our overall
payments position. What seems called for is a Capital Issues Committee, which would operate under guidelines set by the Treasury as
to limits on new foreign issues. It is difficult to accept Secretary Dilion's objection of last Monday that a committee of this kindwould have to intrude itself directly into the process of individual decislonmaking in a way that this country has never found acceptable save in wartime.

After all, the Treasury has proposed that Canadian new issues be
exempt from the tax; and the informal arrangements with Canadian
authorities that the Treasury would substitute for the tax must work
very much like a Capital Issues Committee. I call your attention to
the fact that when the interest equalization tax was first, proposed, it
was on a Thursday afternoon, and by Sunday morning, the following
Sunday, Finance Minister Walter Gordon was in Washington discussing the effect of this tax with the Secretary of the Treasury, and at
that point negotiations and control by the two Governments became
effective. So the Treasury has had to exercise controls, and the reason I am sure that there have been no further matters of control of
this sort in the last 10 months is that the situation has been in a status
quo. Once foreign demands for capital again become more prevalent,
I am sure that similar negotiations will have to take place not only
with our friends in Ottawa but with people from other areas.
Toward the end of my testimony I observe that a standby interest
equalization tax could be useful to a Capital Issues Committee. I
also point out other features of the Capital Issues Committee, but
since Senator Javits has discussed this in detail, I will pass over that
portion of my,testimony.

Su
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In conclusion, I have proposed the creation of a Capital Issues
Committee to provide a flexible approach to new foreign bond issues
which the interest equalization tax in its present form would lack.
I have further proposed that consideration be given to adopting a
standby interest equalization tax, both to assist the Capital Issues
Committee in its work if that should prove necessary, and to provide
a ready means of handling other forms of investment, in the event
that they should become troublesome to our balance-of-payments position in the future. Whether or not a Capital Issues Committee is
considered feasible, I would urge that outstanding foreign stocks be
exempt from application of an interest equalization tax except on a
standby basis. This recommendation is based on the fact that U.S.
purchases of outstanding foreign stocks have not contributed to our
balance-of-payments problem and are not expected to.
Thank you for your kind attention, and I appreciate the opportunity of having appeared today.
The CHAIRMAN. Thank you, Mr. Roe.
Senator McCARTHY. Mr. Roe, may I ask one question? Do you
contemplate that the Capital Issues Committee would have jurisdiction far beyond that which is proposed in the legislation before us
in terms of the dates of the issue itself and also geographically?
Mr. ROE. Senator McCarthy, I did not hear your last point.
Senator MCCARTHY, The extent of jurisdiction of the Capital Issues Committee to which you have made reference. Would it have
broader authority than is contemplatedMr. RoE. I think it should have authority to touch all forms of
exported capital.
Senator MCCARTHY. In all areas of the world

Mr. RoE. Oh, yes.

Senator MCA'RTHY. Canadin-

Mr. ROE. Oh, yes.
Senator McCARTHY. Latin America
Mr. RoE. Yes, sir. Both in areas of the world and in forms of
capital. These are hard problems, and no one wants to enter into
things like a Capital Issues Committee, but our balance of payments
is an important issue, and the position of the dollar is of paramount
importance. I think we should do what we have to do, but we should
not do any ,iore than we have to do, and I think we should keep a
flexible approach.
Senator McCARTHY. You suggested it might also have jurisdiction
over transactions such as those of Ford and Chrysler to which reference has been made even though they are not quite in the securities
field.
Mr. ROE. You are talking about--I think someone referred here to
the purchase of an interestby American corporations of outstanding
issues abroad, and under the present act whatever is purchased by
one who owns more than 10 percent of the outstanding stock is considered direct investment. Yes, sir.
. Senator MCCARTHY. You stated there should be some kind of authority bver that type of transaction as well.
Mr. ROE. Yes, sir.
Senator MCCARTHY. Thank you.
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Senator BENNETr. Just one question. It has been made obvious to
tlie committee that the increase in bank loans has offset any reduction
in new capital issues. Would you extend the authority of this committee to major bank loans?
Mr. ROE. Yes; I would.
Senator BENNETT. Thank you.
The (HAIRMAN. Thank you, Mr. Roe.
(The following letter of explanation was subsequently submitted by

Mr. Roe:)
JULY 0, 1904.
Ilon. IARRY FLOOD IIYRD,
Chairman, ('onmiittec on Finance,
U.S. Senate,

Washington, D.C.

DEAR MR. CIHAIRMAN: Upon reading the transcript of my testimony on H.R.
8000, it has occurred to me that my answer to Senator McCarthy's question concerning direct investment might be misunderstood. As stated in my testimony,
it is ne

bond issues that were a demonstrated cause of our payments problem

last year. and it is to this area-not to direct investment-that the Treasury's
SInterest equalization tax proposal and my own proposal for a Capital Issues Committee have been directed. The Capital Issues Committee would not normally be

Involved in any way with direct Investment, except that it could provide an Informial framework for consultation In this area as In the area of bank loans.
However. the position of the dollar Is of paramount importance, as I stated. I
consequently believe that our attitude should be flexible, and that Congress should
be prepared to extend the application of control to direct investment or any other
form of private long-term capital movement if a demonstrated need should arise.
It is in this context that I would wish my answer to Senator McCarthy's question to be understood.
I should appreciate your inserting these comments Into the record, after the
questions which followed my oral testimony.
Sincerely,
FREDERICK ROE.

Senator DOUoLAs. Mr. Chairman, first, may I express my regret to
Mr. Roe that because we were marking up the housing bill, I was unable to get in in time to hear the major portion of his testimony.
I would like to say for the benefit of the committee that Mr. Roe
and the firm of which he is a member have the highest reputtation in
Chicago as investment counselors and managers. Hie started thlee
mutual funds. They do this with great integrity and skill, and his
testimony should be taken very seriously.
Just one question I would like to ask and that is what type of a
Capital Issues Committee he would suggest? What public power
should it have, and how should it be composed
Mr. ROE. I am sure that the authority to approve or disapprove
the issuance of securities should not be given to a private person.
Senator DOUGLAS. Should nott
Mr. RoE. No. I think there should be a consultative body possibly.
I am sure tlha, the people on the Federal Reserve Board, Federal Reserve Bank of New York, and the Treasury in some manner should
be the people who approve both the amount and, if it is necessary,
the specific issues. I am sure everybody wants to avoid that last point.
That is very important. But I am sure that the final authority must
rest with the Government.
Senator DOGLous. Who would appoint the Capital Issues Committee, the Secretary of the Treasury ?
Mr. ROE. That would be I think a reasonable approach.
Senator DOUGLAS. Thank you very much.
Mr. Ron. Thank you, gentlemen.
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(Mr. Roe's statement in full is as follows.)
STATEMENT OF'FREDERICK ROE, OF STEIN ROE & FARNHIAM,

ON JULY 2, 1914

Introduction
My name is Frederick Ioe. I am a partner of the Investment counsel firm
of Stein Roe & Farnham of Chicago and New York. Our firm is neither a banker
nor a broker; it specializes in managing the investment portfolios of clients who
include Individuals, pension funds, profit-sharing plans, charitable organizations,
and three mutual funds which bear the name of our firm. The mutual funds
which we manage are no-load funds and have approximately 14,000 shareholders
In the aggregate. They represent a significant but not a major portion of our
business.
For some time I have taken an active interest in matters pertaining to the
balance of payments, and I amn a member of the Research and Policy Committee
of the Committee for Economic Development. I do not represent the CED and
I mention my affiliation only because I have tried to approach the matter at
hand in an objective way in keepilig with that organization's traditions.
The U.8. balance of payments must provide a sufficient surplus on commercial
goods and services to finance military expenditures abroad, grants and credits
of the U.S. Government, and private foreign investments. Although the surplus
on goods and services has been la U-ian t years, it has not been as large as
the total of these.
In the first half of 1
, he dramatic increase in
.b urchases of new foreign
bonds increased thl ap substantially, and created an a osphero of near crisis
which led the T asury hurriedly to propose the inter
equalization tax.
Recognizing th seriousness of the pr 1M and fully concu ng as to the Im.
portance of s engthening the alan -of-pay
ats position o this country, I
testified in a pathy with t
ali s of he Treasu y's proposal
ore the House
Ways and means Com
ee las Aug t. I dl this despite se oup reserva-

tions as t whether t

Interest

vided the ecessary exibility a
corrective s be directed t--tl
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since 19 1, and was not expect
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that the
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problem new bond issue and that
exe ted, n th obvious
und that
typtIly
no
large, ad dwindle
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become sign c nt in the uture.
d

n

foreign bond issues hai
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proble
which w must be reparedthere
is no need or ju tificatlon
at this t e for app lng the r
sed t
to o t
g foreign stock
Having
carefull read Secre ary I on test
y
st Mo
I must co clude that
on this
Int there
n basc di
e
I ween us.
e Secre ary's written state ent refers o "new issues
foregi securities' and say repeatedly
that the p blem relates to "bor
ngs " Th Secret
's testim y is clearly
directed at ew foreign bon
ues and t no int aims that .8. purchases
of outstanding foreign a
have create
bala
payments roblems.
This defect
the Treasur
1- amely, hat it was amed to include
outstanding stoc
was not understan able even i the ne -crlsis atmosphere
of mid-1963. It ls en less understandable today; for rece months have been a
substantial basic im movement in our balance-of-pa
ent position, and the
prospects for continued
ovement seem good. F -xample, our trade surplus
has risen and should benefit
u ur
e more rapid increase in employment costs abroad. In the first quarter of 1964 there was a substantial rise
in private investment income and further increases can be relied on.
There will remain some risk of.change in our payments position arising from
unanticipated developments. For that reason, I would not deny the need for
flexible instruments that might be applied to 'log-term capital outfows in the
period Immediately ahead. For example, my first proposal today is that the
Treasury be given standby authority to apply the proposed tax to specific areas
as necessary. In the case of outstanding foreign stocks, Treasury probably
would decide not to apply the tax today, but it would have the authority to do ho
iftneeded. This would meet the requirements of prudence without, however,
proliferating broad and blunt immediate controls where controls are not needed.
. There remains the question of new bond issues, where the size of foreign
demand for capital has been obscured by the retroactive fiatire of the proposed
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tax. Sharing Secretary Dillon's concern in this matter, and having continued
to study the problem of new foreign bond issues since my testimony of last August,
I have concluded that in this area too a standby interest equalization tax would
be useful. In this case, however, it would not be a sufficient instrument. Thus,
my second proposal today is that a Capital Issues Committee be established,
which would operate under guidelines set by the Treasury as to limits on new
foreign borrowing, and which could benefit from a standby interest equalization
tax if it were required to confine total demand to the limits established.
Purohasrsof outstanding foreign stocks have not contributed significantly to our
bal ce-of-payments problem and are not expected to
Exce, t for the single year 1961, U.S. net purchases of outstanding foreign
stocks have been completely insignificant over the last several years. Even 1961
could not be taken to represent a problem year, for it was a favorable year in
American as well as European stock markets, when purchases of outstanding
U.S. stocks by foreign investors likewise reached high levels. Moreover, since
that time U.S. transactions in outstanding foreign stocks have become steadily
more favorable to our balance-of-payments position. In 1962, U.S. purchases less
sales of outstanding foreign stocks contributed negligibly to our overall paymer±ts
deficit, accounting for less than 1 percent of the total outflow of private U.S.
capital. In 1963, these transactions played no part in the outflow of private
U.S. capital, and in fact represented an inflow of over $100 million.
The tendency for U.S. sales of outstanding foreign stocks to exceed purchases
began before 1963. Specifically, it appears to date from the second quarter of
1902, for In every quarter save one since that time there have been net sales.
This conclusion is supported by the following table, which comes from Commerce
Department data.
U.8. purohoas less sales of outstanding foreign stocks, 1962-64, by quarter
[(-) ~i -,teanet purchases in millions of dollars]
1962

1963

1st
2d
3d
4th
quarter quarter quarter quarter

-83

+7

+2

+48

Year

-26

Ist

2d

3d

1964
4th

quarter quarter quarter quarter

+f

-o

+17

+99

Year

+113

1st

quarter

+90

Thus, not only are we running a payments surplus on account of transactions
In outstanding foreign stocks, but this trend was established five quarters prior
to the announcement of the interest equalization tax proposal.
The tendency for U.S. sales to exceed purchases no doubt reflects a number of
factors, including the influence of the proposed interest equalization tax. From
the persistence of the trend prior to announcement of the tax, however, it seems
clear that some more fundamental factors have been at work. For one thing,
European share prices moved up sharply in the stock market boom of 1961, and
many Americans who bought at that time have subsequently sold out of disaffection. Over the same time period, American commentators have emphasized that supply limitations would prevent Europe's long-term growth rate from
matching that of the postwar boom years; and, more recently, they have placed
stress on the increasingly attractive prospective U.S. growth rate and on the
relatively more rapid pace of cost inflation in Europe.
You are familiar with the analyses which project a continuation, well into
tie future, of the conditions just described. For example, the study entitled
"The United States Balance of Payments in 1968," published last summer by the
Brookings Institution, projected that improvements in the U.S. competitive position relative to Europe over the next few years could turn our balance-of-pay.
ments deficit into a surplus. Last month the principal author of the study had
occasion to reinforce that conclusion in a sort of progress report. He pointed
out that "of the 8 percent decline in the ratio of United States to Western European GNP prices which we assumed would occur in the 7-year period, apparently
about 4 or 5 percent has already occurred in the first 2 years." After taking fattore such as these into account, the Brookings report of last summer foresaw no
substantial growth in U.S. purchases of foreign stocks.
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One concludes, then, that U.S. transactions in outstanding foreign stocks have
not created a payments problem, have in fact for some time tended toward a U.S.
surplus position, and seem unlikely to lead to any payments problems in the
years ahead.. For these reasons, my position is that the proposed interest equallzation tax should not be applied to U.S. purchases of outstanding foreign stocks.
Application of the tax to such an area sustains the impression that it was hastily
conceived and represents an exercise in control for the sheer sake of control.
There are proponents of the interest equalization tax proposal in its present
form wh agree that outstanding foreign stocks have presented no problem, yet
who argue that they must be treated just like new bonds lest investment be merely
shifted from one channellnto the other. Such an argument seems to be based
on an unrealistic perspective. In the first place, most foreign bond issues are
taken up by insurance companies and other U.S. institutional investors who typically do not buy foreign equity securities and in many cases are not permitted to.
In the second place, a very large proportion of foreign bond issues come from
public and quasl-public bodies, who of course do not issue common stocks. Finally, of course, outstanding stocks cannot be used in any case for new financing.
If the proposed tax is applied to outstanding foreign stocks, it should be only
on a standby basis
1t is true that there can always be surprises-turns for the worse-in the
future, and one must be prepared to meet them. This leads to my proposal:
that the Treasury be given authority on a standby basis to apply an interest
equalization tax of the sort now under consideration to any area of investment
where the conditions at the time may warrant. This would give the proposed
tax a flexibility which it now lacks; for it would provide a readily available
instrument for use in areas like outstanding foreign stocks where the actual imposition of the tax at this time is unnecessary. The Treasury, which receives
up-to-date information on American buying of outstanding stocks, could move
in this area promptly if the need arose.
As proposed, the interest equalizationtax lacks necessaryflexibility when applied
to new foreign body issues
Since the interest equalization tax was proposed, there has been a considerable
decline in new Issues of foreign bonds. For example, U.S. purchases of new
foreign bonds were $131 million in the first quarter of 1964, as against $481'
million in the first quarter of last year, $511 million in the second quarter, and a
1093 quartely average of $810 million.
It would be tempting to conclude that this reduction gives a measure of the
possible continuing effectiveness of the proposed tax. Such ticonclusion is teh'ious. In the first place, as the proposed tax is retroactive It has had an inhibiting
effect on borrowers and investors. If the tax Is enacted, both will know where
they stand, the tax will be obsorbed partly by one and partly by the other, and
new issues of foreign bonds could rise substantially. In the second place, a
reduction In new issues of foreign bonds does not result in an equal reduction In
U.S. private capital ouflow. As bank loans up to 3 years are exempt from the
proposed tax, there appears to have been a sizable shift to bank borrowings on
the part of debtors who formerly would have financed by bond offerings. The
net outflow Of funds for long-term loans by institutions rose from a $73 million
quarterly average in the first half of 1003 to a $209 million quarterly rate in
the second half and to $232 million in the first quarter of the current year.
The proposed tax could not readily be extended to bank lending-thereby
preventing tax avoidance-without running the risk of disrupting production
and trade. The proposed instrument Is peculiarly inflexible. And yet, flexibility will almost surely be required, for it cannot be demonstrated that a
theoretical 1-percent increase in the cost of borrowing will restrict foreign new
issue activity to the "right" level. First, there is the question whether the 1
percent properly measures the exising differential allowing for the higher cost
of issuing securities abroad. Second, there is the question of the movement
of the longer term interest rate in Europe given the present more inflationary
trends there. Third, perhaps more important than the lower U.S. interest
rate as such is the broadness of the U.S. market, which can absorb large new
issues, and the comparative narrowness of foreign capital markets. It is true
that the Western European countries are improving their institutional facilities
for handling internal and foreign bond issues. However, until this process is
more advanced, and the costs of issuing securities In Europe considerably re84-987-4-4-19
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duted. diversion of foreign

long-term borrowing front

this country to the

uro'-

Iklan surpltis countries, on a1 conltintuing basis, all will necessarily be quite
limited.
A Capital Issues CUomnitlc co uld proNdo the flcsrib lit,

which the proposed tar,

in its present form, lacks
if tnlt tax is passed. and If--for the above reasons-It proves Imidequate by
itself to discourage excessive foreign liorrowing, then we shall pr.estiuably have
measure. It would seem more desirable
with a more diet
to supplement Itwi
to establish instruments which can from the outset hold our purclhases of new
foreign bonds to a reasonable level and which can vary (lint level flexibly Iln lle
with the development of our overall payments position. What seems called for
Is a Capital Issues Committee, which would operate under guidelines set by the
l
on new foreign issues. It is ittlliit to accept Secretary
Treasury as to limits
IIlllon's objection of last Monday that a conimittee of this kind wouldd have to
Intrudtle Itself directly into tlie process of Individal declslonmaking In a way that
this country has never found aceptale save In wnrtime." After all, the Treas-

ury has prolosedl t(lit Canadian new Issues be exempt from the tax: and the Informal arrangements with Canadian authorilles that the Treasuiry would subsltitute for ithe tax must work very mitch like n Capital Issues Commitlee. If
such arrangements can lie made to work with (analda., which accounted for al-'
most two-thirds of foreign new issues In tile United States in the crltical first
half of 9H13. It is diffliult to understand why they cannot lie made to work with
other countries. 'in order to emphasize this isolnt that Canada has made far
larger lnew capital Issues in the United States than has any other country, I am
atlnclehin to my testimony as table TI a table originally presented by Secretary
Million in Ihis testimony of last Monday.
Unlike the proposed tax by Itself, a program involving ai Capital Issues Committee could limit new issues in a predictable manner. Morever, levels of perimitted borrowing could le projected Into the future, Iermitting orderly scheduling. The committee might also act as a consultative bodly, which could work on
an Informal basis with the Federal Reserve to help Insuire that bank lending
doets not damage tite effectivene ss of nw issue limitation. It could also coordinate with ageneles in other countries to encourage more foreign long-terin bor-

rowing in their markets.

Germany. with Its present effortP to stimulate greater

capital export, Is the princllal example of stuch a country.
Again. a sfandlby interest equalization ta could be useful

If thle proposed Capital Issues Conmltltee Is set up. It might le useful to
adopt an Interest equalization tax on a standby basis to reinforce the Commlnlttee,
in case the demand for capital is significantly In excess of th Treasury guidelines andm the excess canitot be readily deferred through a scheduling arrangeument. As suggested earlier, tlie basic diflellty of relying on the tax alone Is
tliat It seems Incapable of ensuring an overall rate of foreign borrowing that Is
"right" with reslt'et ibth to our national alniis and to the changing constraint
of our overall Iblante-of-payments position. However, on a standby basis, the
tax would be available for use it required in helping the Treasury and the Com-

mittee to confiue total demand to the limits established.

This would ie in addi-

tion to the use of the standby tax in the unlikely event that significant capital
outflows occu r on account of outstanding foreign stocks.
Conclusion
I have proposed the creation of a capital Issues committee to provide a flexible
approach to new foreign bond Issues which the Interest equalization tax In its
present form would lack. I have further proposed that consideration be given
to adopting a standby Interest equalization tax, both to assist the Capital Issues
Committee In its work If that should prove necessary, and to provide a ready
means of handling other forms of Investment, in the event that they should become troublesome to our balance-of-payments position in the future. Whether
or not a capital Issues committee Is considered feasible, I would urge that out-

.stttnding foreign stocks be exempt from application of an Interest equalization

tax except on a standby basis. This recommendation Is based on the fact that
U.S. purchases of outstanding foreign stocks have not contributed to our balanceof-payments problem and are not expected to.
Thank you for your kind attention. I hve appreciated the opportunity of
testifying today, and I wish you success in the continuing work of your committee.

II

TABLE I.-Movement of private U.S. capital, 1960 through 1st quarter 1964
[(-) denotes outflow in millions of dollars)
naadjusted seasonally
192

1903
I

1

I 1c

I

1-st quarter 2d quarter 13rd quarter 4tb quarter l1t quarter

i

1.
2.
3.
4.
5.
6.
7.

Direct foreign Investment, net..--.........................-$.674
Short-term capital, net ... - -....
....................
.
-1.348
Long-term foreign loans by Institotions----,
-200
New forneig bonds ---.......
Outstandings foreign bonds-------...-------------.
T--" - - -234
New foreign stocks -.--.............................------------14
Outstanding foreign stocks .....-..................
.
_-75
-4t
I
Total.......................
edemptions of U.S. held foreign bonds..... ........
. .
-3,
Total, after redemptions ................................. .j
-3. 5
Source: U.S. Department of Commerce.

-S1. 5

-$1,654

-556
-3
-487
-61
-32G
-'3M

I

-3
-258
-1.002
-70
-70
4
-26

-3.6r7

-. 48

-3

-4.180

-

4

-$1.862

-9
-54
-1.241
-119
+s113

-$51 i
+61
-19
-481
-62
-25
+3_

-$501

-532
-127
-sl
-62
--

-4.422

-1.o74

+43

+50

-4.2

-1. 031

-1696

i

-1

-$136

+121
-113
-163
+5
+1
-21
+17

-$674

-346
-305

0
___+ 9

-$433

--630
-232
-131
+9
-1
9o

74i

,+52
-228

+50
1,

+44
-1,281
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TABLE II.-Netw

8ss8ue

of foreign securitife purchased by U.S. reC8dents by area
1960 through 1st quarter 1964

(Table orinally submitted by Secretary Dillon on June 29. 1964)
(In millions of dollars)
1963
1960

1961

Canada.................... ................
Western Europe.............................
Japan................................... .....
Other developed ............. ..............

221
24
16
27

237
67
61
43

Other le.s developed.........................
International Institutions....................

64
97

95
12

latin American Republics .................

Total new Issues.....................

107

-

18

623
--

1962

457
195
101
00

t 102

1964

_st

1st half 2d half

Totalquarte

632
105
219
53
67
83
17 ........

737
91
272 ........
140 ........
17 ......

13

23

13

36

7
77
32
84 .......................

1.076 ----'999

24
4

*1.269-270 --

132

I Australia. New Zealand, South Africa.
s Includes $75.(n00000 issues by Inter.Amerlcan Development Bank.
SMr. Roe's note: Understated by $25,000,000, apparently due to Japanese Issue. For all other period,
totals reconcile with table I, above.
Source: Survey of Current Business and Department of Commerce.

The CHAIRMAN. The next witness is Mr. Harry L. Freeman.
a seat, Mr. Freeman.

Have

STATEMENT OF HARRY L FREEMAN, OF JANIN, MORGAN,

BRENNER & FREEMAN
Mr. FRFEMAN. Thank you Mr. Chairman. My name is Harry
Freeman member of the law firm of Janin, Morgan, Brenner & Freeman in San Francisco. My statement will be very brief, Mr. Chairman. I have a very narrow point to make but an important point.
We represent a group of U.S. citizens who are residing abroad as
employees of foreign companies, principally Canadian. The purpose
of my testimony today is to secure an amendment to the bill as passed
by the House in the area of employee stock options. The House bill
now exempts the issuance, which is to say the grant, of stock options
to employees. The bill also exempts the exercise, that is to say, the
purchase of stock options, of securities, pursuant to the grant of an
option which was outstanding the day the administration proposed the
tax on July 18,1903.
We submit there should be an exemption of exercises of employees'
stock options by bona fide foreign residents, whether or not the options
existed on July 18,1963.
In substance, the amendment we seek would apply prospectively to
the exercise of stock options but only to the rather limited group of
U.S. citizens who are bona fide foreign residents.
The House bill treats stock options in a very special way. It would
not,-the bill as passed by the House would not apply at the time of the
grant of an option to an employee and would not apply to an exercise
of an option if the option was held on July 18 1963. But the House
bill does not cover the exercise of employee stock options granted after

July 18, 1938.

This is not a request for a general exemption of all exercises of all
employees' stock options but rather an exemption only for such exercises by U.S. citizens having established a bona fide foreign residence
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which is a specifically defined term in the existing Internal Revenue
Code.
Probably the most common example of such an individual is the
T.S. citizen employed on an indefinite basis by a foreign company.
The reason for the limitation is that bona fide foreign residents are
typically compensated with foreign funds and deposit their income in
foreign banks, and therefore their income does not usually enter the

mainstream of the American economy, and hence affect the dollar
inflow or outflow.
'The source of funds to exercise such stock options typically would
be derived from the same foreign banks. Hence, there is no large
outflow of dollars in the exercise of these employees' stock options.
The effect of the proposed tax as presently passed by the House
would be to inhibit the exercise of newly granted options or options

granted in tl'o future. It would probably also inhibit tih granting
of new options to U.S. citizens.

It is submitted that the proposed tax is not meant to cover such
situations since tie transactions would have little or no effect on our
balance of payments. Although reasonable arguments can be made
for complete exemption of the employees' stock options, we are only
requesting a limited exemption.
My further comments are in the statement which I ask leave to

submit, Mr. Chairman.

The CIAI.RMAN. Thank you very much. Your statement will be
printed in full in the record.
Mr. FREE3MAN. Thank you.
(Mr. Freeman's statement in full is as follows:)
STATEMENT OF HARRY L. FREEMAN, ATrroRNEY AT LAW

This statement Is made by Harry I. Freeman, attorney at law, of the law
firm of Janin, Morgan, Brenner & Freemen. San Francisco, Calif, on behalf of
a group of clients who are U.S. citizens residing abroad as employees of foreign
companies, principally Canadian.
The purpose of this testimony is to secure an amendment to the bill, as passed
by the House, In the area of employee stock options.
The House bill now exempts the issuance, or grant, of stock options which,
for all practical purposes, would cover those granted in the normal course of
business, whether or not prior to the Revenue Act of 1004. The bill also exempts
the exercise, i.e., the purchase, of securities pursuant to the grant of an option
which was outstanding on July 18, 103.
It is submitted that there should be an exemption of exercises of options
by lona fide foreign residents whether or not the options existed on July 18,
191)3. In substance, the amendment reqeusted would apply prospectively to the
exercise of stock options, but only to the rather limited group of bona fide
foreign residents.
The bill, as passed by the House, treats stock options as follows:
1. The tax will not apply at the time of the grant of an option to an employee.
Section 4014 (a) provides as follows:
"TrANsAoTIONS Nor CONSIDERED AcqUlITIONx.-The term 'acquisitions' shall
riot include*

*

*

*

*

*

*

"(7) the grant of a stock option or similar right to a United States person
who Is an individual, for any reason connected with his employment by a
corporation, if such option or right (A) is granted by the employer corporation, or its parent or subsidiary, corporation, to purchase stock of any such
corporations, and (B) by its terms is not transferable by such United States
person otherwise than by will or the laws of descent and distribution, and Is
exercisable, during his lifetime, only by him."
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2. The tax will not apply to an exercise of nil option if tilte option was held on
July 18, 1903. Section 2(c) (O)provides as follows:
"OLTIoNS

AND

IoIt

A).OSUi..--Such

laendments

slall

n(ot

apply

to

lin

acnequisi I on--

"(A) of stock pursuit to the exercise of an option or similar right (or a
right to convert a debt obligation into stock). If such option or right was
held on July 18, 1003. by the person making the acquisillon or by i de edent
from whom such person acquired the right to exercise such option or right by
b'qluest or Inheritance or by reason of such decendlent's death, or
"(B) of stock or debt obligations as a result of a foreclosure by a creditor
pursuant to the terins of an instrument held by such corditor on July 18,
1003."
July 18, 1903, was the date the bill was proposed by the administration.
3. If exercise of an option is taxable, the tnieasure of tle 15 i'rct'ent tax is

on the option price, and not on the actual value of the securities acquired. Section 4913(a) (3) (C) provides as follows:
"C'ERtAIN ErMPI.OYEI: STOCK OPvrloN.-Thie tax lmilosed upon fi an cquliition of
stock of a foreign Issuer by a United States person pursuant to the exercise of an
option or similar right described in section -1914(a) (7) shall Ie limited to the
ilaount of tax which would have been imposedtnder section 4911 If the price
pald under such option or right were the actulal value of (he stock ncluired."
T'lhe House bill does not cover the exercise of employee stock options grllnted
after July 18, 10(3.
This Is not a request for a general exenmlltion of all exercises of all emplllloyee

stock options granted after July IS, 19k3. but rather an exempitilon only ror

such exercises by a U.S. citizen having established a itlna fide foreign residence.
The concept of a U.S. citizen who is iaboin ltilde resident abroad is Inoti
n new
concept to the revenue laws; it is slecillcally covered by the Ilevenuel
Code of
1094, as amended, and invokes existing decisional law. Probably tie most omlm1on example Is a I'.H. citizen employed on an indellnlte basis by a foreign tconipany outside the United States.
The reason for the limitation is that bonn Ilde foreign residents are typically

paid with foreign funds and deeliolt their Income in foreign banks, and. tlierefore,
their income does not usually enter the mainstream of the American economy,
alld hence, affect the inflow or outflow of dollars. The source of fundsl to exercise stock options, whether by borrowing or otherwise, is typically derived from
the same foreign banks; hence, there is no large outflow of dollars in the exercise
of these employee stock options.
The effect of the interest equalization tax would be to inhibit the exercise of
newly granted options or options granted in the future, and probably also to
inhibit the granting of now options to U.S. citizens.
It Is submitted that the proposed tax is not meant to cover such situations
since the transactions would have little or no effect on our balance of payments.
Although reasonable arguments can be made for the complete exemption of employee stock options, only a limited exemption is here requested.
As previously stated, this testimony Is not a request for a blanket exemption
for exercises of all stock options, but rather a qualification of the exemption by
the requirement that the holder be a bona tide foreign resident during the entire
year in which the exercise Is made.
It is submitted that the following points are also relevant.
1. The recent changes In the Internal Revenue Code regarding stock options
sufflciently restrict their abuse so that no special restriction Is necessary in II.R.
8000.
2. Exercise of the stock options by bona fide foreign residents would tend to
insure that earnings of U.S. citizens residing abroad would bring back larger
estates upon return to the United States, which larger estates would probably
be derived from foreign currencies.
8. The proposed amendments recommended by the Treasury Department do
not cover this area.
The change sought would be in the form of an amendment to section 491.1(a)
by addition of a new subparagraph (8) as follows:
"(8) any exercise of a stock option described in subparagraph (7) by a bona
fide foreign resident defined in section 911 (a) (1)."
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The Chmjsrt.1N. The Chair desires to announce that the record
will bo held open until Wednesday, July 8, 1964, for submission of
written statements on the bill. The committee will now adjourn.
(Iy direction of the chairman, the following is made a part of the
record:)
STATEMENT SUVnMTTraD

nY W. M.l' ouxNa '

1OIERmNEN., BURNS, MlI.LIOAN & FASE,

Coshooton, Ohio, March 9, 19G).
Ite proposed now foreign investment excise tax.
Ion. FRANK J. LAUBSCU.,
Senate Office Bullding,
Wl'ashington, D.C.
DrAR SENATOR LAUSCHn : According to the House committee report, the bill
relating to the foreign investment excise tax cannot at this late date be changed
before it Is submitted to the House.
I further understand that the purpose of the bill is to prevent the outflow of
U.S. funds, with which purpose I fully agree.
However, I have called to the attention of the Ways and Means Committee In
the House, through the Honorable Jackson E. lBetta, a situation which Mr.
elts advises was, alarently, completely overlooked In the House committee
and which he suggested I should call to your attention with the hope that you,
in turn, will refer the matter to the Senate committee having charge of the
above bill.
While this matter undoubtedly involves many similar cases, the situation
came to my attention because one of our clients, In 1954, ) years before there
was ever any thought of a foreign investment excise tax, invested (some of his
U.S. funds) in a Canadian company and has kept all income from such
Canadian Investment invested in Canada. U.S. Income taxes have, of course,
been fully paid on all income therefrom.
From time to time such Canadian funds have been invested In other Canadian
companies and from time to time it Is advisable to change from one investment
to another, ill in Canada, and all Involved only Canadinn dollars. In no case
were any U.S. funds involved in such reinvestment--only Canadian funds
resulting from the original investment were so used.
Under the wording of the proposed law, It would seem probable that even
though only Canadian funds were used, the proposed tax would attach merely
because the buyer was a U.S. citizen.
The result would be most unjust since the investment of Canadian-earned
funds In Canada would not in any way involve the outflow of any U.S. dollars,
since the only money used could be Canadian dollars from Canadian Investments.
In the last. analysis, the bill, as now drafted, would tax any purchase by a
U.S. citizen of any foreign security with any funds, Irrespective of whether the
funds came from the United States or not. Certainly such Is not the intention
of the act which is to diminish the outflow of U.S. funds, not to stop the use by
U.S. citizens of funds they might properly have in other countries.
I am sure there are many such cases as I have described and I urge that such
type of Investments, where there is no outflow of U.S. funds, should be
recognized and exempted from the proposed tax.
Your attention would be appreciated.
With kindest personal regards.
Most sincerely,
W. M. POMERENE.
BAKER & DANIELS,

lie 11.1. 8000.
lion. IlARRY F. IYRnD,
chairman, Senate Finance Commit1cc,

liti,, AMarch 19, 1964.
IIe .Indlanapoli,

1l'ashington, D.'.

DEA SENATOR BYRD: In connection with the forthcoming hearings by the
Senate Flnanm Coimmittee on 1.11t. 8000, we would like to call your attention to
what we believe is an inconsistency between the wording of the act as passed
by the House and the purpose of the act as expressed in the House committee
relKrt.
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We have a client which Is the owner of ordinary shares in an English company (Y company). These shares represent less than 10 percent of the outstanding ordinary shares of Y company. Our client would prefer to withdraw
its Investment from the English company and replace It with investments in
securities of U.S. comainles. The ordinary shares of Y company have not
been readily marketable. Subsequent to January 1, 1064, our client has received
an offer from X company, also an English corporation, to exchange shares of
X company and cash for the shares of Y company. This offer is one made generally to the holders of ordinary shares of Y company and the offer is conditloned upon acceptance by the holders of 10)percent of the ordinary shares
of Y company. The shares of X company have been or are to be listed for trad.
Ing. It has been the intention of our client, In the event that it received shares
of X company pursuant to the offer, to dispose of such shares promptly and
withdraw the cash for reinvestment In securities of U.S. companies.
Under section 4912(b) (4) any acquisition of stock In an exchange to which
section 351 applies shall be deemed to be an acquisition from the foreign issuer
In exchange for its stock. In turn, under section 4914(a) (4) a distribution by a
crororatlon of Its stock with respect to or in exchange for its stock does not
constitute an acquisition and, therefore, is not taxable. The transaction which
has been offered to our client would qualify as a reorganization under section
38(a) (1) (B) except for the fact that cash will be received in addition to the
ordinary shares of X company.
The whole purpose of II.R. 8000, as expressed In the report of the Committee
on Ways and Means, Is to discourage the return of capital to the United States.
Our client desires to do exactly that, and yet It would appear that the transaction
contemplated by our client is subject to tax. By contrast, a transaction actually
qualifying as a B reorganization would not be taxable even though the holder
might retain all of his holdings In foreign securities and withdraw no cash from
foreign investment.
It would appear that a solution would be to broaden the definition of reorgan.
ization exchange under section 4912(b) (4). We suggest that the parenthetical
language In line 3 of section 4912(b)(4) be amended to read as follows: "(or
would apply, but for section 307 or but for the receipt of cash or other property
in a transaction to which section 868(a) (1) (B) would otherwise apply)."
Very truly yours,
Jour D. CoonaAN.
LTD.,
New York, N.Y., April ,1964.

CIIEM ICAL INTERNATIONAL FINANCE,

Re I.R. 8000.
Hon. IARRY F. BYao,
Chairman, Senate Finance Committee,
U.S. Senate, lVashangton, D.C.
DEAR SENATOR BYRD: We wish to bring to the attention of the members of your
committee certain Inequities In the proposed H.R. 8000 so far as it refers to Edge
Act corporations. We feel it is unfair to certain Edge Act corporations to use a
yardstick of "accepting deposits" in determining whether the corporation's loans
are subject to the proposed Interest equalization tax.
The Chemical Bank New York Trust Co. owns Chemical International Finance,
Ltd., and Edge Act corporation incorporated in January, 1059. Since its formation, this company has not followed the policy of accepting deposits, yet it has
made many millions of dollars of loans and investments which have furthered
the policy of the U.S. Government by stimulating exports, assisting in the development of resources In many countries throughout the world, and provided a
means of financing International trade.
We have studied the proposed II.R. 8000 carefully and have discussed it at
length with our counsel, Cravath, Swaine & Moore. At our request, the latter
has prepared the enclosed memorandum which sets forth our viewpoint in
greater detail.
Accordingly, we would suggest that Edge Act subsidiaries, irrespective of
whether they are regularly engaged in receiving deposits, be treated as If they
were commercial banks for purposes of section 4014(b) of the proposed Interest
Equalization Act. Also, it is respectfully submitted that the foreign activities
of domestic commercial banks are both in the short and long range interests of
the United States, and that such activities by such banks, Irrespective of whether

INTEREST EQUALIZATION TAX ACT

291

conducted directly or through Edge Act subsidiaries, should be permitted to
continue to the same degree as prevail today.
We wish to emphasize strongly the difficulties we will encounter In competing effectively with similar foreign-owned institutions and meet terms customarily granted abroad if we are subject to the equalization tax in the 22
countries designated by the President.
Very truly yours,
HOWARD W. McCALL, Jr., President.
MEMORANDUM

APRIL 24, 190M.

M.R. 8000
This memorandum is with respect to the proposed treatment of Edge Act
corporations under the proposed Interest Equalization Tax Act of i003. Speclflcally, the House report accompanying i.lt. 8000 in its discussion of section
4014 thereof states as follows:
"A corporation organized under section 25(a) of the Federal Reserve Act
(commonly known as the Edge Act), or a State-chartered corporation operating
under an agreement with the Federal Reserve Board under section 25 of the
purpose
Federal reserve Act, will be considered a commercial bank for *
(of paragraph a(A) of section 4914(b)) If It is regularly engaged In accepting
deposits from customers."
The purpose of the Edge Act Is to permit U.S. banks to engage, through subildiaries, in competing effectively with similar foreign-owed institutions and in
relatively risky foreign financing transactions in furtherance of the Government's
policy to stimulate local foreign enterprises and International trade by private
loan, while at the same time Insuring the financial Integrity of domestic banks.
Edge Act corporations are subject to comprehensive restrictions and supervision
by the Board of Governors of the Federal Reserve System and its staff. This
regulation and administrative control Imposed by the staff of the Board are
designed to insure the financial Integrity of the Edge Act corporation, and, more
Importantly, of the parent bank. Accordingly, Edge Act corporations do not
have the freedom of operation of other types of foregin investment companies.
Originally, regulation K, promulgated by the Board of Governors, distinguished
between an Edge Act financing subsidiary and an Edge Act banking subsidiary,
the latter being empowered to accept deposits. Because of this differentiation,
those banks which desired to have both types of Edge Act subsidiaries created a
dual corporate structure and operating procedures. Subsequently, effective
September 1, 1003, regulation K was revised to remove the distinction theretofore maintained between financing subsidiaries and banking subsidiaries. Accordingly, under regulation K as so revised, It would be permissible for an
Edge Act corporation to engage In both financing and banking activities, whereas
previously two separate and distinct corporate entitles were required. Nevertheless, because many Edge Act subsidiaries were incorporated under the prior
provisions of regulation K and have been operating thereunder for many years
and have built up a considerable amount of good will and International contacts, many banks have not seen fit to revise the corporate structure to place all
of the activities thereof in one entity.1 Accordingly, there would not seem to be
any valid reason for requiring banks with Edge Act subsldialrles to revise the
corporate structure thereof and to change long standing operating procedures
merely to comply with the technical requirement of the proposed Interest Equallsation Act that the same corporation that makes the investment also accept
deposits.
We assume it Is not the intention of Congress to penalize the activities of domestic banks through Edge Act' subsidiaries-activities which are regulated
tUnder regulation K as now In effect, itan Edge Act corporation should elect to accept
transactions, the only effect upon
deposits rather than to confine Its activities to financing
Its operations isthat it is not permitted to engage In the business of underwriting, selling.
or distributing securities other than obligations of a national government of a foreign
country in which It has a brancb or agency and is subject to less liberal reetricleons with
respect to the total amount which it may lend to any, one person. In passing, it should
be noted that an Edge Act corporation sanot deemed to be engaged in the housing of
banking for purposes of regulation K unless its aggreate demand depots and acceptance
liabilities exceed its capital and surplus whereas.the test under the proposed Interest
Equalization Tax Act would be whether it is regularly engaged in accepting deposits from
customers.
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closely when conducted through such subsidiaries by tle Ioard of Governors of
the Federal Reserve System and cannot be analogized to the activities of nonregulated enterprises. The active participation of U.S. banks In the financing
of new or developing foreign enterprises is surely not a type of activity which it
is iu the national Interest to discourage. Clearly, this has been recognized
under the Interest Equalization Act by not subjecting loans made directly by a
commercial bank to the special tax. It would be anomalous, therefore, if punitive
tax legislation were applied to subsidiaries of those banks which are making more
risky loans to foreign enterprises than the banks themselves solely on the basis
that that subsidiary does not accept deposits, Indeed, the very fact that the
loans are being made to developing foreign enterprises and the attending risks
are greater than in a situation where loans are made to established foreign enterprises is a cogent argument for not acceifing' deposits. That is to say, a deposl.
tor might consider his deposit to be in greater jeopardy by reason of the nature
of the loans being made, and such might act to curtail tho ability of the subsidiary
to attract deposits. It would appear to us that, if tile commercial bank in ques.
tion is permitted to make a loan which is not subeet to the special tax, it should
lie permitted, if it so elects, to make that same loan through a regulated Edge
Act subsidiary which does not accept deposits, and, as stated, would not necessarily Ie in a position to attract deposits by reason of the nature of its loan
portfolio.
Accordingly, we would suggest that Edge Act subsidiaries, irrespective of
whether they are regularly engaged in receiving deposits, be treated as If they
were commerelal banks for purposes of section 4914(b) of the proposed Interest
Equalization Act.
However, merely to treat Edge Act subsidlarles, irrespective of whether they
are regularly engaged in receiving deposits, as a commercial hank for purposes
of section 4914(b) still might give rise to confusion and uncertainty as to
whether the exclusion in said act with respect to acquisitions by such subsidiaries of debt obligation would be "in the ordinary course of their commercial
banking business." As previously stated, Edge Act subsidiaries have traditionally made loans of a type where the risk is such that it is deemed desirable
by both Federal and State regulatory authorities that such loans not be made
by the parent bank. Accordingly, historically, loans by an Edge Act subsidiary
might not be considered as Iart of the commercial banking business of a bank,
as such, even though they should appropriately be considered as part of the
commercial banking business of a bank which has transacted an international
banking business directly and indirectly through its Edge Act subsidiaries.
Therefore, we suggest that it be made clear that the exclusion of acquisition of
debt securities from the proposed tax also apply to loans by Edge Act corporations of a type and dollar volume commensurate with the past corporate and
financial history of an Edge Act corporation similarly situated.
In connection with that suggestion, we should like to point out that Edge Act
subsidiaries have traditionally engaged in financing newly organized ventures
or In the expansion of existing ventures where the risk is of such nature that it
does not warrant the borrower obtaining either direct bank credit or financing
from other types of U.S. foreign Investment media. It must be remembered that
U.S. banks are competing abroad with many foreign banks whose powers are not
as limited or circumscribed as those of U.S. banks. It should also be stressed
that it is the ability to serve enterprises from their incipiency and through their
early period of growth which ultimately leads to established banking relationships. Obviously, a foreign enterprise in all probability will establish a bank
affiliation with the bank which assisted it during its formative period, whether
it be a U.S. bank or a bank of some other country. Once established, such relationship is likely to continue and to become more Important to both parties. Accordingly, If foreign entrepreneurs must look to banks of other countries for
assistance, a bank in this country will not have the opportunity of attracting
to this country the important business relationship of such entrepreneurs and
those affiliated with It or who may be Influenced by the assistance of the U.S.
bank, including the cumulative deposits which such relationships may entail and
which are so essential to commercial banking in the United States.
Therefore, it is respectfully submitted that the foreign activities of domestic
commercial banks are both in the short and long range Interests of the United
States, and that such activities consist of the sum total of all activities by such
banks , Irrespective of whether conducted directly or through Edge Act subsidiaries, and should be permitted to contihtie to the same degree as prevail today.
OaAvATH, SwAINE & MOORE.
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NATIONAL LIFE IYSURANCE CO.,

Montpelier, Vt., Junc 5, 196..
lion. GKy:OOt D). AIKN.,

U.S. Senate,
Waishinton, D.C.
)EAR SENATOR: Since our very pleasant visit on the telephone the other day,
I have been thinking more about the Interest equalization tax.
It now appears that our paths will not cross for at least a week or two, and
in the interest of time I am taking the liberty to enclose a memorandum which
I have asked to be prepared, outlining for ;ou in skeletal form the proposal
of interest equalization tax.
As I told you over the telephone, it Is my opinion that enactment of this tax
would be very unwise for several reasons.
In the first place, the people of Japan are deeply hurt by this action, and
I am sure it Is easy to understand that they would find t .difficult to comprehend
why we should take action of this kind when waeare sending millions to other
parts of the world in the form of foreign aid.
In the second place, the United States cannot expect to maintain a position
as a world financial center if we are going to utilize such devices to discourage

borrowing in our markets.

In the third place, to my mind this is not coming to grips with the balance-

of-payments problem, which can be resolved by more direct and more effective

measures without creating the impression of international Injustices.
If I can be of further assistance to you in connection with this matter, I shall
be glad to do so.
Again I want to thank you for the helpful and generous cooperation which
you gave me on my trip to the Orient and Australia.
With warmest regards, I remain
Cordially yours,
L. DouoLAs M EREDru,
Executive Ilice President, and Chairman, Committee on FInanec.
JUNE 2, 104.
To: L. Douglas Meredith, Executive Vice President and Chairman Committee
on Finance
From: Donald II. Tetzlaff, Director of Securities
Subject: Interest equalization tax, II.R. 8000
The interest equalization tax bill (II.R. 8000) was introduced in the House
of Representatives on August 23. 1003, reported favorably out of the Ways and
Means Committee of the House on December 10, 1003, and passed by the House
on Mrch 3. 190. A very brief summary of the proposed bill follows:
(1) The bill imposes a tax on acquisitions of certain foreign securities In
order to equalize the cost of longer term financing in the United States. Simply
stated, foreign borrowers have, for some time, been able to borrow money
cheaper in the United States than they can In their own countries.
(2) The tax is designed to aid our balance-of-payments position by restraining the heavy and accelerated demand on our capital market from other industrialized countries.
(3) This interest equalization tax is a temporary excise tax effective for the
period July 10, 1063 (August 17 for certain listed securities) through December
31, 1905.
(4) The tax rates are designed to reduce the net rate of return to the U.S.
buyer on the foreign securities involved, by about 1 percent per annum, It is
expected that this will improve the U.S. balance of payments by from $1% bil-

lion to $1

billion a year relative to the rate in the first 0 months of 1003.

Revenues of $30 million a year are anticipated.
(5) Exclusions in the bill relate to(a) Securities acquired from a prior American owner;
(b) Securities received in connection with a wide range of expert transactions(o) Debt obligations received by commercial banks in the course of their
commercial banking business:
(d) Direct investments in 10-perccent-owned corporations;
(e) Securities of "less developed country corporations" and obligations
of les developed countries;

:*Zr.
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(I) New security issues which the President exempts in the interests of
international monetary stability, presumably new Canadian securities;
(g) Reserves maintained by insurance companies doing business in foreign countries; and
(h) Investments of foreign membership dues by labor unions and other
exempted organizations.
The bill Is controversial and the financial community was well represented at
the committee hearings. Although the President's announcement came in July
of 1963, no law has been passed. The announcement, in effect, stated that any
'aw passed would cover security transactions on and after July 19, 1963, and
August 17 for certain listed securities.
The effect of this Presidential announcement has been to practically eliminate
new foreign security offerings in the United States. Both issuers and investors
are awaiting congressional action on the equalization tax bill. However, 11
months from the announcement;" there is no bill near passage as of this writing.
No tax is imposed where the period to maturity is less than 3 years; the
following schedule is taken from the bill.
The tax, as a
percentage of
actual
value,
Is-2.75
At least 3 years, but less than 3% years-----------------------55
At least 8% years, but less than 4% years---------------------.
4.35
At least 4% years, but less than 5% years---------------- ----5.10
At least 58 years, but less than 6% years --------------------5.80
At least 6% years, but less than 7% years ------------------6-0.50
At least 7% years, but less than 8% years -------------------------- 7.10
At least 8% years, but less than 9% years ---------7.70
At least 9% years, but less than 10% years-..----------------At least 10% years, but less than 11% years-------------------- 8.30
9. 10
At least 11% years, but less than 18% years ------------------At least 13l years, but less than 16% years-------.----------- 10.30
At least 16% years, but less than 18% years.------------------ 11.35
12.25
At least 18% years, but less than 21% years-----------------At least 21% years, but less than 23% years.....-------------.------ 13. 05
At least 23% years, but less than 26% years ..------------------ 13.75
At least 26% years, but less than 28% years.------------------ 14.35
15.00
28% years or more .-------.----------------------Because of civil rights legislation, and other bills' of greater importance to the
administration, no hearings in the Senate have been scheduled (to our knowledge). It is our understanding that if a bill is not'passed before December 31,
1964, then a new bill must be introduced and the retroactive features of the present bill will be eliminated.
NEW YORKj'N.Y., June 2S, 1964.
Hon. HARRY FLOOD BYRD,

Ohiarman,,Commttee n Fittance,
U.S. Senate, Washington, D.C.
DEAR MR. CHAIRMAN: In my capacity as a vice president in charge of foreign
trading of a New York 'Inestment banking firm, I received today a copy of the
pamphlet containing the amendments recommended by the Treasury Department to the interest equalization tax.
I consider myself an expert in foreign exchange control regulations and'hiav
been. recognized as such since .many years. The .socalled interest equalization
tax which is nothing else but the'first part of the U.S. exchange control regulations, has been conceived by people who either do nbt know it's implications or
are planning to destroy New York as a center of International finance.
It seem odd that:at the same tine at which this tak should be imposed, a
task force on promoting Increased foreign investnient comees out with a report
urging foreign countries to relax on restrictions which might prevent other
nations to invest in American securities. Do we really believe that our recommendations will have any success when we do exactly the opposite ourselves?
. One of the amendments recommended by the Treashtr covers the possibility
for dealers ii foreign stocks t6 b'y from foreigners oi condition that they resell
to other foreigners on the same day. On the other haid you can biy foreign
bonds from foreigners and resell them to other foreigners within 90 days. Where
is the logic? Does the purchase and sale of securities of any kind affect our
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balance of payment if both transactions are done with a foreign counterparty?
If an American holder of foreign securities wants to sell those he can never
rebuy them unless he pays the tax. For all practical purposes this amounts to a
forced liquidation of valuable assets by our investing community.
The mere proposal of this law has initially caused massive withdrawal of
European dollar balances and has seriously undermined the confidence of foreign
financial authorities in this country. Once one starts restricting capital movements the inevitable end is more and more controls and restrictions and our
European friends are well aware of this fact.
Up to the moment that I saw the proposed amendments I was hoping that
somehow the impact of the law would be softened and legitimate needs of the
American investor would be considered. The way it looks now is that only the
various regulations have been presented in a more confusing form. I could
go on and on explaining why I believe that It will be impossible to police this
law and that it will do more harm than good.
I urge you to do whatever possible to prevent this act to become law.
Respectfully yours,
WALTER V. STEINER.
THE AMos TUCK SCHOOL OF BUSINESS ADMINISTRATION,
DARTMOUTH COLLEGE,

Hanover, N.H., June 24, 1964.
lion. HARRY FLOOD BYRD,
Chairman, Committee on Finance,
U.S. Senate, Washington, D.O.
DEAR SENATOR BYRD: As your committee considers the interest equalization
tax as passed by the House, I hope this letter may be of some help in pointing out
features of the legislation that urgently require alteration. I believe the, tax
as a whole is bad, but I shall confine myself here to some specifle defects I see
In it.
Swivtohing of foreign investments by U.8. persons
The purchase of foreign securities by one U.S. person from another is exempt
from the tax as proposed. This is entirely logical, since the transaction does
not involve any outflow of funds from thb United States. However, when a U.S.
person sells foreign securities to a foreigner and reinvests the proceeds in other
foreign securities by purchase from a foreigner, the purehas is subject to tax.
Again, there has been no net'outflow of funds from the United States and there
is no need to penalize the switching of foreign invetinents ; thepurchase should
be exempt from the tax. To tax the transfer, as the proposed bill would,is not
simply to discourage the outflow of funds, but to force U.S. persons to reA
patriate foreign investments.
Application of the tax to U.S. citizens resident in foreign countries
The tax applies to purchased by U.S. "persons," a term that includes U.S.
citizens no mater where they reside. The effect of the tax on U.S. citizens who
live and work in foreign countries is quite unreasonable. Consider, for example,
a U.S. citizen employed by a Canadian corporation and a bona fide resident of
Canda. If he purchases stock in the corporation he works for he will be subject
to a 15-percent tax under the proposed terms of the tax. In all probability he
will pay for the stock with salary received from his'Canadian employer and
kept in a Canadian bank account, so that no funds will have left the United
States.
The U.S. citizen resident abroad is likely to be more familiar with foreign
securities than with U.S. securities, probably derives most of his income from
foreign sources and keep his savings in foreign depositaries. There is little
justification for penalizing his'noinal investment practices and forcing him to
send investable funds to th Utiited States
It is true that the U.S. Income tax ~pplles to U.S. citizens regardless of resldence. But the Interest equalization tax is hot an Inome tat and there Is no
necessary inconsisteny in niaking it inapplicable to b6na fide residents.of foreign
countries. Even the income tax i siibject to exemptitos for some foreign income
of citizens resident abroad.
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Isiiie exempIJtiLon
New issue 81.0 (lie rvill sollret) of iseriofl

'Thtiell

o0tflows'sof -f1if(th fromi the Uniited

States Into foreign Inv'esitments. Tito proposed leglslatioii pormIts the Prsdn
to extti)t atilVloit-14 of itew smllelit'~ ) order to.I preservoerilft(ilili
iiioietary stability. It Is 1xliectt'd that the Prl'enlt will use Is authority to

exempit, unew Isalies originating lIn Coida. It would be much more Ili tue, interest
of tilt IfidiIIul U.S. tft~jafy'r to oxchitit acqjuisitions~ of outstanding seeuritica

far As po~ssilde, the hud1iidual U.$.
111)I to takx the acijUisitioli of now issuvq. S.8o
iveator shotild two free to Iiuiviioo wthout tax penalty ally foreign tieirities
If the equahivyattoll tax is to be
wl 11 tire ontstiinding and available to him11.
11iplied at, all. It '4luu111 be, applied onlly 11gallisi hOWv Issues.
It iihold. 1)0 a goool deal 0118101' to enf~orce0 it tftx o11 pu1rchtwoS. of now'Iss
p~jurelimacs of ollistlidilog IssueOs. It l rlt)Iels). (t'sy to
tMan~ to enform o110

keep track of unow Issues coming oin tho warkel. Wit. tiifflcult, to forest a tax onl
nil putrehases by all US. persiu of outstauding foreign .cecurities tuuile-s 0di
t n1118lt iolls lit foreign exlmnge tire to be registered.
Ili conc1ltioij, I hItop the conuiniteo wvill not be persuaded by the urioncy of
tho gold outflow problem to lilso unnecessary hardship onl legitimate ondl
profitable forelin Investment by ilirlidiil U.S. cit ivens.
Yours very truly,

j1. PeTEit

'IIA

ON

3OINT COMM11WFE ON JAX-N-NdTEmu STATES Tn~or,

frmuhPko

11ion HIARRY FLOOD ByRDO

ui1,161

U.S. Sevat, Washfnipton, D.O.

4th: Onl behaflf ,ofthe Iapanese 'Joint oittee oil JapanUnIited States
Trade, wo take great pleasure In sending to you hierewith a copy of the joint
statement issued at the end of tho third Japan*UnIited States Busuiessnonel's
Conference held during the week of May 18 here In Tokyo, where the -repre.
ioentltives of theChaniber of Commuerce of the United States or America and of
the Japanese joint -Coninittee on Japan-Uuited State Trade, made ul of the
three organizations -which we represent, made a frank exchngo of views oil
inatters of jutlual Interest,,;
As ,you will note kin the joint statement, 1the representatives of both aides
iltutunily confirmed their stand which Is against thme enactivent of the proposed
interest equalization tax bill -nowv pending before Your committee. It to the
siero hope of the representatives of the Chamber of Coininorco of the United
States of Amnerica and of the Japanese Jotnt Committee oil Japan-United States
Trade that you will kindly give clue consideration to our statement.
TIOIh~AA
Yours faithfully,
Preotdeit,FelcratIon of' Roono Orgatiftallotia,
TAVASI ADAont,

Pres~cdent, Japan0hamberotOomtnero and Itmie~olr,
I1rJTAHO INAoAKr,'

Prcesdont,JapanForcign Trade OoieiI, In.
JOIN T'1TATEU NTi MAY 28, IM8

The Third Jafpan-United states fluslcssmnen's Coifeorerco was held lit Tokyo
May 10, 20 and 28 1904, where the representatives of both the Japanese Joint
484 TsIa~dg.noof tbe.Ohain~op. qf CQpijpor~q
on jp~n~jnite
~lumitt9
ftIb
u6 i*-f~fwig it~tnieiut,
R1to1061thtoo &11010~h og1r-ee
1, The representatives of. the, Japaneae and Americatn delegations expressed
6pp)osItion to restrictions to the free flow'of capital between tim two countries.
specll oppositIOn1 was eXpressed to the so-called Ipiterest equalluatin. tax bill
now jending before the U.S. Senate. similarly It was recognized that the
J'apanese Govortnent adiwinlitratlon of its lawo.'governiug foreign tnvestitint
oil

2. The Jhipinese representatives expressed tbeir wilfipgness to coopeutate witb

the United States for the successful conclusion of Kennedy round tariff

cutting negotiations In order to lower the barriers of world trade. In thi
connection, the Japanese representatives expressed their opinion to the effect
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tMat nontarifT barriers Lcliding discriminatory restrictions 1i10s(41 by foreign
countries uipon Japanese products should bro removed. The U.S. delegates pXof the Japanese psItion
pressed their udlprattiiung
, i1 view of the desirability of the economic dIevelolment of the countries
of southeast Asio, It was agreed that the represcntatlves of the two counrles
should explore methods by which private enterprises of Japan nid tIlUited
States coUld cooperato in that development and exchange InforiuatlOn with
each other.
4., Th Jnanneso representatives mfdo a request that the U.S, pollcies, such
Is "Buny American" and "Still) Amoerinn," which restrict the fiv flow of
trode, should be gradually relaxed as the balance of International payments

position of tho Uitedl States improves, As a matter of prifiJple, it was consilored undesirable for any country to adopt such poliies.
5. As to tra(o with Conisiiiiuit bloc countries, mutual understanding was
(leepened as the representatives of both Hides presented their-views on tho omitilter
and explained the present situation in their re'Actvecountries.
0. Ioth delegations held that reciprocity should be tie key to closer economic
'all the free world
coopr ioi betw ejn the United Rtates and Japan

nat ions.

interest at the conference
atunl
7. Whlo qxehnge of fr -nk views o uittors of
was highly iutrumontal Iii jprpillhig .mutual 'understanitig and good will
botweem the busilnes circlet of the -two countros.II
.,Conaldoration will bo given to holding a fourth conforen o at sote ui~ailly
conivenient danto ill the United States,

Vash(,it0o, D.Q., J,1 no 0, 1904,
Ion. HARRY F., 1T,Rut
(ThuIrno,,, Cone heItIto oil Philoneo, 17J9,Snato,' lVash(teltop,D.O.
an I atauv I
flVA:
R SICAT61k lft : Our. review of MII' W0O1h9s 'ovaeAd
jiNch"theo applicaon of the tax roposwd by to bill would meAMiRte an Aultricnh
crprdtlon which hoiqp sniall Interests) n foreign 49prloraton8 n0d wvhll wslies
to mn'aintain its prooiqrtionate qqltty when additional stock l1 offered for 4ub$O~O,
0f1t,
anoeiment to'section 4014(a) o"
scrlption. We have propaed ani
as eplnel and set forth in the attached momorgid'im,' which will orrct tis
inequity without detrimental efect upon th balance of pay"Menta
Wo\respoctfulii request that the committee revieW this matte nd reconmend the adoption of suBh aln awend moilt,
Sincerely yours,
CLAVDV: 10. 11011119, 001114i,'

SunoxTmw AmmNmW(T TO Id.it S000,9 THEl INTERTKSI' XQUATjRiATN

TA% flRli

Mhas revealed an instance in which the applicktion ottho
ovlow of 1LJl 0(K
tax proposed by the bill would ponalize an American corporatin witch holds
Wmll Interests In forolig corporations and which wishes to maintalnwits proportionato equity when additional stock is offered for subscription.
oWestinghouse Electric Corp., maintains:, investmnts in foreign "In tle
which often are its lIcensees or customers for products manufactured by es8inghouse, or both. These Investments aro-in most cases loss than 10 percent of
the equity. It is often commercially necessary, and when it is not necessary,
it is at least dlesirable,, for Westinghouiso to subscribe*for now stock when It F,
offre by the foreign company. Whero' Westinghouse' ownsg, or through tbe
subscription becomcqs the owner of. 11) percent of the voting power, the tax
will not apply. Where owilership' isleisstfhan 10 -percent of tih votingpower,
how6Vor, Westinghouse, will b6 forced to, 1)1y ta* merely t6 'Continuo Its proportidnate interest, asa6toCholdor.
It i suggested thAt the tratfsactions describd'aholi be mado oxein fl robi
th6 tak. In exemptlng acquisitions of stock to maintain'hn existing eqilty
position from application of the tax, the balance of payments can bo AiJF prdatnunt equal
ected bylimiting the amount of investment muado oxompt ton
;1k
lubthp
froin the foreign company during the'al11rccdugR
th1 tottl receipts
COM, In' tl1
n theform of dlvontls, Ifitrest,, rents, royalties, mid
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fashion the commercial necessities will be accommodated while tlhe balance of
payments is not adversely affected.
A suggested addition to section 4914(a) to effectuate this proposal follows:
"(8) Any acquisition of stock of a foreign issuer to the extent that"(A) the proportionate stock interest of such shareholder In the foreign
issuer does not exceed that shareholder's proportionate stock interest immediately before such acquisition, and
"(B) the cost of acquiring such stock, plus the cost of acquiring other
stock In tihe same issuer acquired during the preceding 12 months does not
exceed the total amount paid by such Issuer to the shareholder during the
preceding 12 months as dividends, Interest, rents, and royalties, and In exchange for export property (as defined in sec. 071(e))."
STATEMENT OF JOHN C. VAN EOK, JR., PRESIDENT OF INTERNATIONAL INVESTORS,
INo., AN OPEN-END INVESTMENT COMPANY INVESTING IN FORKION SECURITIES

Mr. Chairman and honorable members of the committee, my testimony before
the louse Ways and Means Committee last August suggested several amendments to ,1.l1. 8000. My concern with the proposed bill was the application of
the so-called interest equalization tax to the acquisition of outstanding foreign
stocks from foreigners (even if such acquisition were to be paid with foreign
currency received from the proceeds of sales of securities to foreigners). Other
qualified witnesses pointed out'that the proposed bill would be ineffective, unjustified, discriminatory, dangerous and have the effect of depriving Americans of
a tasic freedom. I wish to submit three additional reasons, which I have not
seen mentioned, why I now believe the proposed bill is not in the national Interest
and should not be adopted,
First, the proposed bill does not correct the basic causes of the differences
In interest rates between the United States and Europe and Japan. It will, in
my opinion, tend to delay and thereby make more difficult the Inevitable adjustment in these rates. The Bank of International Settlements' 84th annual
report states that, "The interest equalization titamust be seen as an expedient
to coyer an underlying disequilbrium between the United States and the outside world." It suggests that the U.8. monetary authorities take the proper action to correct this disequillbritim. If the Federal Reserve System is responsible
for the interest rate disparities, It should take the'necessary steps to equalize
the Interest rates, not the U.S. Congress through inadequate stopgap discrimina.
tory legislation,
Second, the proposed bill sl Inconsistent with the U.S. policy to promote a
stronger and more prosperous free world by more efficient allocation of resources
and freer exchanges of products and services. The proposed Interest equalization tax will place a barrier to international portfolio investment and thus
establish a new policy of nationalism and Isolationism, a major reversal of the
current policy of cooperation with allied countries. Such unilateral action does
not build international goodwill in a world where barriers are being reduced and
eliminated. The Senate Foreign Affairs Committee should examine this aspect of
the proposed bill.
Third, the proposed bill is inconsistent with the U.S. policy to promote Increased foreign investment In the securities of U.S. private companies. Does the
Senate Finance Committee wish to approve legislation which violates the Golden
Rule?
STATEMENT OP U.S. SAVINGS & LOAN LAOvUB, WASITINOT,
D.C., SunMIrrrED
nY GLEN TROUP, STAFF VICK PRESIDENT, JUIY 1, 1004
The U.S. Savings & Loan League, representing, over 5,000 member savings
and loan associations in every Sthte of the Nation, respectfully requests that the
Senate Finance Committee amend H.R. 8000 to give all savings and loan associations thio same privileges regarding nonresident allen deposits that banks
existing law and
and most stock savings and loan associations have under
'

regulations.

Under the present 'uw and regulations by the Treasury Department and the
Internal Revenue Service, Interest paid by banks on'the deposits of nonresident
aliens (not conducting a business In the United States) Is exempted fr6m
Federal Income taxes. Internal Revenue and Treasury have ruled that banks
and stock associations that pay interest on deposits come within the definition
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of doinga banking business," On the other hand, this same ruling excludes
imutunI savings and loan dividends from this derlnition. Yet at the same time,
the Treasury Deportment treats savings and loan dividends as interest in
virtually every other area. For example, when it comes to the' dividend oxclusion or credit in the tax law, dividends by savings and.loans are treated not
as dividends but as interest. Similarly, under the withholding and reporting
laws, dividends paid by savings and loans are treated as Interest.
The situation today is neither logical or equitable. In effect, the income
from foreign investments in commnoiclal banks and In most stock savings and
loan associations paid from the earnings of those institutions are not subject
to an income tax. However, if the money is placed in a mutual savings and
loan association, it is taxed. This distinction also is true in the case of estate
taxes. Thus a nonresident alien's deposit in a commercial bank or stock savings
and loan association is not subject to a Federal estate tax (just as the income
theron is not subject to a Federal income tax), yet it the deposit la with a
mutual savings and loan association, it Is subject to such an estate tax.
The U.S. Savings & Loan League and many other savings and loau representatives have been discussing this matter with the Treasury and Internlal Revenue
Service for several years. Last year we were Informed thlqt the. President's
Task Force on Foreign Investments would consider.our request: however, when
the report was issued there was no mention of this problem of nonresident alieu
Income taxes and the different treatment between banks and savings and loans.
Repeatedly, requests to alter the Interpretations or rulings by, the Treasury
and Internal Revenue have been denied. The only way that this matter can
be treated equitably is through legislation. , There is attached language, to
permit Identical tax treatment of nonresident alien funds placed in commercial
banks, savings banks, stock savings and loan associations and mutual savings
and loan associations. (It treat4,,also the funds of controlled foreignco,
I
,t ;
.
poration ,)
This amendment will help .1 the balance-of-payments problem,. Admittely,
It will not be a tremendous amount involved but the U.S. Savings & Loan
League is confident that amending the law as requested will result in millions
of additional foreign dollars being invested in our Nation's savings and loan
associations. This money, of course, will in turn be invested in home financing.
A foreign investor simply cannot understand why if he puts $10,000 in a com.
merclal bank or a stock savings and loan association there is no tax on the
earnings and no withholding. Yet If he places $10,000 In a mutual savings
and loan association, the dividends paid thereon are subject to a withhblding
of up to 80 percent; Also of course, if the'foreign Investor died, estate taxes
would be levied against sums in the savings and loan associations blut not on
sums in a commercial bank, as has been explained above.
The suggested amendment will not only remove an inequity between competing Institutions, but will aid our Nation in helping to resolve the balancof-payments problem.
We sincerely and respectfully request that H.R. 8000 be amended per the
attached amendment,
AMENDMENT OF H.R. 8000-CoMMrrrs PRINT, DCEMBEn

0. 1'
0,

Add at the end of the committee print of the bill (beginning at the bottom of
,;
p. 71) the following further amendments:
"Sec. 0. Bank deposits of nonresident aliens and controlled foreign corporations
"(a) INTEREST As Goss INooyM FROM SOUOCESaWrrniN UNITn STATES.-Subparagraph (A) of paragraph (1), subsection (a), section 801, subchapter N,
chapter 1 is amended to read as follows:
"'(A) Interest or other earnings on deposits or savings accounts with banks
(as defined in section 581). paid to persons. not engaged In business within the
United States,'
"(b) TAx ox NONRESrIDNT AMN INDrvImuAS.-Paragraph (1). of subsection
(a), section 871, subchapter N, chapter 1 4s amended to read as follows:
"'(1) IMPOITION or TAX.-Except as otherwise provided in subsection (b)
there is hereby imposed for each taxable year, In lien of the tax impoed by
section 1, on the amount received, by every nonresident alien individual not
engaged in trade or business within the United States, from sources within the
United States, as Interest (except Interest or other earnings on deposits or saving
accounts with banks as defined in section 581), dividends, rents, salaries, wages,
84-98 7--4-
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premiums, annuities, compensations, remunerations, emoluments, or other fixed
or determinable annual or periodical gains, profits, and income (including
amounts described in section 402(a) (2), section 403(a) (2), section 031(b) and
(c), and section 1235, which are considered to be gains from the sale or exchange
of capital assets), a tax of 30 percent of such amount.
EXCEPTIONS FROM DEFINITION OF TERM 'UNITED STATES PROPERTY'.-Sub-

"(c)

paragraph (A) of paragraph (2), subsection (b), section 050, subchapter N,
chapter 1 Is amended to read as follows:
"'(A) Obligations of the United States, money, or deposits with persons
carrying on the business of banks, as defined in section 581;'
"(d)

WrrnHOLDINO OF TAX ON NONRESIDENT ALIUNS.-The first sentence of

subsection (b) of section 1441, subchapter A, chapter 3, is a'iended to read as
follows:
"'(b) INCOME ITEMS.-ThO Items of Income referred to In subsection (a) are
interest (except interest or other earnings on deposits or savings accounts with
banks as defined in section 581 paid to persons not engaged in business In the
United States), dividends, rent, salaries, wages, premiums, annuities, compensations, remunerations, emoluments, or other fixed or determinable annual or
periodical gains, profits, and Income, and amounts described In section 402(a) (2),
section 403(a)(2), section 631 (b) and (c), and section 1235. which are considered to be gains from the sale or exchange of capital assets.'
"(e)

TAX ON ESTATE OF A NONESIDENT NOT A CITIZEN OF THE UNITED STATES.-

Subsection (b), section 2105, subchapter B, chapter 11, Is amended to read as
follows:
"'(b) BANK DEPOSITS.-For the purposes of this subchapter, any moneys held
by banks (as defined in section 581) the interest or other earnings from which
is excluded from gross income from sources within the United States for the
purposes of chapter 1, subtitle A, for a nonresident not a citizen of the United
States who was not engaged in business in the United States at the time of his
death shall not be deemed property within the United States.'"

STATEMENT

OF THE NATIONAL

FOREIGN TRADE COUNCIL,

INO., SUDMITTED

BY

JOSEPH B. BRADY, VICE PRESIDENT, NEW YORK, N.Y., JULY 1, 1064
The National Foreign Trade Council, which was organized In 1014, Is conmprised of U.S. companies which either directly or through their domestic and
foreign affiliates are engaged in all aspects of foreign trade and business. Generally, the activities Include production in the United States for export, production abroad, distribution to and in foreign countries of tangible and Intangible
goods of both United States and foreign origin, and furnishing services both
to and in foreign countries. Among the Sltfclnf activities are: manufacturing,
mer liandising, extracting, exporting and importing, conduct of transportation
and communication businesses, banking and Insurance. Frequently a single
company will be engaged in several or all types of activities-e.g., It will export
goods and services from the United States and prodnce and sell goods abroad.
The basic purpose of the National Foreign Trade Council is to promote and
protect American foreign trade and business. NFTO has urged continuously
that American foreign trade and business which constitutes an extremely Important Integral segment of our total economy be fostered, recognizing that there
is an Interrelated need for strengthening U.S. foreign trade and business, U.S.
business generally, and the U.S. economy as a whole.
The balance-of-payments problem has been one to which the National Foreign
Trade Council has given continuing attention. We have commented on a number
of occasions concerning the unfortunate impact on the International position of
the dollar and on our gold reserves of a protracted overall deficit in the balance
of payments. In this connection, attention has been Invited to the positive contributions of private foreign trade and business to the balance of paylnents, both
from a short-term and a long-term point of view. Receipts from American exports and direct Investments abroad, and American foreign trade and business
generally, constitute major factors in the positive side of US. balance of payments. (See NFTO's testimony before the Committee on Ways and Means, June
5, 1961, "The President's 1001 Tax Recommendations," hearings, vol. 4, p. 2628
et seq.)
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According to the Treasury, the "Interest Equalizatlon Tax Act of 11M63 (1.1R.
8000, 88th (Cong.) occupies a central iositlon In our total effort to achieve prompt
and lasting Iplrovement in mir bIlance of payments by reducing thi flow of
long-term portfolio capital from tlis country. The purposes of the bill are
achieved through the imposition of a temporary excise tax on the acquisition
from foreigners of foreign stocks or debt obligations with maturities of 3 years

or more."

As Indicated above, the National Foreign Trade Council's members are engaged
in activities Involving production abroad, distribution of tangible and Intangible
goods, both in foreign countries and to persons located In foreign countries, and
similarly furnishing of services of both United States nid foreign origin to and
in foreign countries. In general, they are engaged in activities which come
within the meaning of the concept "active conduct of a trade or business."
Within this framework our comments are addres.ed to the as'ects of the bill
which affect those activities; our statement should not be taken as being for
or against the base concept embodied in1 II.R. 8000-namely, the Imposition of
an excise tax on foreign portfolio investments.
As Introduced, many long-term financial transactions of both a contractual and
eiluity type entered Into during the active conduct of such foreign trade or busihess would have been subject to the new tax If ll.R. 8000 as introduced had been
enacted into law.
Specific exemptions from the tax on long-term financial transactions of U.S.
companies engaged in the active conduct of a trade or business were included
in the bill as introduced. Further, these were broadened to some extent in the
bill as passed by the House. Finally, a number of the amendments recommended
by the Treasury Department and which were transmitted to thl chairman bf the
Committee on Finance, June 12, and subWquently published by the.,connittee,
appear to alleviate the impact of the bill on companies engaged in the active
conduct of a trade or business.
However, it is noted that the amendments recommended by the Treasury have
been available only for a short time (as a practical matter, approximately a
week) and have not been thoroughly studied by al. concerned. While the
Treasury has generally seemed to be sympathetic to the suggestions of U.S. companies engaged in the active conduct of foreign trade and business, the time
available to study the proposed amendments has made it difficult to be certain
that all appropriate cases are adequately covered.
In testimony before the Committee on Ways and Means the basic suggestion
of the National Foreign Trade Council was that if H.R. 8000 or a similar bill
is enacted into law it should contain provisions exempting fi6m the imposition
of the tax all transactions which are related to the active conduct by 4 U.S.
company of any type of foreign trade or business. This is the basic reconmendation of the National Foreign Trade Council at the present time.
If H.R. 8000 or a similar bill is enacted into law, NFTO supports in principle
those provisions in the bill which in whole or In part mitigate the application
of the proposed tax, insofar as it would adversely affect financial transactions
of U.S. companies engaged in the active conduct of a trade or business.

U.S. SENATE COMMITTEE ON FINANCE-H.R. 8000, INTEREST EQUALIZATION TAX
AOT
Statement of Henry Scharf, Weston, Conn.
Introduction
The within statement is in opposition to H.R. 8000, the proposed Interest
Equalization Tax Act.
I would like to state at the outset that the concept of H.R. 8000 appears to be
~needed legislation to curb the outflow of U.S. dollars and to reduce the balanceof-payments deficit as reported by the Treasury Department and the President
in his message to Congress of July 18, 1003. In the quest for relief many state*
ments have been made by the Treasury Department which have no real basis in
fact, and other aspects of the proposed legislation have been completely ignored.
It Is therefore imperative that an accurate analysis be made as to the sources
contributing to the balance-of-payments deficit.
SHearings before the Committee on Ways and Means, House of Representntives, 88th
Cong., let sees., on B.R. 8000, p. 807 et seq.

302

INTEREST EQUALIZATION TAX ACT

During the year 1902 and the first half of 1i03 many hundreds of millions of
dollars worth of new issues were placed on the U.S. securities market. These
new equity and debt issues accounted for tle bulk of U.S. dollars leaving this
t untry without any direct return to the United States. Most of these issues
were underwritten on behalf of Japanese, West German, and Canadian comiilnels. There Is no question but that new financing should be curtailed, as is
envisioned In II.I. 8000. Since the proposal of this tax most of the financing has
taken place outside of the United Stales. Some of this financing has been placed
abroad by American underwriters. Whether or not Americans participated
through oversea holdings In this new financing is not known. What Is known,
however, Is that the purchase and sale of existing equity and debt issues has
not only not contributed to the balance-of-payments deficit but, on the contrary,
has brought substantial new dollars into this country, It is this phrase of II.R.
000 that we object to and It is this phase of H.R. 8000 which has not received
the proper consideration, nor have figures been made available by the Treasury
Department.
It is our contention that the Interest Equalization Tax Act if enacted Into
law specifically excludes the purchase of existing foreign securities and intrticularly differentiates as to existing foreign securities presently trading on any
of the recognized U.S. securities exchanges.
Comments regarding the trading in outstanding Canadian and UnitfedBtates
securities between Oanadian cftIaens and United States citizens
SIn the 28-month:perlod 'frm January 1, 1002, to Apill 80, 1904, U.S. citizens
purchased $870.8 ltillion,o6 outstanding Canadian securities. During the same
period U,S. citizentis ld back to Canadian citizens $1,030.5 million of outstandlig Canadian equities, making a net balance rehabilitated to Canada of $160.2
lllt6n. This means that not only did U.S., citizens, In their dealings with
listing Catadian securities, hot contribute to the balane6-of-payments 'deficit
but contributed an. additional $160.2 million into U.S. Income from' foreign

coutries.

In tli'4.m6nth pei1'od from'January 1, 1964, to April 80, 164, U.S. citizenss sold
back to Canadians $145.0 million of outstanding Canadian securities while only
purchasing $89.6 tiillitif. "'Thns in the n'ost' recent 4-cionth period $50.3 million

}ye received by U,S. citizens In excess over their purchases. Here again the
Ulance-of-payment deficit was thus reduced rather than aggravated. By the
same token, In the,4-month period of'January 1,' 1964, to April 30,.1904, Ontad4ai citizens purchased $142.6 million worth of U.S. securities from U.S. citizens
and sold $134.2 trillion of U.S. securities back to U.S. citizens making a net pur-

chase of 23 million. In the 4:month period ended April 80, 1964, Canada contributed $79.8 millio to the United States as Its net balance between purchases
and sales of United StAtes and Canadian securities.
To stuamarize: Canadians are purchasing more U.S. equities than they are
selling while, at the same time,' repatriating more Canadian equities froi the
United StAtes thah they br6 selling to the United States.
A table'of the pur*chses and sales of Canadian securities, as well as the pur.
chases and sales of U.S.-itizens follows:
Trading in outstanding U.S. preferred ahnd common stocks (between Canada and
,.
United States)
(In nillcons]
Sales to U.S.
purchasers
Ap l 1 4

.......................

n. I toApr. 30, 19 ........

. .. .

........

..... ...............

$4
,
134,

.....

....

!

:I

.I

..

i

Pr-chased Ne, sales (+)
from U.S.
or pur.
sellers
chase (-)
$47.

142.6

I;

(i

-$7.2

-8.4
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common and preferred soc08 (bclwccn 0anada
Tradlip its otiPhotnein Canadlan
aprd Untied Stales)
lin inllonsi
Sales of
common and
referred
,anadian
stocks to
United States
residents

Year and 11o1tl

1'urchwse of
comumon snd
kprefjredNet sales +)
Canadian
or purchase (-)
stocks from
United States
residents

1962 (year ............................................
53.1
1963
W.ear....
8
19
nonis)...................................
.69.6
1963:
January
.........................................
28.4
ebruary ............................................
23.6
March .........................................
288
........ .............
..
2.8
April..................
A6
May ..........
June ............................
22.4
July .............
.......
17.9
August ......................................
9.8
September...............
.......................
9.8
October................
.......................
11.8
..
Noembe
December.........
.
.................
Month not identfled,-4-i-- ...... *.......... ".... **
4
1..........................
.
............
104:..
January......

...................................

21.2

February.....
..
..................
Match........v...............................89
Mrh
........
April ......
..P.9

~ut~nt
~ard,

beni

~

~

all (oar f:Ii 5denc andf,
id.

'17.8

7
395.9
24..9
42.6
29.6
40.7
39.8
3&
2.1
18.
180
17.1
23
231
19.
.4.
41. 6

2&.9

$f

-$11.6
-98.2
-383
-14.2
.0
-11.9
-12.9
-12.4
-4.0
-. 1
-8.7
-7.3
-11.6
-7.8
.........
20.5

1. 0

-I)

-11.8

$regn
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believe would be a similar parallel as to imposition of a tax on a purchase of
existing foreign securities by American citizens. The billions of dollars spent
each year by American citizens traveling abroad leave nothing except fond
memories of a vacation or business travel. Foreign securities purchased by
American citizens leave an equivalent equity with these citizens which at
some time or another are repatriated to the foreign country in return for a
profit or another equity for the U.S. citizen. To tax the purchase of foreign
securities would indeed be shortsighted. Investments are usually made for
a profit motive. If this is true, at some time in the future, more money will
come into the United States as a result of these purchases by U.S. citizens
than will be taken from our dollar reserve. The present figures all indicate
that this is so.
Comments regarding borrowings by foreign citizens from U.S. sources as differentiated from the purchase and sale of existing foreign issues by U.S.
citizens
In a description of the proposed Interest equalization tax as submitted to the
Committee on Ways and Means of the House of Representatives by the Treasury
Department, it is stated as follows: "The administration for some time has
pointed out that a portion of these foreign needs for capital now met from U.S.
sources might more appropriately be satisfied in the borrower's own market or in
those of countries with balance-of-payments surpluses. The imposition of the
proposed tax will encourage this process by tending to equalize costs of longer
term financing in the United States and in markets abroad, reducing the incentive to raise capital in the United States simply to take advantage of a possible
interest cost saving."
It Is an elementary fact that a company having issued its securities does not
receive the proceeds of the purchaser's sale of these securities while trading in
an open and free market. Only if the company issues new securities does it receive the proceeds from such sale. The trading in existing foreign securities by
U.S. citizens does not produce financing for the companies whose securities are
thus traded. A large Canadian steel producer whose securities are traded on an
American stock exchange does not receive the proceeds from each days trading.
A Dutch electronics company trading on the New Voirk Stock Exchange does hot
receive the proceeds of each day's trading li its securities. It is therefore Iiperative that the proposed legislation accomplishes what it sets.out to do. If it Is the
intent ^* the legislation to reduce the outflow of dollars for hew equities or debt
financing by foreign corporation then the bill will have accomplished its purpose.
Taxing new purchases of equities or debt securities by U.S. citizens of foreign
corporations is an effective means of accomplishing the Tregsury's aims. We fall
to see, however, where taxing the purchase of existing and freely trading securitle anything Would be gained in the outflow of dolldta other than to stop the
trading of already existing foreign securities. Even more important, might
not such a tax'on existing issues also bring a retaliatory tax on the purchase of
American securities by nationals of another country? The risk of such a retaliation would havr deprived the United States of over $88 million In the calendar
year 1963 and would probably deprive the United States of more than a billion
dollars for the
ealehdar year 1964.
Comments regarding the administrativeproblems encountered in I.R. 8000
The bill as passed lby the Houne of Representatives provides a tax on all securitles purchased by American citizens from foreign citizens and in addition to a
number of exemptions, also includes an exemption from the tax on those purchases of a foreign security of which the lssuer is more than 50 percent owned
by 1U.S. citizens. This by Itself would create an lhaurmountable administrative
burden. A foreign corporation may well be 51 percent owned by Americans on
one day and not the next. In order for an American citizen to purchase the
securities of a foreign Issuer he would first have to contact tlhe secretary of the
corporation involved or the treasurer of the government involved to ascertain
whether at the time of his purchase the list of stockholders indicated 51 percent
ownership by American citizens. While it is true that an American purchaser
could rely on the affidavit furnished by his broker in the event the security is
purchased on a recognized American exchange, the purchaser however would be
deprived of his right to purchase the security in another market. A typical
example would be the case of the Canadian Pacific Railroad. This corporation
being domiciled in Canada must be deemed a foreign issue. Its shares are traded
on all Canadian exchanges, on the New York Stock Exchange and the Pacific
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Coast Exchange in the United States. They are also traded on the Paris Bourse.
At one time this year this corporation was 51 percent American owned. It may
not qualify under this exemption today. Its shares are usually purchased most
economically on the Paris Bourse. They can also be purchased from any recognized Canadian exchange for approximately 3 percent less than on the New
York Stock Exchange. Like shopping for the most advantageous price in goods
or services, an American citizen should not be deprived of his right to shop for
the best possible price for the securities he may wish to own.
During the latter part of 1063 the U.S. Treasury exempted the shares of International Nickel, another Canadian corporation, from the tax pursuant to the exemption provided for in the bill of corporations owned in a majority by U.S.
citizens. The status of International Nickel ownership by American citizens
could rapidly change if large holdings by funds or other trusts were to be liquidated to non-U.S. citizens. If this were to occur, a U.S. citizen owning these
shares might well find a substantially weakened market for his securities If
trading practices would discount the potential tax from the price of the security.
It must be recognized that the primary market would usually be within"the country of origin of the security and that the U.S. securities markets in most cases
follow the price fluctuations of the primary market of the issuer of the security.
The Treasury Department, in its most recent amendments, recoimuended to the
committee proposals to exempt certain types of arbitrage operations by "dealers." Nowhere within the bill is the word "dealer" defined and if It is the
Intention of the Treasury to limit arbitrage operations pnly to brokers and deIlers who are members of a registered U.S. exchange, then this provisitot Would
be discriminatory as to arbitrage operations conducted by Individuals' or corporations who are not broker-dealers within the definition of the Securities and
Exchange Commission but who'are dealers for their own account and their own
risk. It is our belief that section 4910 should be clarified to allow for arbitrage
operations by any firm or individual without regard as to his classification or
business.
It should also be pointed but that it is the feeling of eminent constitutional
attorneys that the retroactive provision of the bill to August of 1963 would
legally not be valid, and that in view of the changes, which are proposed q4nd
which will be made in the bill as tO the originalIversion passed.by the I6use of
Representatives, the retroactive provision would place in jeopardy those persons
or firms who purchased or sold securtie applicable to the tax during the'past
year. It is certainly no more than fair that if H.R. 8000 is enacted plIts final
form that due notice be given of the final version of the bill with an effective
date reasonably enough in the future so as to provide a guide forthe future
conduct of firms or corporations or securities dealers.
Conclusion
It is self-evident from the figures submitted that an interest equaiiliatiort tax
would only be of help to the U.S. balance of payments if it confined itself to
the issuance of new equity or debt securities by foreign torporatons. The taix
should not be Imposed upon previously Issued and freely trading securities.
The enactment of such a tax could have an adverse effect upon the balance of
payments and could conceivably produce some form of retallat6ry measures
by other governments' against the purchase by their nationals of U.S. securities.
The effect of the tax would be harmful upon the securities markets in the United
States and deprive Ameritan citizens df'their free choice of purchase apd Investment. There could also be more far-reaching repercussions. It c6uld de.
press the securities markets of Canada and some of the major markets of
Europe and impair our foreign relations with these countries. Itcotild create
more anti-American feeling and bring about a planned program of retaliation
by foreign governments against U.S. securities markets.
The bill presently recognizes, in the case of debt obligations by foreign corporations, that no tax shall be applicable for maturities under 3 years. An analysis
of holdings of equity securities will indicate that they are rarely held for event
a period up to 3 years.
The bill could encourage the issuance of short-term debt obllgatiotis withit
conversion factor, thus defeating the intent of the bill and causing'a much larger
outfldw of U.S. dollars. Any temporary tax imposed upon new Issues should be
imposed with due nottce and not made retroactive.
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Statistical sources:
Canadian securities trading data, Toronto Stock Exchange.
U.S.-foreign securities trading data, New York Stock Exchange.
Travel expenditures, U.S. Department of Commerce.
British securities trading data, the London Stock Exchange.

JOINT STATEMENT SUBMITTED FOR AMERIAN LIFE CONVENTION BY GLENDON E.
JOHNSON, GENERAL COUNSEL FOR LIFE INSURANCE ASSOCIATION OF AMERICA,
AND BY EUGENE M. THORE, VICE PRESIDENT AND GENERAL COUNSEL

The American Life Convention and the Life Insurance Association of America
are two associations with a joint membership of 323 life insurance companies
which have approximately 95 percent of the total assets of all U.S. legal reserve
life insurance companies,' The purpose of this statement is to present the views
of these associations with regard to some of the general economic questions

raised by H. R. 8000.

'he life insurance business appreciates the vital importance of determined
Government measures, to reduce and ultimately eliminate the deficit in the
t.S. internatthal balance of payments. Since 1958 this country has piled up an
aggregate payMients deficit of $18.4 billion. This year, however, there appears
to have been a substantial improvement in this position. This is due at least in
part to the inflation which has been occurring in Europe, coupled with our own
geneiail price stability, and thus the enhanced competitive position of our goods
and service In foreign.markets.

We, oft Ceirpe, favor' sound, action f6 correct the deficit in bur balance of payments. The only question is what are the best steps.. We have serious reservation aipot the'soudrie of the Interest equalization tax as a measure to restrict
portfolio inve'tmehnts ibrdd.

1. Despite claims .to the contrary, this proposal moves toward direct control
over
taptl outflow. In othei contexts the administration has rejected such
coent6 as "contrary to.oir basil precept of free.marketa." It is not osisietent
ittii
9o fnrtlioal policy of encouraging freer initern4atonal trade and full conv4et1biliy of ctirrnces.
'2. 'sice it approaches direct coitrpl, snd departs from thie fie'Market pricing
mebhanis, the legislation must contain a number f exemptis..
This brings
aboit difficult iegslttlve' decisions
as to types of loans that should be exempt
'
and ca'
i e i In disiiination and unfairness as between different prtcipants
in tee'capitail market.' It d ls i presents extreniel cinplicated adilinistrative
problems-for example, the policing 6f oniinercial bank loans td linst-e that they
are not used as a substitute for long-term securities issues. In this connection,
it is dsgnlficant.that commercial bank lending abroad, both short: and medium
tepm, 1Aicreased, markedly in 1963,- particularly after the Interest equalization
taxpiroposalwas introduced. The total,rose from less than $400 million in 1962
to
b$5 million In the first half of, 1963 and to $780 million in the second half
(seasonally a sted),. Medium-term loans were $120 million out of the 1962
tota 4, $#80 million out of the ,196. total.
.
.
.
.
8. Other countries faced with payments .deficits occasioned by capital out
flows--for exapiple, ,Canada and Great Britain--have traditionally employed,
monetary,policy. nd interest rate changes to, cope with the problem. :The wis
doi pf.a, taX approach wil be questioned by foreigners, Thus the tax may pro-,
voe retaliation by other countries,, not only inthe capital funds area but also
in. possible, restrictions against our exports. It may worsen the climate for
broadening world trade under the Trade Expanlson Act . ..
4. The proposal is advanced as, a means of reducing long-term capital outflows.witlout departing from a policy of maintaining very easy ongIg-term credit

and low. topg-tern interest rates. at home. Thls falls to; recognize that under
present cod.tion less easy long-term crdit; in, this,country and, moderately,
higher long-tern interest rates would be desirable. After 4.years of easy credit.
availability largely 5as,the result of Federal Reserve policy, theavailability of
flinancing hireached the popt of ex,qessiye ease in certal; atre!e of the 1ong.
rjtet. .: ,is especially true In ,the mortgage market. Th!q is,
term .repiti,
.
,
,
not good frthe health o bur economy.,
5. There is real question about the effectiveness of the Interest equalization tax. Many authorities are convinced that a renewed outflow of long-term
capital will occur once the tax has been enacted. Thus, there is a definite
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possibility that the administration will shortly be forced, in any event, to
employ the monetary tool and higher long-term interest rates to deal with the
problem.
There are a number of reasons, we think, why the better approach would be
for the monetary authorities to encourage and permit a moderate rise in
domestic long-term interest rates. This approach would avoid the difficulties
outlined earlier which are inherent in the interest equalization tax and would at
the same time be effective in meeting the problem. Investing institutions in
this country have a natural preference for placing their funds domestically. The
decline in long-term interest rates (one-half to three-quarters of 1 percent since
1959) is largely responsible for the increased interest of U.S.
investors in
higher yielding foreign securities. A moderate rise in long-term domestic
interest rates would go far toward reversing this trend.
In our judgment, the moderate increase in interest rates needed to check
the flow of capital abroad would not impede our domestic economle expansion.
It has been our experience that business concerns are not appreciably deterred
by rising borrowing costs so long as profit expectations on new investment
expenditures are promising, as we expect them to be in the foreseeable future.
It has also been our experience that a moderate rise in the interest rate on
home mortgages, accompanied by sounder credit arra:-gements, has little effet
on the rate of residential construction. Accordingly, the concern that a rise
in long-term rates would reverse the general business expansion seems to us
to be unjustifiable. This is particularly true under today's circumstances in
which financial institutions already have huge backlogs of forward commitments
to buy securities and to make mortgage loans at interest rates prevailing in the
past year.
There is a danger that the combined stimulus of the Federal tax cut and
easy credit will push the national economy in the months ahead into an unsustainable rate of expansion with the possibility of a serious setback after business
has moved to peak levels. In recognition of this danger, it would be desirable
for the monetary authorities to move toward a somewhat lessened availability
of credit. The moderately higher long-termd interest rates which would result
would largely remove the need for the interest eqballzation tax.
The life insurance business strongly supports Government policy directed
toward reducing unemployment and encouraging expansion of our ecotibmy.
W6 want an improved rate'of economic growth on al sustainable basis, confsonait
with stability of the general price level. An increase at this time'in'loig-term
interest rates, which would 'aid'to reduce the balance-of-payment deficit aid
also help to maintain general price stability, would make an important contribution to sustainable long-term growth of our economy.
In sunniary, the life insurance business strongly supports 'actionto correct
the deficit in the U.S. international balance of payments. We have, however,
serious reservations 'about the soundness and effectiveness of the -poposed
interest equalization tax as a measure to correct the rise of portfolio ivestmenits abroad. We believe that the best way to check' th, boutflow of longterm capital would be to permit and 'encourage a' moderate rise in doinestic
long-term interest rates. Fhially, we are c6nvinced- that a m6detat ris, in
long-term interest rates would aid rather than retard sustainable 'economic
expansion in this conutry and would be tb'the advantaoge 'f tlhe American
economy in the long run.

G OLIER, INo.,
Newo York, N.Y.,July 1, 1964.
Ie proposed H.R. 8000, Interest Equalization Tax Act.
'
' :
COsMITTEf'ON
ANCE,
d,
.
'i.S. Senate, Washington, 1.C0.
Q(ENTLEMEiN:
r6 11er, Inc., Is a pulsler 6i engyc)pP as, re enre'books,
nd educatignhl literalls. 'T'e.$115 i lon of annual sales volume isprinci'plly made dirdet to the customer on the Inistallment pjlan with repiyment, terms
ranging up to ,J months at pr sent. , An itcreasirig proportion ofr~
sales is
ni e, d'lctly .ti:ndividual re*Qeits of foreli C6itqiries. With a'n IYestment
: of ,9T2ion .iin plates ahid vient;ery t!ie parent company ,cuirrently publhes
,any of tie bookd. sold abro'Ad thr'pugi
br ncheo of domestiP an dfre
sales
ubs idbt iat e
rt
pending on miarke, cinLtni
tie frein Sls
ay tivolve
adapltatii ofdomesticc 'puiblications, editonsipublishe oitside te ii ted States,
or foreign publications purchased from outside sources to supplemieit the company's publications.
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Financing is necessary to enable the company to advance the cost of printing,
pay sales commissions and cover the cost of carrying and collecting the installment accounts. It is difficult to sell such retail installment receivables except
at an excessive discount since there Is no tangible security for payment. A
large financial base is required to obtain a loan with such receivables as collateral. The cost of manufacturing is a small part of the face value of the installment receivables.
The company's publications contribute to the rising standard of education and
literacy abroad which in turn contributes to the spread of democratic Institutions
and viewpoints. The. ever-increasing thirst for knowledge of all countries and
peoples has created a substantial foreign market for the company's publications.
The company must act swiftly or it might lose these markets to foreign competitors.
The company is fearful that the interest equalization tax bill as it was passed
by the House of Representatives will hinder its ability to compete effectively
with foreign competition by subjecting its operation to the tax in two ways.
First.-Thebill as it now stands would subject any sales on terms of 36 months
or more to a tax unless the export credit exemption is available. This requires
a large percentage of the merchandise to be manufactured or produced in the
United States. According to a statement in the House committee report technical explanations of the bill regarding section 4920(a) (7) (A), "each installIent of a debt obligation payable in installments is deemed to have a separate
period remaining to maturity." In such case the tax would be limited to the
portion of payments due after 35 months unless the export credit exemption
applied.
Any tax would be payable immediately and would add to the financial burden
of the company since the money would not be recoverable from the customer
for 36.or more months. Further, the company experiences substantial returns
and bad debts. These transactions would apparently be taxable in fll even
though no money was ever collected. Since the proposed tax would operate like
a sales tax, relief provisions common to sales taxes excluding uncollected sales
should be added to erase hardships if it is to apply to installment sales of
merchandise. The income tax law avoids this by permitting the company to pay
Its taxes as the accounts are.collected under the installment sales method.
The recordkeeping and reports required to analyze each sale to each individual
to determine the tax status of the sale would be very considerable. New
reporting procedures would be necessary at considerable expense since records
do not show at present the origin or combination of publications included in
each sale. It would be impractical to install such procedures if the amount of
tax was small.
Other difficulties involve the apportionment of the sales price of a combination offer in determining what percentage was produced in the United States
for purposes of eligibility for the export credit exclusion contained in section
4914(c), This arises because of the following attributes of the company's business. Sales made to each customer consist of a package of publications chosen
by the customer from alternative selections and extras and the mixture of
publications in the package is determined by ctistomer preference. The company conducts an "information service" in which it agrees to answer questions
submitted by subscribers to its publications. There is no independent price for
the various items in the sales package.
With regard to export credit exclusion itself, the company feels that it is non:
broad enough since it limits relief to the sale of property a percentage of which
is "manufactured" or "produced" in the United States. The terms "manufactured" and "produced" are not defined in the bill so as to make clear their Interpretation when applied to the publishing industry. Since the company subcontracts the printing and binding of its products, it may be held not to be the
"manufacturer" or the "producer" of its publications and, therefore, might not
qualify"for the alternative export credit exemption for producing exporters depending upon the interpretation of the words "manufacture" and "produce" when
outside processin operation are involved.
In the report of the Committee on Ways and Means dated December 16, 1963,
on the proposed bill at "Ill. General Explapation, b. Exemptions from the tax,
6. Othei- Exemptions Provided," it is stated :"In general, these exemptions have
one factor In common, however: the acquisition of the foreign securities is due to
factors other than the interest rate differential between American and foreign
security markets."
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We believe that an exemption in our case would meet this criteria since the installment sale to foreign individuals on terms of 36 months or over would be
dictated by competitive conditions not relative interest rates. Since the proposed bill if read in conjunction with the House committee report as pointed out
above already exempts thirty-five thirty-sixths of a particular sale, it would be
desirable to exempt all installment sales to permit leeway for future business
conditions dictating longer terms. An installment sale should be exempt on the
same terms as a cash sale where the differential in interest rates is not a factor
in the terms of the sale.
Grolier is attempting to expand its foreign business and operations. In the
long run the installment receivables acquired either directly or through foreign
subsidiaries will contribute to a favorable balance of payments. The proposed
bill unless further amended will Inhibit the acquisition of such foreign incomeproducing assets and defeat its purpose. Without amendment the proposed bill
would add to the growing number of business decisions being influenced by tax
rather than economic conditions. Therefore, a blanket exclusionxwould help this
taxpayer without detracting from the purposes of the proposed bill.
Second.-The acquisition of stock or debt obligations of, or from, the company's foreign subsidiaries might be subjected to tax Iminediately or retroactively
if these subsidiaries sold on terms of 36 months or more. This would hinder
the entry of the company Into new foreign markets and might also prevent desirable corporate operational reallnements.
The following sections might affect the company:
1. Section 4912(b) (2) taxes a transfer of money or property to a foreign corporation in the nature of a contribution to capital. It also taxes acquisition of
debt if the obligor foreign corporation itself acquires foreign stock or debt.
2. Section 4912(b) (3) treats the acquisition of stock or debt of a domestic
corporation as taxable if its purpose is to raise funds for a foreign obligor or
issuer.
3. Section 4912(b) (4) treats certain reorganization as acquisitions which nay
be taxable.
4. Section 4914(g) proides retroactive taxability of transactions exempted as
export credit transactions if the obligations are transferred to another.U.S. person while the tax is in effect This would preclude transfers Of obligations be
tween affiliates or to outsiders other than banks. This could hinder necessary
corporate financing needs.
5. Section 4915 excludes direct investment of stock or debt if a 10-percent
voting interest is held. However, the exclusion is voided it the foreign corporations are formed or availed of to acquire foreign stock or debt. Since the company's subsidiaries acquire installment obligations these exemptions could be
lost for reasons unrelated to interest rate differentials.
The proposed bill exempts export credit transactions and direct investments
in foreign subsidiaries. For the reasons explained above these exemptions may
be ineffectual in the company's case., If the company sold its products for cash
it would be exempt from this tax (1) on transfers of money or propert to its
subsidiaries, (2) on acquisition of their stock or debt, and (3) on foreign sales
of the foreign branches of its domestic subsidiaries. It would be exempt on its
sales regardless of the origin of its publications and the language of the export
credit exemptions, since terms would be less than 36 months. 'On transactions
with its subsidiaries the direct investment exemptions would be available. What
the company wishes to bring to the attention of the committee is that these exclusions and exemptions should not be unavailable or retroactively lost to the company possibly many years later, merely because the nature of Its product requires sales to be made on the installment basis. In addition the company becomes involved in the intricacies of the Export credit exemption solely due to
its installment basis and not because it lends money to ite'cstoiters dftb dthers.
The company believes that its operations will contribute substantially to a
favorable U.S. balance of payments iri future years and any measure which
would hinder the growth of its foreign' markets or impair Its'bililty to compete
with foreign firms would be damaging to the bAlantce of payments in the long run.
Therefore, the company would like to respectfully submit proposed amendments to the bill.
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PROPOSED AMENDMENT

cctlon 4914. Exclusion for certain acquisItions
S(b) Excluded acquisitions.-Thetax imposed by section 4011 shall not apply
to the acquisttonThis amends section 4914(b) to add a new paragraph (8) after paragraph (7)
as follows:
S"(8)
fr.stallment sales at retail.-Of stock or debt obligation arising from Installment sales at retail of tangible personal property to a nonresident alien
Individual."
As an alternative, one of the following might be submitted:
1. "(8) Retail sale of books.-Of stock or debt obligation arising from the
sale at retail of books, printed matter or educational devices."
2. "(8) Retail sales under $1,000.-Of stock or debt obligations arising from
sales at retail of property where the invoice price does not exceed $1,000 to any
one customer in any calendar year."
3. "(8) BalMnce of payments.--Of stock or debt obligations in transactions,
the effect of which is, not adverse to the balance of payments."
SIn conjunction with this a paragraph (8) should be added to the definition at
section 4920(a) as follows:
"(8) Manufactured or produced.-A person shall be considered to have 'mannfactured' or 'produced' items in the case of a publication, if he is the person
having the right (by ownership or lease) to publish the items so manufactured
or produced and controls the production and sale of the items produced therefrom."
It also should be made clear,,as pointed out previously, that "each installment
of an obligation payable in installments is deemed to have a separate period
remaining to maturity," by adding words to this effect to the definitions in section
4920(a) as a new paragraph (9). This would be preferable to being forced to rely
on the statement to this effect in the House committee report.
Finally, transfers or reorganizations between or among a parent company and
itspercentt or more owned subsidiaries should be exempted from the tax, or
from loss.-ot otherwise available exclusions, so that business efficiency will not
be impeded in the future by the inability to reallne corporate operations.
* The amendments recommended by the Treasury Department to. your committee as follows are endorsed by the company.
: .
which appears in the printed proposed amendments at pageRevised subparagraph8,
4913(c)
-.........--.---------.
,
10 and 20;
-----------.
---..----....
.4914(g)
4914(i)------- ----- ,-.,-.-- .,
21 and 22.
; 22 and 28.
...........
(1) .
. 4915(a)
SH6oever,' itwould be'desirable if the rell fiifti'the proposed Treasur abl~end(1
as' expanded to cover the company's situation
itents to sectlon 4916(a) ()
where the'pi6duct;s at be inanufactured 6r assembled by itdomestic or foreign
affiliate rather than by the transfer6r subsidiary.
Thafik' yo for this opportunity to bring these matters to yit 'attention.:
Very trbly
Tyni'rs,
**0

' *

.fnv

o'

V 'Controller,' Taxc.

I 15.
STATEMENT OF NEW YORK

CHAMBER OF COMMERCE,

SUBMITTED

BY

MARK E.

RIon1ARDSO,' ExECUTIVE VICE PRESIDENT, NEW ,YORK, N.Y.
The, New, ork, Chamber of Commerce, the oldest business organization in
the United States, is located in the heart of .the Nation's fpancial center,, and
It includes In its membership representatives of most of the leading. financial
institutions in the city of New .York., ,For nearly two centuries the chamber
has matitain~d a ~lose and continuing, nterest.in matters of public policy affecting finance and trade, domietic and international,...
..
The chamber is opposed to the enactment of H;R. 8000-the so-called interest
equalization tax proposal-and it expressed this opposition (in August 1963)
at the hearings held on the measure by the Committee on Ways and Means of
the House of Representatives. It is the considered and unanimous opinion of
the committees of the chamber which have evaluated the proposal, that it would
be a serious error for the United States to impose, further, the restrictions on
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the free flow of investment funds that are;contemplated by H.R. 8000. The
chamber recommends that the Senate Finance Committee reject the bill.
In the judgment of the New York Chamber of Commerce,' mposition by the
United States of the interest equalization tax would do, and possibly has already
done, serious damage to the effective functioning of the free world capital
markets and the international monetary system of which the dollar Is the billwark. It Is a matter of considerable concern to is that the bill, although not
yet law, has already hdd a disruptive effect. Because of its retroactive effective
date of July 19, 1963, trading in certain types of foreign securities has virtually
come to a halt in the New York market This has led to a diversion of business
to other capital markets to the disadvantage of.New Y6rk and of the United

States.
The interest equalization tax has been .advanced as a temporary meais of
meeting the balance-of-payments difficulties with which our Nation has been
confronted in recent years. It is designed to cdrb the outflow 6f American investment funds, through the imposition of an import levy on foreign stocks and

bonds. It is, In fact, a form of exchange control. It is not a tax for revenue, but
a tax to control and restrict It is discriminatory, in that it delegates to the

President and to the Internal Revenue Service discretionary powers of application and exemption.
Perhaps the most serious aspect of the interest equalization tax proposal is
that it is a case of nationalistic protection which could reverse the trihd
toward liberalization of International economic relationships that we have tried
so hard, and spent so much money to establish. Inevitably, adoption of the
proposal by the United States would Invite retaliation from abroad; and, in fact.
this may already have occurred. One unfortunate result could be a worsening
of the free world's finahclal struftture.
It is highly doubtful that the interest equalization tax would have any tippreclable beneficial effect in easing the balance-of-payments problem; aid in'its
long-range consequences it is clear that it would Work to the detritient of ohi*
balance of payments, Inasmuch as the United States would suffer a reduction
in earnings from investments abroad-earnings which in the past have consistently exceeded the so-called capital outflow.
With respect to the balance-of-payments problems itself: Significantly, the
record of the past 9 months shows that the balance-of-payments deficit has been
markedly eased. The improvement in our position has been due to two factors:
a substantial increase in our own exports vis-a-vis iniports' 4 andi a relative decrease in our Governinmnt's expenditures abroad. According to available data.
the Interest equalization tAk'-which has been operative In fact, itnot in law,

because of its retroactive features-has had only a 'minor effect on our payimeith

position. The evidence seems cleat that the proposed tax could have only a
minimal Influence it best ionthe balance of payments; and the hbhatinber holds
that the unfavorable consequerikes that Would result from the linpositioll of th~
tax would far outweigh the minor and temporary benefits, If any, that might be
achieved.
several recent reports by the New York ChAnIber of
As had been indicated Ifi
Commerce, there is ho sy, inagcl :61utin of our balance-6fpayments difficulties,
and we delude ourselves if we. postpone' coming to gripe'with the basic' fundamentals of our payinentd problem by resort to questionable and temporary expedlents such as the interest equalization tax.
payments "problem, should be to make
Our baste strategy, in metnlg' odrii
investment here 'relatively more' attractive. We, in the chamber, have placed
major emphasis on the aChlemement of those policies which wduld promote
confidence in the U.S. economy, bothti ere and abroad. We supported'a reduction
in income tax rAtes, both individul arid corporate, in order to spur Investment th
new and improved plant aid equipment. We have recopimended rgoi6us i6bntiol of' Govniment ependitutes, domestic and f6regn; in order't6 achiev'

balanced budget anid Insure the stability of the 'dollar. We have nrged dur
Government to press'our fre world allies to enc6uriag then to' bear a larger

share of the cost of nriu'tal defense arid the free World obligations t'the develoing areas. We have 6incduiagle abd supported public hnd private eff6rts substantially to Increase the sale of American goJds aMid services abroad, anid thus
,oo6di gidt
to increase our already, preponderateo l favorable trade balance lii
i
services.
SSee "The Balance of Payments During the First Quartet of 196V."
Business (U.S. Department of Commerce, June 1964).

Survey of Current
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This is the positive and liberal approach to the solution of the balance-ofpaymnts problem, and it is a matter of considerable gratification to us that
application by our Government of several of these policies in recent months has
already led to an easing of the payments deficit. We urge that the Government
intensify its efforts to meet the payments problem through further Implementation
of these fundamental policies. If such policies are pursued diligently and consistently, the payments deficit will soon disappear.
We will only be harming ourselves if we are diverted by devices such as that
set out In H.R. 8000, which can offer no fundamental solution to the underlying
problems, and which conflict with all of our hopes and aspirations for an efficiently
functioning free world society.
NEW YORK, N.Y., June 30, 1904.
STATEMENT OF J. R. TIMiMINS & Co., NhEw YORK, N.Y.
.. R. Timmlns & Co., 38 Wall Street, New York, N.Y., is a member firm of the
Now York, American (associate), Toronto, Montreal, and Canadian Stock Exchanges. In addition to New York City, it maintains branch offices In Montreal
and Toronto, from which it engages in Canadian International arbitrage.
The capital Interest of J.R. Timmins & Co. Is owned by a Canadian citizen
and resident, but in,order to be eligible for membership on the New York Stock
Exchange, the firm became a New York State partnership nearly 38 years ago.
Thus, for purposes of H.R. 8000, the firm is a U.S. person, subject to the proposed
15-percent Interest equalization tax on the fair market value of all securities it
purchases on the foreign market of the New York Stock Exchange or on the
Canadian exchanges for resale In such foreign markets to non-U.S. citizens. As
stated by Secretary Dillon earlier In these hearings in a reference to arbitrage,
these transactions are beyond the stated purpose and Intended scope of 1.R. 8000
and cannot affect the balance4of-payments problem.
The Treasury Department, accordingly, has recognized that J. R. Tinmins &
Co., and all others similarly situated, should have relief from the exceptional
hardship which fI.R. 8000 otherwise would impose on it, and some measure of
relief has been recommended to this committee by the Treasury. This proposal
by the Treasury, however, is inadequate to provide the relief which sl essential
to enable Timmins to continue its business of Canadian international arbitrage
for the following reasons:
1. The firm cannot comply with the reporting requirements to establish the
identity of a buyer in the foreign market for the reason that Timmins has no
knowledge of the identity or nationality of such buyer,
2. The same-day rule which requires the sale of foreign stock to a foreigner
on the date of acquisition Is too restrictive to, permit the normal operation of
arbitrage and, hence, to permit Timmins to remain in business.
8, The retroactive effective date of the bill Imposes a severe potential tax
liability.
The Treasury proposal would grant a credit against the tax Imposed by the
bill "if a dealer acquires foreign stock in the ordinary course of his business and
sells the stock on the same business day to a foreigner." Thus, the proposal
establishes the so-called same-day rule on resale and requires proof that such
resale is to a foreigner.
Jn its arbitrage transactions, Timmlns receives no Information regarding
the identity or nationality of the buyer in the foreign,market In which It sells
foreign securities, is not entitled to this information, and is unable to obtain
such information. Sales lu the foreign market normally are to brokers who,
because of business reasons and custom, do hot identify the purchaser by name
or nationality and may not be required to do so by any seller. It is pmoslble that
the New York Stock Exchange could adopt rules to require a broker 6nterig
the foreign market to state whether the buyer is a foreigner, but such a requirement does not now exist and there, Is no assurance that It Wopd be adopted by
the exchange. Accordingly, in the absence of such an exchang6 requirement.
TimmJns could not comply, with the reporting features of the bill. However, if
this requirement were modified to provlde that sales of foreign securities in the
foreign market raise the presumption that such sales are to foreigners, so long
as the arbitrageur has no Information to the contrary, Timmins co':d comply.
"I

l
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The prolKsed same-day rule Is far too restrictive to permit the normal operation of arbitrage for the following reasons:
1. Frequently, buy orders placed by Timmins early In the day are not reported
executed until after the close of the market on that day, and in a few instances
Timinina is not notified that a purchase has been consummated until the following
day.
2. The proposed 1-day rule imposes an unreasonable and unnecessary linitation upon the free exercise of market Judgment Generally, arbitrage is credited
with tending to stabilize disorderly markets, but forced sales on a falling market
to comply with a 1- or 2-day rule would aggravate the disorderliness of th
market instead of tending to stbillioe the market,
8. Timmins buys and sells many securities in its arbitrage transactions during
the normal course of its business day. Consequently, as of the close of a busti
ines day, it is not certain whether Timmins is long or short with respect to a
particular security or securities. Usually, the earliest such a determination is
made is the next day.
The same-day rule is too restrictive to permit J. R. Timmins & Co. to remain in
business.

Conceptually, arbitrage is the purchase of a security in one market accomIinited by a simultaneous sale of the same security In another market. In
practice, however, such transactions seldom are, In fact, simultaneous and frequently require several days to complete. While 95 percent of the arbitrage
transactions entered into by Timmins are completed within 1 business day, the
remaining 5 percent poses the problem. On its face, 5 percent is a small percentage. Nevertheless, according to Timmins' records, the potentia tax liability with respect to this 5 percent would exceed the profit made from r.ll transactions. Consequently, Timmlns must have relief as to these past transactions,
which are not within the stated purpose of the legislation and which caused no
gold outflow, In order to be able to continue in business.
It Is for this reason and principle that Timmlns earnestly requests this comn
mittee to extend the so-called same-day rule to 5 days. Such an extension would
harm no one and would simply provide equitable justice for Timminns. Timmlns
did not beUeve thIt t could be affected b the legislation for arbitrage in the
foreign, United States, and Canadian markets, none of which transactions In
any way contributed to the balance-of-payments problem. When it was advised
by counsel that these arbitrage transactions were within the purview of the bill
as written because Timmlns was a U.S. person, it ceased arbitrage untillit had
conferred with the Treasury and determined that relief would be forthcoming.
If the retroactive effective date Is advanced to the date of enactment and at
least a 3.day rule Is provided for future transactions, Timmins will be able to
continue in business. But, unless the retroactive effective date is advanced to
the date of enactment or a 5-day rule is adopted, Timmlns operations will be
severely crippled because of the potential tax liability with respect to 0 percent
of its past transactions. And, unless a 3-day rule is adopted for future trans.
actions, Timmins, will be unable to continue in business and compete with its
principal competitors who for the most part are not confronted with any time
limitation for completing their arbitrage transactions.
There are two methods basically for conducting arbitrage transactions: (1)
by tho arbitrageur buying and selling for his own account, as a principal; and
(2) by the arbitrageur acting as a broker or agent.
Insofar as Timmins has been able to determine, there are only two arbitrageurs who operate as principals and, therefore, would be affected by this bill.
These two, of which Timmlns is one, because of their extensive investments In
memberships on the New York Stock Exchange and on two or more Oanadian
exchanges, are permitted by the rules of the exchanges to engage in arbitrage,
transactions as principals, buying and selling for their own accounts. It is only
in this frame of reference and in the broadest sense of the term that these
two arbitrageurs could be classed as dealers. In fact, even such a general
characterization is a misnomer and completely misleading.
A dealer is one who intentionally takes a position for purposes of speculation
or investment and maintains an inventory of securities for purposes of the
market as eitheran exchange function or for his own customers. Timmins, as
an arbitrageur, never intentionally retains securities in inventory for any purpose. When Timmlns acquires stock, the acquisition Is solely for purposes of
imniediate resale to capitalize on the spread In markets. Its desire is to unfreeze
Its capital, and to repeat the process at the earliest possible time. Only when
the arbitrageur who buys and sells for his own account is faced with a loss prior
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to thp completion of his transaction, does he hesitate to sell. This is readily
understandable because the profit in arbitrage transactions is very small, while
the potential loss from such a transaction, handled as a principal, can be
substantial.
At the end of any given business day, Timmins may be left with an unlntentional and unwanted inventory for the following reasons: (1) it was not notified
until after the close of the market of a purchase; (2) it was unable to determine
as of the close whether it was long or short with respect to a given issue; or
(8) it did not have sufficient time before the close of the market to sell out
thenumber of shares it had purchased either because it was unable to locate a
buyer or because competitors had satisfied the demand.
: The U.S. arbitrageur who elects to operate as a broker or agent by way. of
contrast,(1) is required to be a member of but one exchange; (2) derives his
profits from commissions; and (3) may not be subject to any time limitation,
because he buys and sells as agent for a foreign dealer.
Consequently, for the above reasons, a 5-day limitation, .restricted to those
engaged in arbitrage as principals is required and should be approved by this
committee.
SUMMARY

J. R. Timmins & Co. respectfully and earnestly urges that:
1. The proposed "same-day rule" be extended to 5 days if the effective date Is
not moved forward to the date of enactment, and that if the date of enactment
becomes the effective date, such limitation be extended to a least 3 days.
.,2, The provisions of the amendment be limited to firms engaged in arbitrage
as principals.
8. The reporting requirement be modified to provide that sales of foreign securities in the foreign market raise the presumption that such sales were to foreigners, so long as an arbitrageur has no information to the contrary.

INTNATdIOtAr,
Re H.R. 8000, Interest Equalization Tax Act.
Hon. HARRYT . BYD,

IT, . Senate, We en

MINERALS &COEMIALS CORP.,
Skokie, Ill., July 1, 1694.

on, D.C.

DrAB SENATOR BYRD: The purpose of this letter is, first, to request that the
bill labeled H.R. 8000 not be reported out of your committee for action by the
Senate; that it be turned down as a measure not needed for the purpose intended:
that in lieu thereof other ways and means best known.to your good office be used
to accomplish the balance of payments.
If It is in your considered opinion that H.R. 8000 is 'must" legislation, I respectfully request that the following amendment be made to section 4017:
"If the President of the United States shall at any time determine' (a) that
the application of the tax imposed by section 4911 will have such consequences
for a foreign country as to imperil or threaten to imperil the stability of the Intetnational monetary system, and (b) that such foreign country does not discriminate through the exercise of, its 'taxing powei or otherwise against -invest.
ments made by citizens of the United States in? such foreign country at the time
of such determination, he may by Executive order specify thdt such tax shall riot
apply to' the obligation of such foreign country, * *."
Further, I note that it. is the opinion of Treasury that this tax, Is to be a temporary tax. I don't think we should be misled by Mr. Dlllon's statements, for
the reason that history will show that once a'tax it enacted, even though enacted
as a temporary or emergency measure, the temporary or emergency nature never
ceases to exist. If the bill Is to be'enacted, it should bear the provision that it
is enacted for a specific period only and that it is not extendible.
Your consideration of the above in your present determinations will be greatly
- '
appreciated.
.
'
'
; Yours very truly, .
S'" ' .
...
. 0. M. EnWARDS.
)

r
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CENTRAL SOYA,

-

Fort Wayne, Ind., July 1, 1964.

lion. HARRY FLOOD BYBD,

Ohairman,Connilttee on Finance,
U.S. Senate, Washington, D.O. DEAR SENATOR BYRD: The purpose of this letter Is to express the strong opposition of our company to the Interest Equallzaton Tax Act, which proposes a
15-percent tax on Americans investing abroad through the purchase of foreign
securities.
In our opinion, this is a direct penalty on every American business that is investing abroad, as business has been encouraged to do by the Federal Government itself.
It is not only inconsistent but expensive to Amerlcan taxpayers for the Department of Comnjerce to encourage American business to be active abroad, while
another agency of the Government proposes taxes to discourage such activity.
As businessmen, we know that if we are going to sell abroad we must invest
abroad. This is the only sound approach for expanding world markets for the
long pull. Although Investments In underdeveloped countries are currently excepted from the tax, Indu4try cannot make long-range investment plans in these
countries on the assumption that this will continue to be the case since, on 30
days' notice, the exclusion can be terminated by the President.
Finally, if private U.S. investment Is curtailed abroad, will this not stimulate
increased demands for U.S. Government spending in nations receiving foreign
aid, and thus not only defeat the purpose for which the tax is proposed but tend
to make foreign aid a never-ending program?
Respectfully,
HAROLD W. IMCMrLLEN,

chairman of the Board.

STATEMENT OP O. KErTH FUNSTON,

PRESIDENT,

NEw YORi,

NEW YORK STOCK EXCHANGE,

N.Y.

This statement is intended to reflect the views of the exchange community regarding the interest equalization tax. It is therefore limited to those areas in
which we may have special competence; I.e., the Issuance and trading of securities. In forniulaUt
eqe .,vew,. I have.been able to draw upbn experience
gained as a member Of the Pkesidential
T ak Force on Promoting Increased
Foreign Investment in U.S. Corporate Secutitli And Increased Foreign Finaneing for U.S. Co operations Operating Abroad.
OUTLOOK FOR THE BALANCE OF PAYMENTS

Recently, PreAldent Joinsori niinounced flhat the"hiproveiiment recorded in our
balance of payments during the last half of 1006 had continued through the firs

qttrter"ift 1964. 'As chart'I bhows. the firdt quarter figure for the liymetii

deficit Was at an annual rAte of $200 in111ion, c6tioared to the $1.0 blllttbi6defle
recorded
ifr
thefll year of 196, 'Thille inipriemeneit of this magnitude in oil
international accounts Is gratifying, it would be premature to assume oiW
payments problems are solved.
Working with the Presidential t'sk fofce l1d me to one overriding conclusion:
there Is.no simple solution to our balance-of-paymets problems. The Interpa
tiqlal' flowv
fund 'Area ls replete with. complex relatlonishlps and involved
te-hnical consideiatips. Any country, be t the Netherlands or Nigeria, attemptnj to master its Internatorial payments situittion, is faced by diiculit questions,

These Issues, however. are compounded whei w.e.come to the United StatesMto
we serve as the iol
b.inker and 6t dolaii rep reseit
rt
iprt of 6t'
countries' financial r6esrves, Thus, the Unit e States must constantly keei
in mipd I~' special r ponslbUiltIes when dqasgning corrective actions Ip th
area.
parns

Thep complex tature of' 'hee psponsil it8

eyen
thi
4s
other e ttthiits,
lemsiat f

'ThU,

I1der
th
ei l ff

is dictate by he fai t 1iA

0f§tlftereo
reduce the flw of dollars qbroA
aAnd itu
lt
O Gerient'
are c9nteimplating the prob-'
iand
hdn, the ttiited States eaN
payments surlu

r fi. atiori'ia demninnt 'ntlorld attairs ats t Tuited States, a paymentA

surplus 'wil t6ot elJnatqi
dimensions tAid dtecloffi.
21
84-987-e4-

payments problem's I Wll' merely haine' their
The'balniti-e-odpayments dilemma ai6i fact of Inteir
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Chart I
U.S. BALANCE OF PAYMENTS DEFICITS
1952 -1964
Net Deficit

(b1 $)

1952 -54

1.6

avg.

1955-57

0,5

ovg..

1958-60
avg.

37

1961

2.4

1962

2.

1963
1964

A1.9
0.2

* Preliminary annual rate based
on I.quarter.
Sources Department of Commerce
national economic life for years to come, seems destined to be a subject requiring
thoughtful and regular attention by Congress and the administration. It is essential, therefore, to seek out solutions to the problem through-fundamental and
long-range programs.
NEW APPROACHES TO PAYMENTS PROBLEMS

Before World War II, the orthodox or traditional apprboch had generally
been followed in settling payments deficits. First, gold or other monetary reserves were allowed to flow out to satisfy deficits resulting from international
transactions. If this failed or was deemed inapproiprlate, the deficit country
night turn to internal adjustments such as changes in monetary and fiscal
policy and adjustments of tariffs and quotas. These changes sometimes tended
to jretard economic development in thb deficit Country, and dften proved politically difficult to make. If the dIeflc! ntion was one of The odie developed countries,
any changes made could also adversely affect the economies of other cduntiles.
, ecent approaches have not been'revoltitonary.
They hhve evolved slowly
aS"imonetary autboitles worked to neet the' ever.chli~ngin ('ternatlonalpaynients problems. "While these changes are ~it' ete to those involved in day-to.
dayt operation of intertiatlonial paymfehts ftantrlry,', they iiay go unrnbtice by
the Vast majority of us as blternattves-teh ftI'only partlal anl teinporaryto'the earille- approaches to settling thternt onhi payments problems.
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The first change is the growing use of international organizations, such as. the
International Monetary Fund, in aiding deficit countries to meet temporary
situations. Moreover, multilateral agreements, such as the one concluded recently between Italy, the United States, and others to support the lirn and
provide Italy with credit, are also becoming quite common.
The second is the recognition that a strong, growing domestic economy often
helps to eliminate or reduce payments deficits. A strong economy encourages
foreign funds to flow in, while discourging the flow of funds abroad. This argument was used by the administration in support of the Revenue Act of 1964,
and is especially relevant for the United States, which normally is an exporter
of capital.
The third is more use of persuasion. Deficit countries have encouraged surplus
countries to remove or reduce tariffs and quotas and to liberalize capital restrictions, and thus reduce the imbalances in reserves among countries. At the same
time, deficit countries have also attempted to change the habits and tastes of
foreigners, as well as their own citizens, to use more of the deficit countries'
goods and services.
The evolutionary developments in meeting temporary fluctuations of a country's payments position are only part of the changing picture of international
payments. Various international multilateral and bilateral bodies are giving
this problem continuous study. While there is no simple solution, as I pointed
out, the outlook is certainly much brighter today than it was as recently as 5
years ago.
Thus, if one were to take the monetary pulse of the world today, the diagnosis
would be a growing cooperation and understanding among nations. While the
pulse is not yet robust and regular, it is apparent that a healthy economic world
requires continued multilateral and bilateral cooperation in the international
payments area.
THE INTEREST EQUALIZATION TAX PENALTY

It seems strange, therefore, to find the administration continuing to urge the
interest equalization tax which is out of step with the.trend toward international cooperation, inconsistent with other U.S. policies in the international field,
and alien to our own history of promoting free capital movement. The interest
equalization tax would impose a penalty on purchases of foreign securities from
foreigners by U.S. persons for the period from July 19, 1963, to December 31,
196. The tax on debt obligations would vary from 2.75 percent for obligations
with a maturity of 3 to 38 years to 15 percent on obligations with a maturity of
28% years or more. There would be no tax on debt obligations with a maturity
of less than 8 years. The tax on stock would be a flat 15 percent The objective
of the tax is to raise the effective interest rate on foreign debt issues by 1
percentage point and thus, bring U.S. rates in line with those of other capital
markets. It is assumed that this increase would reduce foreigners' demand for
capital in the U.S. market,
Because of its retroactive features, the tax has already provided most of the
temporary relief that it can to our payments position. The severe turnabout
in the flotation of new debt issues recorded in the second half of 1963 was in.
fluenced strongly by the uncertainties of the final form of legislation and not by
the specific features contained in the House-passed version. If the tax is passed,
despite the 1-percentage-point interest penalty, foreign corporations and countries would return to the long-term debt market as before, although probably not
at the rate of the first half of 1968. Foreign corporations or governments will
simply adjust the coupon rate (discount the price) to reflect the interest equalization tax for the U.S. purchaser. It is not unusual to have different bond issues
outstanding with different interest rates.
As chart II shows, even with the additional 1 percentage point added to debt
interest, only Switzerland and the Netherlands would have average interest
charges lower than those available in the United States. And these two countries, besides imposing rather stringent capital controls, have little capital available above their own needs for export, There would, therefore, be no great
increase of foreign debt issues in their markets.
Further, as chart III shows, all of the countries on the average have issue
costs for debt considerably higher than those for the United States. Thus the
tax, while tending toward "equalization" of yields, would not eliminate the
advantages of the U.S. capital market and would only slightly deter foreigners
from entering the U.S. long-term debt market.
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'*A for issuance of foreign equities, however,-the situation is entirely different.

Acorporation coming to market with a new equity issue does not have the flexibil.
Ity discussed above for bonds. The dividend policy is'determined by profits and
is not a contractual agreement. Moreover, dividends cannot be adjusted for a

particular area oi c6untry. The price paid for one share of stock is the price of
every share;abd: the dividends pald, onlone' share must be paid on all shares.
Thel l-ercent penalty on U.8. purchases Of -foreign stocks could, therefore,
effectively prevent any t o telgn equities from being sold in the United .States.
The tax is labeled an interest equalization tax. , As far as equities are concerned,

It mlght better be labeled an "equity discrmination", tazx
,
>.
S'The purchaser of foreign stocks would be required to pay a minimult premium
equal to the premium on debt Issues held for 28% years Or more. "Should circumstances change prior to that time, the equity holder has paid a greater penalty
than

that Imposed on the holders of debt securities. As table I shows, the discrimination or added remnium imposed on $100 b ,equity es.opposed to $100 of
debt is substantial. / For stocks held'3 years olese the discrimination is $15 for
every $100 of foreign stock purchased. i Even for stock held as long as 18% years,
the discrimination amounts to $5.90 per $100.
-;
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If, on the other hand, the convertible bond has 5 years or less to maturity,
it is taxed as a stock and subject to the full 15-percent tax penalty immediately.
The buyer of this convertible bond is subject to an additional tax penalty
whether or not he converts to stock.
Thus, for bonds of roughly the same maturity between 4% to 5% years, the tax
penalty would vary. from $4.35 per $100 for nonconvertible bonds to $15 per $100
for convertible bonds maturing in 5 years or less. Convertible bonds with a
maturity of over 5 years would be subject to an immediate tax penalty of $4.3-5
per $100 and an additional tax of $11.65 ($15 minus $4.35) per $100 only if and
when the bond were converted.
EXEMPTIONS FROM THE INTEREST EQUALIZATION TAX

IIad the tax been in force in 1903, exemptions for international organizations,
less-developed countries,'and Canhda would have eliminated from coverage about
$1.7 of the $2.7 billion raised by foreigners in the United States. The tax would,
therefore, have applied ,'o only 37 percent of the total. The justification for
exempting these countries and institutions is that their need for funds is urgent
and cannot be satisfied ,fully elsewhere. Moreover, most of these countries
presently hold small dollar reserves, and thus pose no direct threat to our gold
reserve.
On the other hand, the tax applies to those countries which the administration
believes capable of satisfying capital needs internally or in other capital markets.
Further, many of these countries now,hold large amounts of U.S. dollars, and
might demand gold for any additional U.S. dollars they acquire.
While these arguments appear reasonable on the surface, they have serious
shortcomings. The exempt countries may well only serve as a conduit for funds
raised in the United Sates. They may use at least part of the funds raised in
the United States t6"btiy go6ds and services from developed countries. Thus,
the potential demand for U.S. gold is only somewhat reduced.
TIhPAOT ON CAPiTAL MARKETS

The tax should not be passed even as a temporary measure. Passage would
offer only limited relief to our balance-of-payments position, while imposing
restrictions on U.S. capital at a time when we are encouraging others to open
;their capital markets to f6reignbers. Enactment of this tax will serve as a
precedent for any country to justify imposing or continuing restrictions on capital flows, and raise questions about U.S. intentions in the whole payments area.
Moreover, this tax will retard the growth of the' United States as the focal
point of the world's capital markets-a growth that until recently was wholeheartedly supported by the U.S. Government I refer to the development of
facilities, technology and trained people to handle world capital needs, not just
the United States as a source of funds. The retroactive provisions of the bill
passed by the House have already shifted some of these services abroad. While
shifting of this kind is helpful in building better capital markets abroad, the real
need is not for moving scarce facilities from one market to another but for an
increase in total facilities.
Furthermore, foreigners may in the short and medium term liquidate their
holdings of U.S. securities, if they feel this tax is only a first step by the United
States to restrict the international flow of funds. While this may not now be a
serious consideration, an impairment in foreigners' confidence could develop
into a majoI' factor almost overnight.
Finally, future flows of dividends and interest to the United States will be
reduced aS U.S. investors become net sellers of foreign securities. As chart IV
shows, income from all private foreign nondirect investment has grown from $260
million in 1955 to over $900 million in 1963. The average annual growth of
over $80 ,million makes this one of thb fastest gtowlig sbotees of funds in U.S.
foreign accounts, ,While these figures Include Interest paid on short-term loans,
most of this income represents dividends and interest on long-term securities.
EXEMPTION FOR NEW AND OUTSTANDING FOREiON STOOK8

Whlit is paititl6laily disturbing about th tax Is the trovvisloI taxing stocks
at a flat rate of 15 percent. AS d nonstratd *earlier, the continuing lowib
average annual and issue costs for bonds (including the tax penalty) would have
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permitted much of the debt securities issued in 1963 to be economically sold to
U.S. citizens. Thus, while some marginal reduction in the amount of gross for.
eign bond sales would have occurred, there would have still been a considerable
market.
This would not be true for foreign stocks purchased by U.S. citizens. The tax
penalty is so discriminatory and heavy on all purchases of stock, that very little
if any of the foreign stocks would have been sold in the United States. The elimination of a market for foreign stocks is certainly not an objective of the tax
proposal.
The theory was that an effective 1 percentage point increase for debt issued
in the United States would make foreign markets competitive with the United
States. As Secretary of the Treasury Dillon said in his statement before the
Ways and Means Committee: 1" * * a reasonable prognosis may be a reduction
in the outflow of capital from this country into new foreign bond and stock issues
back toward the range of $500 to $700 million that prevailed from 1959 to 1961."
This could be done in theory by the tax on debt issues but not on stocks. The
tax on bonds is progressive and increases with the maturity of the bond. The
tax penalty on stocks is a fixed flat 15 percent regardless of the time held.
The interest equalization tax is to be imposed on the gross amount of foreign
securities purchased by U.S. persons. Table II shows the gross purchases of
foreign stocks and bonds by U.S. persons from foreigners from 1950 through
1963. While the amount of securities purchased has fluctuated from year to
year, bonds have usually accounted for the bulk. In 1903, bonds accounted for
over 75 percent of the total gross purchase of foreign securities.

Chort Z
INCOME FROM ALL PRIVATE U.S. FOREIGN
NON-DIRECT INVESTMENT
1955-1963
MiI.$
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purchasesof foreign securllies by U.S. oltzfens

TABLE II.-ross

(In rittitons)
Bonds
S--------------------------

O195........;.............
...:.....
...........
1951....................
....................................
1 2..............
......................................
1953...............................
.....................
1954.........................
............. ............
1955......................
...,....- ,. .......
....... . ..
1956...
......................
.... ...
.... .......... ,
1957............. .....................
........
.....
...
1958......................................
.................
1959... .....................
.................
.........
19 ... ........
..-..........
-....... ..
.............
....... ,. .

$710.2
801,
77
621.6
841.3
. 409
991.5
1,392.0
1.91.1
1,457.
4
4 .

19021......

2037.3
2,0.3

1961......................

Stocks

.

Total

----

..........................

.......

.............................................
:
19.

1122.4

,

.............

.

18$008.4
348.7
329.
303.4
644.9
877.
87.2
621.9
803.7
803.8
81.7

965.

80.9

(

)

.

1,149.7
1,007.
924.9
1,486 2
1.387.3

,866.8

2,014.0
2.718.8
2261.6
2,03 7

-2,228 0
2,8432

(998.9)

i The figures in parentheses Are the urchas that would have ben subject t tax If the Interest equall.
ti6in
tar had been law hi 1963. The percent of purchased subject to tak would have been 31.4 percent
for bonds, 63.4 percent for stocks, ard 36.6 percent of the tota;.
SSource: Treasury 1bulltin.

':'"

:

'

'

If the tax had been l
in 13, $:: billion mihiis exendmptlbis would have
been affected. However, under the House-passed version, most of this $2.7
billion would'hlve been classified as'coming frobiless developd countries and
International institutions, and thus; eemppt) from the tax. Under the most
optimistic assumptions, only a little over one-third or about $1 billion would
have been subject to the tax., Even ths latter figure Is conq4deraby overstated,
however, because it'intludes purchaes o stock
- considered direct'inveStments
(purchaser owns over 10 percent of stock after the purchase) and bonds and
stocks received in lieu of cash "fori pa'ymeit of gbod aid services which would
also be4 exempt
;
"
Looking only at U.S. gross purchases of foreign.stock gives, bopl. one side of
the picture. If the sale of foreign stock is snuffed out in th&'jrnited States,
the flow of U.S. stock to foreigners will also be affected. Ena tment of the tax
will not obly reduce the flow of foreign stock-seeking U.S. buyers, but'foreign
buyerslseeking U.S. stock.
For example, collparison of the 8 months preceding the date'tie tax was
proposed ~ith the 8 months immediately following show a $100'milllon reduction
in the net purchase of U.S. stock by foreigners.
This' happens because foreign brokers and dealers unable !to get reciprocal
business Will be less receptive to U.S. brokers and dealers attempting to sell
Maintaining these contact 'for sales of
U.S. secutitles in foreign markets.
U.S. stock abroad is critical't the U.S. payments position. iU.S. stocks sold
abroad are mostly from outstanding issues as opposed to newly issued equities,
and thus require the participation' of..foreign brokers and dealers through
regular channels.
To continue the sale of U.S. stock abroad, -*e,ust maintain a market for
foreign stock in the United States. As table III hows the net flow tffunds
in stock transactions (U.S. purchases of U.S. and fo~elgn stocks frpm foreigners less foreign purchases of U.S. and foreign stocks frOm -. S. citizens)
has been favorable. Totals for 1950-63 show a favorable inflow "d $150 million.
Measured 'from 1958 when the serious payments problem developed, stocks still
showed a'favorable net inflow of $60 million. On the other band, bonds have
resulted in an outflow of funds fqr every year except 1,95. For the years
1950-68, this outflow amounted to $6.1 billion; since 19
- it has been $4.6
billion. Thus, 'exempting foreig stocks fronl"th tax 06uld not stimulate an
outflow of funds but could,'in fact, prevent an outflow due to a decline: in U.S.
stock sales to foreigners. .'
'
r ;
1
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TABLE III.-Net foreign purchaee of U.S., securities and U.S. net

fore (gtt'eeur lea (new and outstanding)

purchases of

(Inmillions)
Stocks

Year

5
190...................................................-$21.
+43.g
-- 1...........................................
1
48
1952 ................................1953..................................Q2.O
11&6
19M ...........................8M.8
1 ..............................................+129.9
198................. ..........................
1907..................................r--------+113.6
-39.7
................
19......................................
+125.2
...... ..........
1959...............................
*............
..............
---- ...
1941.......................................................
low0...
1962

....................................

196......................................................
1st half ................................................
2d half...........................

..................

Total:

......

195.-.3.. .. .. .. .. .... .. .. .. .. .. .. .. .. ..

1958 ........................................

+119.1
-47.2

+7.3

Bonds
-$121.8
-32. 2
-170.4
- 63.7
-2.
+212.6"
-$49.7
-641.8
-1,008.8
-439.4
-512.0
-697
-W5.31

+248.8

-1,0OK.1

+62.2
+18&.6

-917.2
-188.9

+180. 1
+60.5

-8j 00. 8

-4,601.3

Total
-$143.1
-27&.3
W2
-1.7
-159.3
+12&.8
-219.8
-528.4
-1,401.5
-314.2
-988&0
-837.3
-8M550
+1 7.7

%37

-4,541.8

Xo?x-(-7) means an outflow.of fNdO.
Source: Treasury Bulletin.
ru~um
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general feeling that the issue could be sold more readily if listed. The basis for
this feeling among members of the selling syndicate was the Inadequacy of the
foreign "aftermarket"-a market In which Initial purchasers could sell if they
decided to.
Many ot the recommendations of the task force can be carried out without legislation. The securities Industry and private businesses should be encouraged
to promote activities and to operate In a manner consistent with reducing the
payments deficit. Federal legislation Is not needed to accomplish this objective.
In fact, to adopt temporary palliatives In patchwork fashion may well be the
least attractive and least appropriate of the alternatives available. In our view,
the most attractive program would be to encourage in all ways possible the private sector of the economy presently engaged in and interested in international
trade and finance to recognize their responsibilities and commitments to the bal.
ance-of-laIyments situation of this Nation in their business decisions.
To the degree that governmental legislation Is required, action Is centered
in the tax area. New legislation is required here and should be considered as
soon as practical.
'PRKIDENTIAL.TASK FORCE REPORT

Without detailing here the task force report's 39 recommendations, I shall
summarize quickly the major areas that the task force believes hold promise
for reducing our balanco-of-lmyments deficit. If successfully carried through,
the task force recommendations would1. Increase sales of U.S. corporate securities abroad.
2. Increase funds raised abroad for overseas operations of U.S.-based
corporations.
3. Increase the flow of foreign funds to U.S. banks.
4. Speed up the pace at which foreign countries are reducing restrictions
on international capital movements.
Tho task force found that our tax structure contained a number of elements "* * * which unnecessarily complicated and Inhibited Investment In
U.S. corporate securities without generating material tax revenues." Specifically, changes in the estate taxes, capital gains taxes, and definitions of
"engaging in trade or business" as they apply to foreign investors were thought
to be highly desirable. This would clear away iany of the uncertainties for
foreign investors regarding their potential tax liabilities. These changes would
not, however, turn the United States into a tax-haven, nor drain funds from
developing countries.,
As President Kennedy said In his balance-of-payment message: "Securittee
of U.S. private firms could be and should be one of our beat selling exports."
Tle task force agreed with this statement and believed that added effort by
the securities Industries and U.S. corporations could increase the sale of U.S.
securities to foreigners.
The exchange community has historically encouraged the sale of American
sieettritles abroad. Brokerage houses and Investment banking firms that are
members of the exchange have over lO0 offices if 23 foreign countries. This
Also, the exchange Is encouraging
Is an Increase of 125 office since o105.
transmission of its ticker tape outside the United States, A number of instAllatioln have already been completed abroad, and further Installations will
Ibmade as demand develops.
The remainder of the recommendations were directed at alleviating restrictions Imposed on capital markets and Internatlonal capital movements by
foreign governments. The reasons for these restrictions vary but usually
stem from exchange controls established for balance-ot-lpyments reasons, the
direction of domestic monetary policies, regulation of financial Institutions.
and attempts to enhance Internal capital Investinent. Steps for Improvement
In these areas will in general require government-to-goverii6bnt agreements.
The task force recommended that the United Stites take the diplomatic Inttiative. bilaterally or multilaterally, for removal tf exchange controls on capital
transactlona among advanced countries and the relaxation of monetary, legal,
Institutional, and administrative restrictions on capital movements. The State
and Treasury Department4 were urged to take up these and related problems
with the appropriate Inte'national organizations, sich, as the Internatlonit
Monetary Pund and the Orgtaniation for Economic Cooperation and Development.
While removal of these restrictions by foreigners offers much' Ibop for
reducing the U.S. balance-of-payments deficit, the task force noted: " * *
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efforts to remove restraining inlluencem on siles of 17.8. securities to foreigners
will also in foreign financial markets the question of the coitiinuatlon of tlt
t'.8. Interest equalization tax as a factor affecting the sale of foreign seeturities
to U.S. citizens, however temporary andi special its basis."
Thus, an immediate effort on the part of Government and business-a Joint
venture If you like-to Implement the task force recommendations would be
more desirable and more effective than the proposed tax In solving our internatlonal imyments deficit. The recommendations of the task force are positive
sltel tlit go to the heart of the payments problem. The tax, on the other
hand, is a negative approach that moves against the tide for freer capital
markets.
81laking for myself, I believe the task force or a similar group could be
the rallying point for coordinating the Joint effort needed to put these recommendations Into action. Such a group could be made an effective tool In
solving the payments problems.
VOLUNTARY CAPITAL ISSUES COMMITTEE
Expanding on the principle of encouraging action by the private sector to
help in the payments area, a voluntary capital issues committee could be estab.
lished. Such a committee composed of representatives of the financial comr
munlt.y involved in international finance, in cooperation with the Federal Reserve, could draw up and apply guidelines for screening foreign Issues coming
to the U.S. capital market, lecauso this market is centered in New York, the
logical agency to work with the financial community is probably the New York
Federal Reserve Bank.
Such a voluntary committee being free of direct Government control would
not be unduly Infltenced by political considerations. The Federal Reserve
Board operated a similar committee during the Korean war to control credit,
and so there is precedent for such an approach.
Certainly it would be preferable to give the private sector an opportunity to
try voluntary approaches utch as the task force recommendations and/or the
capital Issues committee before the Government resorts to such a drastic measure as the Interest equalization tax. If this does not prove effective within a
reasonable period, then of course, Congress can review its decision.
RRTATFMENT

OP REaC)MMINDATIONS

1. The proposed interest equalization tax should not be passed. The tax,
due to its retroactive provisions, has already largely served any useful temporary
purpose It may have had. To pass the tax now would not be In the best interest
of the United States and could retard the development of international capital
markets.
SMoreover, the proposed tax discriminates unfairly against stock issues relative
to bonds o. debt instruments. The net flow of funds in stock transactions among
foreigners and U.K. persons has been favorable to this country. Inclusion of
stock in the Interest equalization tax at the rates proposed could eliminate or
reduce this favorable funds flow. ThUsr, as a minimum, stocks should be excluded from the tax.
2. In lieu of the tax, the recommendations of the Presidential Task Force on
the Italance of Payments should be implemented immediately. If successful,
these recommendations would provide long-term as well as short-term Improvement In the U.S. balance of payments.
3. If need be, a voluntary capital Issues committee along the lines of that
used during the Korean war crisis could be established. Such a committee coniposed of representatives of the securities community and Federal Reserve
could establish and apply guidelines for screening proposed foreign issues.

STATEMENT DY SuITI,

BARNEY & Co., INO., NEW YORK, N.Y., RILATING TO

II.R. 8000, INTEREST EQUALIZATION AOT

Smith, Barney & Co., Inc., areopposed to the entictment of the Interest Equallzation Act for the following reasons:
Conditions which prevailed a year ago have undergone substantial changes.
Accentuation of adverse balance threatened has not developed and enactilent
of proposed bill is no longer necessary.
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(1) A year ago there was concern abroad about the U.S. dollar. Since then the
Federal Reserve bank has raised its discount rate by one-half of 1 percent, but
there are ample funds available and interest rates have remained stable. Interest rates abroad have, however, been increased broadly in order to light prevailing inflationary pressures. Our own price structure has been fairly stable.
Swap and exchange arrangements have been entered into by the central banks.
Our gold stock has declined from July 81, 1963, to June 17, 1064, only by $172
million, and some European bankers have recently forecast a growing demand
for dollars, The U.S. dollar is strong today.
(2) The conditions prevailing a year ago, Which motivated the interest equalization proposal, have undergone substantial changes and the need for adopting
the proposed act, which was debatable then, no longer exists.
(3) ,A brief comparison of certain pertinent recent balance-of-payments figures
follows:
(In millions of dollars. seasonally adjusted)
1963,
1963,
1st 6, .2d 6

Balance of payments

1960

1961

19

1963

Deficit 1.8. balance of payments, excluding
military rant aid.............
.......
Long-term private portfolio investments

3.881

9,370

2,203

1,942

863

1,025

1,227

1,644

1,119

Long-term private portfolio investmnents n Canada ...............

171

269

332

632

2 3

680

abr
..................................
Including-

Term bank loan and other long-term loans,
excluding Canada (net).............
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* IPreUpilnary. ,

These figures speak for themselves. iWhile the total deficit shows, a sub.
stantial improvement during the second half. of 1003 and the first quarter of
19064, our long-term foreign portfolio investments decreased to a much smaller
extent and our term bank loans and short-term :loans abroad increased substantially after the Interest equalization proposal was made a year ago. These
latter loans and loans to Canada, which are listed above to show their magnitude,
would not'be subject to the interest equalization tax under' the proposed bill.
-Long-term dollar issues have been shifted from'Neif York to ILondon and
the Continent and U.S. term bank lendings have in part tak4n their place.
(1) Because of the defaults on many foreign bonds during the early 1900's,
the amounts of foreign securities sold 'in this country have always been relatively' small. From 1058 to '106 the public offerings' of new foreign dollar
bond issues,; excluding Canada, World Bank, and Inter.Amerlcan Development,
have averaged about $211 million per annum and a sizable percentage (from
30 to 70 percent, depending on the case; and approximately 50 percent on the
average) was resold in Europe. Sales of foreign securities if' the United
States during the 1950's and 1000's have at times been very slov. 'If we exclude
Canadian, World Bank, and Inter-Aerican Development BAnk bond issues,
sales of such foreign new bond Issues amounted to only $880 million in 1002
and $277 million in 1003. Taking this into account, , these ate relatively small
amounts with nd important effect upon the balance of payments, particularly
when it is realized that appro*imately half of thisamount wts taken abroad.
(2) As a result of the interest equalization proposal, New York has lost its
preeminent position as the world's long-term foreign capital market. The
London merchant bankers and some continental bankers quickly took over the
offering of new foreign dollar long-term securities issues. As In the case of
the Euro-dollar market, which. they developed because the U.S. commercial
.r e ~iow
banks \ver 'hot permitted to pay conmparhtive tnme depooet rates, thoy
developing a new long-term Euro-dollar Issue market at the expense of New
York. Long-term public financing, in Europe since the epd of June 10, may he
estimated at about $350 million. This Is. a devel6pmebt unfavorable to the
United States since the proceeds from foreign long-term loans in, the. United
States often were used to purchase equipment and machinery In "thf United
.,y 4,.e5
,«.cti
States. It has Injured U.S. prestige abroad, has .had p,,
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on our domestic interest rates structure and in certain fields has diminished the
purchase of U.S.-manufactured products which otherwise would have been
purchased in the United States.
(3) Becaupo the proposed bill exempts 3-year foreign loans made In the
ordinary coTrse of business bly commercial banks, foreign borrowings from
commercial blanks have sharply increased. According to the Federal Reserve
Bank Bulletin, at the end of 1002 commercial bank lending abroad, excludiig
official institutions, were $1,505 million; at the end 9f the firAt 0 months of
1063 they werd'$1,508 million, and such loans by the end of February 1004 were

$1,006 million, an increase of $338 million.

These figures speak for them-

selves and clearly indicate that a sizable amount of long-term financing has
simply been replied by borrowings from commercial banks, which has not
helped the balance'of payments. In fact, the amount of short-term borrowings

probably exceeds by - substantiVi inrgin-tho amount of long-term financings
which might h'ae developed but for the interest equalization proposal. This
is a loophole which, clicumvents the I tent of the Interest equalization tax.
P'posed Treast'r 'amendments h61imnk6 .tio bill 0more workable but it will
still be complex, involving inimh' papet work and ItS benefits will be small and

disproportionate to its adverd effect.
Delay in passagoeof the bill has given the Treasury the opportunity to study
3
the Impacts of the propose billl'
moe carefully and 'the proposed amendments
reflect this. They make the bill more workable but the bill is still colrpex and
will requireQuoh redtape pd. unnecessary paperwork.
It is 'stroiigly Asugested th'it the committee not endorse passage p the. bill.
Because of improvement in the balance of paymetts'aid harp ihtrease In btink
term loans and proposed Canadian exemption the benefits obt~inable frbm' pa
sage of the bill will be small and because changed conditions and redtoied faith
abroad in the U.S. dollar, purposes of bill can be 'accomilished, by continubu
voluntary exchange of views with U.S. Treasury and Federal Reserve bank. ,
(1) In view.of the, imprQved climate,, thel ncrease in foreign term loans by
commercial banks .and the proposed Canadian exemptions the benefits obtained
from the passage of the .bill are small and' t Is suggested that the committee
not endorse the passage of the bill. We believe that U.S.. prestige in the intetrnational long-term capital markets will tend ,to be restored if the bill; is not
,
:
.
. .
endorsed by the Senate
(2) We believe that, in; view of the small benefits obtainable through.tho
passage of the bill, a ,continuous voluntary exchange of views, between the
Treasury and the Federal!Reserve bank and the underwriters will, In the light
of the changed conditions prevailingtoday, obtain substantially the same results
as those obtainable under the proposed bill without: the disabilities that are,
Inherent in the bill. If this assumption should prove to be incorrect, corrective.
measures can be adopted at that time. We believe that volmutary cooperation
with the Treasury and the Federal Reserve bank would work well and would
,iY:
be preferable to the restrictions of the proposed bill;
If the committee nevertheless .endorses the bill, then consideration should bt6

* .

given to the-special position of Japan. <.

Japan is the second best customer of the United States. In 1062, the JapanesV
bought $400 million more of our goods than we bought from them; in addition,'
they paid us $74 million in licenses and royalties.- In 1963, their purchases frpih
us exceeded their sales to us by $57.0 million. From 1959 to 1603, their purchases exceeded sales to us'by $2.5 billion. Japan is our political ally in the
, ,
Far East and a most-important military outpoet
The Japanese need foreign long-term borrowings for. a few more years in
order to balance their adverse balance of payments. U.S. short-termloans to
Japan by the commercial banks exceed the gold and foreign: exchange of the
central bank, the Bank of Japan. It is important for the position of our banks
and for Japan to fund some of this short-term Indebtedness as soon as possible.'
Japan has been able to issue some long-term bonds in Europe during the last
12 months but the European interest is limited; it is much narrower than that
in the United States. The amounts involved are not very large. In 1002, the'
long-term new issues obtained by Japan Inthe United States amounted only to!
$101 million and during 1903 to $140 million..

.Under these circumstances we urge that, If the bill is endorsed by the committee, It requests the Treasury to give Japan atfull or a limited exemption as

in the case of Canada.

,

SurrTi,

BABNE

&' CO., INC.
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TOKYO, July 8, 1964.
Senate Finance Comm ttee,: Wahiigion D.O.:
Re hearings on interest equalization tax. Respectfully request that committee consideration be.given to real cause of payments deficit which is not purchase by U.S. citizens of foreign securities which actually produce a return far
greater than outlay and gives the United States a stake in foreign business
the end effect of which also incrides increased U.S. exports. Also please consider that Canada exclus o n practically negates purpose of bill and discriminates
against Japan which Is the second largest Importer from United States. If
Secretary Dillon thinks reaction in Japan "not too serious" suggest he confer
with Secretary Hodges who Is familiar with Japanese situation. The bill even
in proposal stage has created a European capital market that did not exist,
the effect of which can only work to detriment of U.S. Interests. Also please
consider tax' ffect on U.S. citizen resident abroad who must pay tax in dollars
oni purchases of foreign securities In foreign currency from earnings in foreign
currency which has absolutely no effect on U.S. balance of payments. We believe that proposed bill imposes restrictions inconsistent with longstanding U.S.
policy of free capital movement and should be rejected.
A. Lwxs BUiBRIDE,
President,American Ohamber of Oommerce in Japan.

Naw Yoat, N.Y.,'July t, 1964.
Re H.I, 8000, interest equalization tax.

Senator HABTr P. BTBD,

O(horman, Commitee on Finance,
U.8 S:enate, Washington, D.O.
Dman SmNATOB BYBD: We respectfully request your consideration of the provision for imposing the proposed interest equalization tax on purchases of non
U.S. securities by U.S. citizens resident abroad on a permanent basis.
While the number is not great, there are many U.S. citizens who live in forelgn countries and who earn their livelihood there. As we expect of aliens
permanently residing in our country, these U.S. persons are expected to be
"good citizens" in the country of their residence. We need hardly say to you
that the presence of U.S. citizens abroad is of great advantage to the U.S. international position, in promoting trade and showing our presence throughout the
world. In many cases it is normal for such nonresident citizens, and indeed it
is expected in the communities in which they live, to invest their savings from
earnings in local enterprises. ,To do otherwise would make it appear to their
associates that they have little interest in the welfare of the countries they live
in. Nevertheless H.R. 8000 as before your committee requires that these citizens
pay a penalty tax on purchases of non.U.S. securities regardless of the fact that
the funds for such purchases may be derived from earnings from services in
the foreign country, received in foreign currency.
fThe stated purpose of H.R. 8000 is to inhibit the outflow of funds from the
United States so as to alleviate the balance-of.payments problem. Investments
by nonresident U.S. citizens of funds earned abroad do not affect the U.S. balance
of payments. Thus the imposition of this tax on such nonresident citizens appears entirely beyond the purpose of the act.
This matter was drawn to the attention of the Ways and Means Committee
but it was not recognized in the bill reported by the House. Neither is it recognized in the suggested amendments submitted to your committee by the Treasury
Department
Perhaps the Treasury Department was concerned about the administrative
problems which it would encounter if an exemption was provided for investments by U.S. citizens abroad from foreign-source earnings. However, it should
be recognized that under present law such U.S. citizens have to report to tht
Internal Revenue Service the entire amount of their earnings including the portion which is exempt from U.S. tax.' Thus it appears to us that there Would be
no great difficulty in devising a procedure by which such nonresident citizens
could identity purchases of securities of foreign corporations which are made
from foreign-source earned Income. As a matter of fact, to secure compliance
with the act in the form now before you, it would appear necessary that' a
procedure based on income reporting be followed in any event so that such nonresident citizens will be required to report their purchases in foreign markets
of foreign securities, since there appears to be no practicable way to require
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foreign exchanges or security dealers to report such transactions to the United
States.
Thus it appears that equitable treatment of these U.S. citizens In the manner
we suggest would not only relieve them of an unwarranted burden with no relation to the stated purposes of the act, but would also provide a ready means
for determination of the tax due by them on security purchases which do affect
the U.S. balance of payments.
Yours very truly,
PBIOE WATmaHOUsE & Co.
MACHINERY & ALLIED PRODUCTS INSTITUTE,

lion. HARRY F. BYRD,

Washington, D.O., June SO, 1960.

Chairman, Committee on Finance,
U.S. Senate, WahingIon, D.O.
DEAs Me.CITArIBAN: On behalf of the Machinery and Allied Products Institute, a national organization of capital goods and allied product manufacturers,
we are filing this statement of the institute's views on I.R. 8000, "Interest
Equalization Tax of 1963"'and we would appreciate having it included in the
record of the committee's hearings.
This statement is not presented lii direct opposition to H.R. 8000 but rather
to raise some questions which we believe deserve the committee's most thoughtful study. The interest equalization tax is a novel and farreaching proposal
both in terms of American investment abroad and U.S. tax policy. Although
suggested as a temporary means of coping with What Is-hopefully-a transitory
balance-of-payments problem, the principle which it embraces is of much longer
range significance. It Is our purpose here to suggest a consideration of this
proposal against a broader backdrop of related events. More specifically, we
intend, first, to call the committee's attention to a clearly developing pattern
of U.S. Government control over American private Investment abroad and the
fact that the proposal's adoption would leave us but a short distance from a
system of complete control over foreign Investment; second, to consider the
efficacy of the interest equalization tax as a specific cure for the balance-ofpayments malady; and third, to comment briefly on certain technical amelJ.
ments now recommended by the Treasury.
Certainly we are aware of the country's balance-of-payments problem and
we are not unsympathetic with the Treasury's motives in advancing the interest
equallation tax proposal. Nevertheless, we believe that the proposal presents
for the committee's consideration this fundamental question of policy: Once
we undertake to limit the freedom of cpltal movement and embark upon the path
of control, once we decide to substitute governmental for private Judgment
respecting foreign investment, is'here any trt'ning back?
In order fully to appreciate the significance of the Interest equalization tax
in this light it becomes necessary to consider briefly the developing framework of
control ovefAmerican investment.
Partial control of equity investment abroad
The Revenue Act of 1902 included a series of new provisions relating to the
direct taxation of foreign earnings. As in the present case these provisions were
originally suggested for the purpose in part of limiting Amerlcan private invest.
ment abroad and thus improving our balance-of-payments position. The result
has been to impose, albeit indirectly, a control on equity investment; H.R. 8000
would appear to complement the foreign earnings provisions of the Revenue Act
of 1902 by imposing a control on portfolio investment abroad. The new burden
of direct taxation was laid only on certain earnings of investments in so-called
developed countries while the deferral of U.S. taxes hitherto permissible in the
case of most foreign income was continued in the case of the yield from invest.
ments in so-called underdeveloped countries. It can be argued, of course, that
the reason for thus burdening one kind of investment and not burdening another
was to induce the flow of private investment into underdeveloped countries,
thereby reducing the foreign aid burden on our International' balance of piayments. As a long-run matter this may have some merit but in the short ruln
we see little evidence that it is producing the desired results.
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Partialcontrol of portfolio investment t .- -,
,
As noted above, the proposed interest equalization tax would complement
the foreign earnings provisions of the Revenue Act of 1902 by applying to portfolio rather than equity investment. However, like those statutory provisions
the current proposal distinguishes between developed and underdeveloped countries and exempts from the application of the proposed tax securities of underdeveloped countries or their nationals. In addition, it would empower the
President to exempt other individual security issues from the application of the
tax'where;'in'his jidgmedt, this is required for purposes of international monetary stability. Although the Treasury has announced that such exemption authority is to be exercised only with respect to Canadian securities, the exemption
may well be applied more broadly IA the future. Nevertheless, H.R. 8000 clearly
adopts the principle of controls over portfolio investment in foreign securities.
Will tho interest equalization tax work ?
, .
Assuming the necessity of the interest equalization tax as a means of assisting
and correcting the imbalance in our international payments accout, one is confronted immediately with the practical question of whether or not such legislation would serve the purpose for which it is fitended. Beyond doubt the investment of American capital in foreign securities has been harply reduced as a
result of the threat of congressional adoption of the interest eqiulizatln tax.
!yhus, the proponents of the bill mnay argue that H., 8000 hais already demonstrated its effectiveness. This IS, of course, without taking into account the possibility of counteraction by foreign governments adversely affected by this measure or the longer range effects of such action on the level of our foreign trade.
The fact that the apprehensions raised by the possibility of an Interest equallzation tax have served temporarily to, improve oqr balance-of-payments position
is by no means a conclusive demonstration that tle.proposal would have the same
ject when and if finally enacted. Once the uncertaity of a legislative proposal is replaced by the certainty of congressional enactment, we suggest that
the money market will readjust promptly to the realities of the new situation and
that the long-range effects may be relatively insignificant.
,'o,.ne thing seems certain. PDuring the pe~dency of the bill a very substantial
backlog of foreign issues has been withheld from the American capital market
However, "Europeans have hesitated" says, a Christian Science Monitor story
of Miay 29, 1004, "because of the uncertaiity of the legislation, not because of its
punitive rate." As a result, we are inclined to think that the bill's adoption may
lead to at least a temporary worsening of 9ur balance-of-payments situation in
the short run and have a relatively small total effect in the longer run. Worse
yet, according to the same Christian Science Monitor story noted above, it may
(Itroduce a kind of Gresham's law,of capital issue flotation nto the American
market by driving out the foreign blue chips,but in no way deterring issues of
less worth. "Top firms [from Europe]" says the Monitor, may find It cheaper to
float issues elsewhere. Consequently, it will be the American Investor that may
suffer from the Treasury's proposal. Not only will he be deprived of better
foreign paper, but he will be faced with second-class companies."
If we are correct in believing that this proposal may not produce any substantial long-term impact on our balance-b6f-pyments positions, then it seems
logical to assume that the Government---having once chosen the control routewill cast about- for other and sterner measures of control. Having already imposed a new restraint-through the Revenue Act of 1002-on the investment
abroad of equity capital, it is proposed by HiR. 8000 to impose a partial control
on portfolio investment. The interest equalization tax as presently proposed
would impose a tax of about 1 percentage point on foreign securities. if it were
adopted and failed to do the Job, would the next step be to increase the rate?
Or would the Government be prepared to establish total control over 'all foreign
investment of American capital-both equity and portfolio?
. As an alternative to the present proposal it has been suggested-and to the
Treasurys great credit, in our Judgment, it has rejected the alternative--that
there be established "A capital issues commltttee operated by the'Treasury and
the Federal Reserve." In plugging for such a commltttee a Nrew York Times
editorial of Thursday, June 25, stated that "it could bemused also to regulate direct investment by American corporations, which accounts for large part of the
i ,
outflow but is not affected by the proposed tax."
In the light of all the possibilities which this proposal raises, we think the
Finance Committee should consider if It is desirable to take the further step
that is here proposed on the road to a system of overall capital control.
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The temporary character of this legllation.-As now drafted the interest
equalization tax would expire December 31, 1065. Certainly, if Congress were
to adopt H.R. 8000 we strongly favor its being made only temporary in character,
We have no doubt of the Treasury Departments sincerity In assuming that the
need for the interest equalization tax-in view of our rapidly Improving balanceof-payments situation-will have disappeared by the end of 1005 and that the
proposed legislation may then be permitted to expire. However, certain questions remain which, in our judgment, desire the committee's most careful consideration.
First, we should not overlook the record of "temporary legislation' adopted
in the past and the tendency which such legislation has to become quasi-permanent in character. Two current examples will serve to illustrate the point.
Congress is even now in the process of extending yet again a wide variety of
excise taxes adopted in wartime and it also has extended for the seventh time
the "temporary" Renegotiation Act of 1951.
Of great importance also, in our judgment, is the fact that adoption of H.R.
8000, even on a temporary basis, will represent legislative approval of the principle of controlling the flow of capital. This we think a potentially dangerous
step fraugt with unforeseen and unforeseeable consequences. As numerous witnesses argued in hearings before the House Ways and Means Committee on
H.R. 8000, industrial nations affected by our interest equalization tax have available to them a wide range of possible counteraction, the initiation of which may
require in turn a continuation and enlargement of the pattern of capital control
called for by this measure. In short, by adopting a temporary measure we may
and more stringent-set In motion a train 6f consequences requiring similaraction of a permanent character._
Perhaps more important is the probability that the effects of H.R. 8000 will
be considerably less beneficial than the threat of their adoption has been-in
short, the likelihood that the Interest equalization tax may not prove a wholly
efficacious remedy-and that the "temporary" character of this measure will
give way to the more stringent controls suggested above.
Technical amendments
Inasmuch as we are opposed to adoption of the general principle of capital
control, it naturally follows that we favor limiting any application of that
principle which Congress may deem necessary as a temporary expedient in the
present circumstances. Accordingly, we endorse the series of liberalizing amend.
ments to H.RI 8000 proposed by the Treasury Department and transmitted to
the chairman of the committee by Secretary Dillon's letter of June 12. Certain
of those amendments deserve brief mention.
We are especially pleased to note that Secretary Dillon's general explanation
and suggested amendments make perfectly clear that the proposed tax is not
intended to interfere in any way with the legitimate export financing of U.S.
goods and services. In its originalform, H.R. 8000 left some doubt as to whether
or not the exemption from the tax's application would extend to the export of
services as.llstinguished from the export of products.
We are also gratified by the Treasury's proposal for amendments relating
to "certain Interests in intangible personal property" (appearing at pp. 10-11
of the committee print, "Amendments recommended by the Treasury Department to H.R. 8000, interest equalization tax"). As noted in our statement on
this bill to the House Ways and Means Committee, some U.S. companies for
various reasons find it desirable to develop an equity interest in manufacturing
licenses abroad and for that purpose to take equity shares in lieu of cash under
royalty arrangements written into the contract If a company pursuing this
practice had an equity position of less than 10 percent its further investments
would have been subject to the tax under the bill as originally written. We
are pleased to note their specific exemption.
Finally, we should like to call attention to a revision of H.R, 8000 accomplished by the House Ways and bleane Committee which we fully endorse and
in which capital goods and allied product manufacturers are particularly In.
terested. The House amended H.R. 8000 to exclude from the interest equalization tax certain so-called "turnl-'y" projects where an equipment (or other)
manufacturer enters Into a contract with a buyer under the terms of which the
contractor finances the entire project including goods and services of other sup.
pliers. The original bill, while excluding from the tax the obligations acquired
by a U.S. contractor in connection with his own exports, would not have excluded obligations acquired by the contractor for goods or services actually
22
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position of the portfolio and may vary the proportion of bonds, and other evidences of debt, preferred stocks, and common stocks, and may vary the proportion
of investments within alnd'outside'of North Amaerica in accordance with its
judgment concerning the economic.anol market outlook. For example, the
board may, from time to time, find itt a0r6rti'ate to be significantly more, or less,
fully invested in equities."
A copy of the 1968 annual report is attached for your Information.' -.We enclose herewith attachments A and B as schedules showing the amounts
of the United States, Canadian, add other foreign securities held by the company and its predecessor companies from 194 through December 81, 1963. It
will be observed that the holding of foreign Investments is the result of longstanding policy. In no sense do these foreign investments result from a temporary shift from U.S. securities. To penalize the company for reinvesting in foreign
securities would seriously Interfere with its'investment activities.
SWhile the relative percentages of the company's aggregate holdings in foreign
securities have remained reasonably stable, there have been substantial swings
as between investments in different foreign cutries. For example, as .of
December 31, 1961, French securities constituted 2.2 percent of the portfolio
and had a inarket value of $1,540,711. As of December 81, 1963, they had been
reduced to 0.15 percent and $109,231, respectively. On December 31, 1961, the
company had no Spanish securities. We then decided that the Spanish securities
market offered interesting investment opportunities and built up the Spanish
portfolio to 1.9 percent of the total portfolio with a market value of $1,189,
849, as of April 30, 1962. We have recently been withdrawing from the Spanish
market ard Spanish holdings have been reduced to 0.6 percent of total portfolio
with a market value of $445,833 as of December 81,1963.
The company's investment adviser, Schroder Trust Co., is, we, believe, pecqliarly well ntted to provide a combination' of advice on both U.S. 'aid
foreign securities becitse It Is UWide coim-on control with J. Henry Schroder
Wagg & Co., Ltd.,' a long-established merchant bank of London, and thus has
access to well-informed sources of information on foreign securities.
Effect on foreign shareholders
We believe that our stock is attractive to foreign investors because the company is and always has been an international Investment company. If the
proposed tax makes it impractical to retain this character, the company's own
stock may become less attractive to its foreign shareholders. The shareholders
might find it desirable to transfer the company to another jurisdiction or to sell
their holdings to U.S. citizens. In either event our balance-of-payments position
wdlld be adversely affected.
Conclusion
We respectfully submit that to make an exception of funds similar to ours
would not be contrary to the expressed purposes of the bill.
Because of the company's longstanding international character and its predominantly foreign ownership, an exception should be made in the proposed bill which
would havO the effect of allowing investment companies 66% percent or more of
whose stock is held abroad to reinvest in foreign securities the proceeds of foreign
securities sold.
To do otherwise would be to penalize foreign shareholders for doing indirectly
through a company incorporated in the United States what they can do directly
themselves.
Very truly yours,
B. ALDEN OUsPreHA,
Vice President.
S1968 annual report made a part of the committee files.
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INTERNATIONAL HOLDINs, InD.

Analys8f of portfolio by currency
(In thousands of Canadian dollars]
__

Dec. 31-

Canadian dollars

U.S. dollars

Sterling and other

Amount IPercenti Amount IPercentl Amount
1941.........................
1942...... ............1943.......... .............
1944...-----.---- -1944....................--....
1945.....................
1946.......................
1947--.........----.......
1948..........-...---- ....
1949-.....-...............
-- 1950-- ------ -.. .--190.................
1951-.......-.................
1952.........................
.. .......
1953 .....-...
1954......--.................
....
1955..............-.-196-.........................
1957..........................

$4,504
5,094
6,125
4,972
8,602
7,400
7,654
7,317
8, 894
9,849
10,428
11,206
11,143
15,019
17,247
17,442
16,536

43
42
46
40
52
49
47
45
55
56
68
60
60
62
61
61

63

$4,335
5,264
5,086
532
,
5,235
6,418
5,901
5,081
6,526
4,963
6,616
5,261
6,074
6,615
7,110
6,357

Total

Percent

$1,653
1,779
2,001
2,408
2,513
2,648
3,116
2,880
2,297
2,365
2,493
1,979
1,944
3,132
4.659
4,044
3,346

16
15
15
19
15
17
19
18
14
13
14
10
11
13
16
14
13

$10,492
12,137
13,212
12, 55
16,677
15,283
16,188
16.098
16,362
17,740
17,884
18,801
18, 448
24,255
28,621
28,596
26,239

TRANSFERS MADE DURfING ABOVE YEARS BETWEEN SECTIONS OF PORTFOLIO
Year
1952.................................
.....................
1953...........
1954.................. .................
......... .............
1956..........
........................
1956.............
1957.................................

Amount
$50,000
60.000
65000
661,689
140,244
109,456
96,676

Transferred fromCanadian dollars to U.S. dollars.
Pounds to U.S. dollars.
U.S. dollars to pounds.
Do.
Do.
French francs to U.S. dollars.
Pounds to U.S. dollars.

NoT.-It should be noted that the figures for the Canadian holdings of International Holdings, Ltd.,
are affected by its ownership of about 40 percent of the preferred stock of Hydro-Electric Securities Corp.
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HYDRO-ELECTRIO

SECURITIES CORP.

Analysis of portfolio by currency
[In thousands of Canadian dollars]
Canadian dollars

U.S. dollars

Dec.31-

Amount

1941.........
...............
1942........................
1943......................
1944................ ......
1945............................
1916.......................
1947...........................
198........... ...........
1949.........................
1950.........................
1951...................
1952 ..........................
1953........... .........
1954..........................
1955.........................
1956......
..........
...
1957.......................

Per.
cent

$5,418
5,698
7,859
9,006
11,819
10,23
10,189
10,083
12,850
13, 60
14,208
14,858
15,269
20,483
21,948
21,712
21,711

Amount

Percent

655
$367
4
60
1,091
10
64
1,463
11
1,023
67
7
62
1261
7
1,398
8
60
I 451
8
68
1,410
8
60
71
7
1,330
73
1,276
7
834
4
76
81
1
168
82
1
94
81
1113 ....
76
77
83 ............ ........

Sterling and other
I

Per.
I cent

Amount

$4,068
4,478
4,969
5,661
6,038
5,463
,921
6,291
4,026
3,722
3,735
3,299
3,230
4,745
7,181
6, 569
4, 685

41
40
35
36
31
32
34
32
22
20
20
18
17
19
25
23
17

Total
Amount

9,863
11,296
14,001
k 690
19118
17096
17, 61
16.784
18,206
18,603
18,777
18,326
18,693
25341
29,129
28,281
26,298

I Less than 0.5 percent.
TRANSFERS MADE DURING ABOVE YEARS BETWEEN SECTIONS OF PORTFOLIO
Amount

Year
1950 ...................

..........................

1951..............................
1952....................
.......
1953.....

.........

........ ........ .........
................

1957

.....................................

81,993
1,100,616
17,000
77,493

..............................

.... .. ; ..............................
1954.........
...
...................
1955.............
..........
.......
.......
1950..........

$185, 548
16,797

...........

..................

392970
1,121,851
780 000
163,455
4,389
1,42,468
140, 93

Transferred fromPounds to U.S. dollars.
Canadian dollars to U.S.
dollars.
Pounds to U.8. dollars.
Canadian dollars to U.8,
dollars.
Pounds to U.8. dollars.
Canadian dollars to U.8.
dollars.
U.. dollars to pounds.
Do.
Do.
French francs to U.8. dollars.
Canadian dollars to U.S.
dollars.
Pounds to U.S. dollars.
French trancs to U.8. dollars,
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Market tvalud o'f pdr#folo seouritiea
(Expressed in U.S. currency]
.
D)at.

__

Foreign
Amount

June30, 195 ...............................
........
Dec. 31, 1959............... ......
Jne 30, 1960 ................................
.
Dec. 31, 196...........-----..........-June30, 1961..........-.... -............. .
Dec. 31, 1961... ............
.............
.....
June 30, 1962 .........................
Dec. 31, 1962.................................
June 30, 1963-..........................
Dec. 31, 1963................- ...............
Average...............................

United States

Percent

Amount

Total

Percent

$14,4, 983
19,899 448
17,623,341
18,165,615
18,227,331
18,14 773
14, 987,8
15219,607
17,465 794
18,046,091

23.4
29.0
27.9
28.5
26.8
25.4
26.1
24.1
23.6
23.2

$47,878,641
47,296,262
45,672,919
45,631,066
50,076,92
53,112,795
42,178.421
48,009,073
6 58,854
59,635,889

76.6
70.4
72.1
71.5
73.2
74.
73.9
75.9
76.4
76.8

$62,418,624
67,195,710
63,296,260
63,696,681
68,304,256
71,250, 68
67,166,008
63,228.680
3, 974, 648
77,681,980

17,238,470

25.8

49, 589, 884

74.2

66, 82, 354

STATEMENT BY MOBOAN STANLEY & CO., NEW YORK, N.Y.

Morgan Stanley & Co. is a member of the Investment Bankers Association
of America and fully endorses both the oral and written statements made
before this committee by that organization. In the Interest of time we have
not requested time to testify orally. We are, however, filing this statement
to set forth our own views on certain of the questions raised by the proposed
interest equalization tax.
1. Introduction
The firm of Morgan Stanley & Co. is deeply concerned with our country's
balance-of-payients deficit. However, it is our considered judgment that the
attempt to limit new Issues of foreign securities by means of the proposed
interest equalization tax is not an appropriate solution to this problem. We
share the administration's reluctance to impose exchange controls or limit
the free flow of capital, but in our opinion the so-called interest equalization tax
is a long step in that direction. At best, after allowance for the many proposed
exemptions, the tax would appear to be of dubious effectiveness in limiting
the outflow of dollars. At worst, the tax will not only limit the free flow of
capital but also of trade with the rest of the world. In our judgment the tax
will not over the long term materially help our balance-of-payments problem,
nnd is dangerously liable td Impair the financial mechanisms that have been
carefully developed for supporting and strengthening our favorable balance
of trade.
2. Backgroiud-TJThifbignesecurtled market in the United States
(a) Experience of Morgan Stanley d Oo.-Morgan Stanley & Co. is primarily
engaged in raising new capital through the underwriting and distribution of
new issues of stocks and bonds for American business enterprises. In addition
to our work for American corporations, we have acted for a number of foreign
governments and foreign corporations in financing their capital requirements.
Governments for which we have managed or comanaged issues since World War
II have included those of Australia, Belgium, Canada, France, and Italy. We
have also arranged financing for corporations in certain of these countries as
wel* ar, in Germany, the Netherlands and the United Kingdom. In addition,
we have served as comanager of offerings of bonds in the United States by
the International Bank for Reconstruction and Development During the postwar period from January 1946 to the present, Morgan Stanley & Co. managed
or comanaged public offerings and private placements of new issues of bonds
and stocks amounting to about $20 billion, of which about 80 percent were for
American corporations, 6 percent for the World Bank, 7 percent for foreign
governments (of which 8 percent were Canadian) and 7 percent for foreign
corporations (of which 8 percent were Canadian).
(b) Postwar development of foreign financing in the United States.-The
years following World War II were characterized by a worldwide need for
hard currencies to restore ruined economies to production. To supplement the
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activities, of. the International. Ban for. Reconjtrltion
aid development, the
International Xotary, Fund an t.4e U.8.1freigfiald program ma oVr Treasury
.ad Otait Deptrtment enCouraged' the prlvai ocomreiai and investment banking, systel in this cowtry
t rlte, dllars: f foreign eountriesb
throuli bnk
loa ad the public and private sale-9f foreign securities.,
The reest4blisliment of a market tfor,'1 eign securities in the united*StateO
9oig.and diflMcilt process. Although' Oan'
after World War II, oweve, was
adaiwas able tor-iesume borrowing wj4lout 4lculty,
and although Austraai
The ketherlaxds in4 Norwa w ere able-to market dollar Issues In 1946 and
1947 to refund maturing debt or to'fnance capital g66ls imports from the' United
$tates for. reconstruction,' the .priate foreign securities market In the United
States was for all practical purposes dormant until the end of 1954 The Internatioqal Bank for Recpnotruction anh evelopament4, bpglnpIipgn 1947, did'obtain
the greater portion of its. fundsthough public issues In the 'Un i~dtate,
selling
$785 million of bonds by t e end.of 954. To this petent private,American' And
other investors contributed greatly to the building of the postwar' wqrld., fiowever this was through the medium of an international inatilttiQm strongly backed
by the U.S. Government, ai investors were not yet ready to commit their money
directly o foreign investments.,
During. th period, we and 4ther investment banking firms. were using our
best efforts to develop Interest. in foi'gn securtes,. Progress was slow, par
ticularly. in the case of financial institutIons..(In I
~ew,
YorkV for exmpie, it
was not until 1956 'that life insurance companies were authorized by. law to
teend only to. the extent o 1 ,percent of. their
invest in foreign, securities,
assets.) In the early years a market for securities of the World Bank itself iafl
to be developed, and our firm together With-tbe comatfig5r'dfthfinaning
on
ducted over a period of several years an extensive educational campaighi inaking
personal: caln on hundreds of institutibbal'investors, supplying them *iti studles and arraigingiits by them to tit BanklitselUf
In some Woild Bank i-s-mes
-in an endeavr to' broiden': th6 market we set aside a: iertion of the issue expressly for sale to new buyers.,' ,In some of ,tho early foi'eigtv goh'ovezment -Isues
we offered a public Issue of a country simultaneously with a loan to that couintty
ltbmthw World Banik, which'gave'the investor awradded element'of confidence
and, eased:-the tranbition fribima World 'Bank financing to private financing., it
the cage' of two -governtments,- BBlgiUm and&Italy, we ot'ganized at our own *6*pense tour df these coutitres by groups df ihttitutioni Investoir.
In Deceiiberf 1954 Morgan Stnle.V & Ce. brought to'market a $25 million public
issiae'of bonds'ofth Commoiftrveathbf 'Axistiaiia aiid'comanaged a $30 million
Issue for the KXitgdom-of Belgiunm. Both countries, had been large bWrrowvers
from the World Bank, and the successful marketing of'these issues by Invesfbient
:bankers to private' inVestors
naked' the 'rei :reopening, of 'th6"foeigp' bond
'market, '-From this point ot; inhitutione 'and 0thiW pri*Ate' nvestorh in increas'ing 'niubers'began
to participate In, foreign issues anld thus to shAie the bVirdei of
loreig financing' with theorld BAnk., ,The n :t several years saw' additional
Australian and Belgium issues as well as public issues fot Ndkiway, South AfiCa,
the' European Coal and Steel Community, -,Neo*' Zealand,; Austria, Denmnbark.
'Japan' Italy, France, atid others., In' the last fMv year a small number of
'leding foreign -corporations have also foundit possible to sell securities in the
U.S. market.
A:inotb1& exdept1I6n to the general difficultiegki ieentbring'the U.S3'. nifket
was the eXpertce bf 'Canada.-: The' ioVerabetat: of 'anada, CAnadtih piovi nces
and Canadian Corporations h'avei ili -beefi able6 to ekll sOeturlties here' w iout
difficultyy, atid 'during the period fromti6 ,eginhing'of194 6 td&3nTi~i 19M3 sibpt
54 per ent'obfall foreign issues (iiludinig thogel'6f the 'Worldaihk) 'hW*e'beeii
for Canadian issuers. This was the resultIf a nu~bei- of factors, Ineluding
the geograpblical prqximity of the country, thp' 11rgo commo. ppguFge, the
~ii-ity'of busi-nss nd C u toms
o
eso
the Ca
curr j 'ahd 4n6sV 1-'0ppi 'i t of1 t:iin
ensq
'
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the United States is too long Inhibited from playing Its former role as banker
to the world, its position of preeminence may be very difficult to regain,
'What are the factors that have made the United States the leading capital
market of the free world? The primary one Is the medium in which It deals,
a sound currency, free of restrictions, enjoying complete confidence and constituting the principal reserve currency of the nations of the free world. Of
almost equal importance has been the accessibility of the U.S. market to all
who wished to make use of it, with no priorities and no restrictions on the size
or frequency of Issues other than the limitations of the market itself. An
Important additional factor Is that Interest rates in this country are substantially
lower than In most other countries. To this may be added the size and wealth
of our Nation, generating savings at a rate uuapproached elsewhere in the
world. And high on the list would be the advanced development of our technilues for mobllling these savings for productive investment, Including the
highly organized investment banking Industry, with firms operating in every
State of the Union. Over 17 million Americans are direct stockholders and
several times that number own securities Indirectly through our multiplicity
of Insurance companies, savings banks, and other financial Institutions. Factors
contributing to this breadth of ownership are the wide availability of infornation on all types of Investments and our standards of full disclosure of all
material facts relating to new issues as prescribed by the Securities Actstandards that must be met by foreign as well as domestic Issuers in our market.
The results are low costs of issue, an active trading market, and a degree of
liquidity that has not been approached in Europe or elsewhere In the world.
8. Oharactrtttelcs of foreln finaiolng
We believe that there are several important characteristics of foreign flinneing which are elements of strength for the long-term stability of the dollar and
the favorable balance of trade of the United States. A study of foreign issues
managed or comanaged by our firm since World War II brings out the following
points which we believe are significant In considering the Impact of these issues
on the balance of payments of the United States:
(a) The government Issues have been those of countries which are major
trading partners and military allies of the United States. The corporate Issues
have been for prime corporations whose activities are Important to the develop.
ment of their countries. Tho bulk of the government and corporate issues have
originated in countries that have made material contributions to this country's
favorable balance of trade. Funds borrowed privately here help to strengthen
the economies of these countries and in many cases generate the capacity to
purchase American exports.
(b) In many of these issues all or a substantial portions of the proceeds were
spent In this country and to this extent did not adversely affect the balance of
payments. A number of others have been refundings of Issues sold previously
in the United States or of bank loans Incurred in the United States, and thus
ropresepted no outflow of funds.
(o) A substantial portion of the public issues have been sold abroad, and to
this extent represented no drain whatsoever on the balance of lmyments. In
the many Instances where the proceeds were spent in the United States this
meant an actual inflow of funds Into this country.
(d) The Issues have been characterized generally by strong sinking funds,
many retiring virtually all of the Issue in advance of maturity and thereby
materially accelerating the return of the funds to this country.
(e) The Interest rates have been high by comparison with domestic rates, and
the return thus earned is a favorable element in our balance of Iaymente.
4. Proposed Intercst cqu
lallaon
fa0
(a) Bffct(reneAs.-After allowance for the exemptions proposed for Canada,
the World Bank, the Inter-American Development Bank, the Export-Import
Bahk, the developing countries, bank loans, obligations of under 3 yecrs,maturity, direct investments, and obligations arising out of export transactions,
not to mention A variety of exemptions to c06er various special sltuatlonk,' the
remaining trKnsactlonk to which the tax wbuld apply would not bb substantial
It hmouht, It sliotld be noted that 02 percent of the' volume of new foreign
Issues.
issues purchaMd by U.S. persons ito the first half of 1003 were Canadlai
After taking Ihto n'apount tht'Cahtadlh exception and the manly other proposed
of the tax will result in a material
'exemptotis, W6 do hot belilvo that Imp6sitiol
long-range reductl6h In out balaned-of-phymnents defleit. Indeed, the tax'thus
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far appears to have affected the form rather than the amount of capital outflow,
as borrowers have turned to alternative methods of raising capital In the United
States.
The sharp rise in short- and long-term bank loans since announcement of the
tax is a matter of record. This Increase has largely offset the decline in portfolio outflow. In fact, to the extent that foreign dollar bond issues have been
replaced by bank loans, the balance-of-payments impact has actually worsened,
since a substantial portion of bond issues are normally purchased by foreigners,
while commercial bank loans represent a 100-percent outflow of capital.
In addition, we believe that the magnitude of the problem in theo months prior
to announcement of the tax may not have been properly evaluated. The Treasury has stated that new Issues of foreign securities purchased by U.S. persons
in the first half of 1003, aggregating $900 million, were at a seasonally adjusted
annual rate of about $1.0 billion. In our opinion it is not proper to use this
first-half figure to calculate an nual rate, as certain of the larger transactions
were extraordinary Items and since quarterly results usually show wide
fluctuations.
The figures for the first half of 1093 Include, for example, half of a $250
million issue for the Government of Canada which was actually sold in 1962.
This was the Canadian Government's first borrowing In tils country In 12 years
and was part of an emergency program participated In by the Federal Reserve
System, the International Monetary Fund, the Export-Import Bank, and others
to help Canada overcome a serious drop In reserves. The figures for Canada In
the first half of 1003 also Include half of a $300 million issue for the Province of
Quebec, which was another extraordinary transaction the proceeds 6f which
were used to finance the purchase by the Province of privately owned power
companies.
In addition to'transactions of a nonrecurring nature, the figures also include
numerous Issues iI which thie proceeds remained in the United States and Accordingly had no effect on our balance of payments. The figures for the first
half of 1063 also include, for example, a borrowing of $115 million (Itself a
nonrecurring transaction), $5 million of which was sold abroad and the entire
proceeds of which were Invested in the United States. There were several other
issues during this period where the proceeds were also spent In this country.
Finally, the apparent improvement since the tax was announced may well be
illusory, since uncertainty as to the final form of the law has undoubtedly deterred
many foreign Issuers from coming to our market who would be willing to absorb
the tax once its provisions are fixed.
After weighing the above factors it Is our opinion that the harm done by discriminatory control of capital movements would wholly outweigh the small net
Improvement In the balance-of-payments deficit that may be expected to result
therefrom.
(b) Risk of adverse offects.-We believe that there are three basic reasons
why the tax may have an adverse effect on our balance of payments and on the
position of the United States as the leading International capital market:
(1) The proposed tax represents a step backward from all of our Government's
postwar efforts to encourage and promote free trade and free capital movements. The recent Presidential task force on promoting increased foreign Investment In U.S. corporate securities stated what has long been U.S. policy when It
recommended that our Government encourage the removal of exchange controls
and capital issues controls In advanced capital-forming countries. Such requests
directed toward other governments are not likely to meet with wholehearted
cooperation if we now set up the very kind of restriction we are urging others to
eliminate. It has been said that the proposed tax Is not designed to cut off foreign
borrowers, but only to assure that foreign issuers do not come to our market
merely to take advantage of lower Interest rates. In this light, the tax would
seem to be in essence a protective tariff, which is hardly consistent with the
trade polices espoused by our Government for many years. The tax, whatever
name it Is given, actually imposes a measure of exchange control. 1This shortterm, stopgap measure already shows signs of resulting In long-term Impairment
of our International capital market, and any temporary relief realized therefrom
must be weighed against the reduced dollar Inflow In future years.
(2) The tax strikes at the one kind of outflow which returns more than Is
expended-that is, investment in income.producing assets. Income from foreign,
portfolio Investments has grown rapidly In recent years and, together with Income
from short-term Investments, amounted in 1063 to over $000 million. The longterm effects of the tax can only be adverse to out balance of payments. Indeed,
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we should be encouraging, not hindering, the Investment abroad of funds which
generate an immediate and liberal return all of which consitltutes a capital in.
flow.
(8) The countries that would be most affected by the tax are among those that
make significant contributions to this country's favorable balance of trade, and
imposition of the tax may well result in declines not only in exports but in other
areas of our International accounts as well. This point Is particularly evident
In the case of two countries that our firm has served, Canada and Australia. Both
countries in the postwar era have had substantial deficits in their current accounts. Although they have borrowed in other couitrles, those markets has never
been able to provide capital in adequate volume and neither country could have
financed their deficits in International accounts without resorting to the U.S.
securities market. The Importance of this financing to the United States is indicated by the fact that Canada's trade deficit with this country In the 5 years
105ft-03 totaled just under $3 billion and Australia's trade deficit with this
country in the same period amounted to slightly less than $700 million.
5. Concluslo&
We have set forth above the reasons why we believe the proposed tax would not
be effective in solving our balance-of-payments problems and would be detrimental to the best Interests of our country. We believe that there are basic
factors at work leading to a long-term Improvement in our balance of payments,
and that under today's conditions the measure is unnecessary. If It Is enacted, we
believe that there is considerable risk that the proposed tax will prove selfdefeating.
We believe that the key to remedying the balance-of-payments deficit of the
United States lies In reductions in those Government expenditures abroad
which contribute to an outflow of dollars. In our opinion this problem must
be confronted and such reductions made as promptly ns possible. If emergency
measures are indicated, there are outflows of a nonproductive nature (such as
tourist expenditures, which rose 11 percent to $2.0 billion in 1003), which we
believe would be more appropriate subjects for regulation. In addition, we approve of last year's increase in the discount rate aimed at curtailing the outflow
of short-term capital, and we believe that further increases should be made If
necessary.
SIf, however, the Oongres should determine that the proposed tax must be
adopted, we urge the following amendments to reduce inequities and minimize
the adverse effects on the U.S. capital market and foreign trade:
(a) We recommend that it a specified percentage, say 75 percent, or more of
a foreign issue Is sold outside the United States, the entire issue should be exempted from the tax. If less than the specified percentage of the issue were
sold abroad sales in the United States would be taxable. The Secretary of the
Treasury or his delegate would have the authority to increase or decrease the
required percentage according to the balance-of-payments position prevailing
from time to time.
In our opinion such a provision would preserve an important measure of the
international capital market in this country, with the balance-of-payments impact being readily regulated by the Treasury. Although the amounts sold here
would be small, the mechanism which has proved so effective in the past would
be preserved. Foreign issues could be registered with the Securities and Exchange Commission, listed on the New York 9tock Exchange and marketed by
both U.S. and foreign underwriters. Such a procedure would give foreign piur,
chasers some of the elements which have been most important to them in the
past, including the high.standards of investigation and disclosure required by
the 8EO, the assurance of maximum marketability afforded by a listing in New:
York and the experienced and efficient services of the U.S. Investment banking
industry, 'It would enable foreign issuers to tap the resources of foreign investors through the medium of the U.S. international capital market, atd would
maintain that market in a state.of viability and readiness to resume its former
role when this country's payments difficulties have passed.
;,(b) We recommend that foreign issues be exempted from tax where the proceeds are escrowed with a bank or trust company and paid out only in payment
for goods:purcbased in the United, States, for services: provided by U.S. tealdents or for the purchase or redemption of securities held by U.S. persons.
* In this connection, we believe the following figures from our own experience
are of interest The Treasury.figures for the first half of 108 bshoW purchase
by U.S. residents of Western' European securities amounting to .219 million,
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During this period, Morgan Stanley & Co. managed or conanaged Western luropenn issues totaling $172.5 million, of which $107. million were purchased by.
U.S. persons and $5 million were purchased by foreign investors. Approximately $100 million of the proceeds of these Issues was spent in the United
States and did not affect our balance of payments,
Theo House version of the tax bill provides a number of exemptions designed
to prevent the tax from Interfering with the. fundamental policy of the U.S.
Government to promote exports. These provisions Inclule exemptiqus for the
acquisition of foreign securities by U.S. exporters In connection with the sale of
goods produced in the United States or of services rendered by the U.S. person
acquiring the security, as Ivell as where the proceeds are used for the storage,
processing, or other handling of goods produced In the United States by the
person acquiring the security. These provisions evidence a clear intent to
free from the tax the acquisition of a foreign security in connection with the
hiancing of U.S. exports, and require only that a substantial portion of tho
purchase price be attributed to such a transaction. The Important national
objectives that lie behind exempting such transactions when the security Is
acquired directly by the exporter or when the purchase is financed by the Ixport-Import Bank are no less pressing when the foreign purchaser finance. them
through the financial markets. Our proposal would Insure that every dollar
raised would go directly to finance exports. To the extent that such issues were
sold to foreigners there would be anlImmedlate Inflow of dollars into the United
States.,
We also think that Issues sold to refund dollar Issues previously sold in the
IUnlitd States could be exempted without serious effect on the balance of Imay
While considerable portions of slch issues are held by foreigners, we
ment.
believe that a roughly similar portion of a refunding issue would be bought by
foreigners, with the result that thero would hte iomaterial net outflow of'capithl.
Such a provision :ould prevent the severe impact which.the tax would otherwise have on countries which had been large borrowers in this country in prior
years. To cite one'example, Australia has dollar payments due nt this country
in the next 12 months of some $88 million, exclusive of dollar payments due to
the World Bank.
In conclusion, we recommend that this committee reject the Interest equalization tax at this time. If the free operation 6f the U.S. capital market in the
second half of this year results In a greatly increased net outflow after taking
into account the level of bank loans, and it this outflow Is uncompensated fok
by basic Improventents In the balance-of-payments structure, we and other firms
concerned with International finance will be glad to cooperate with the Treasury
in devising a mnechanesm that will meet the problem without unnecessarily dam&
aging the valuable national asset represented by our international capital
market.

lion,. HIARRY FIAOD HBYD,

nAonu & Co.,New York, July 1, 1964.

Chairman, Oommittco on Pinance,
U.S. Senate, Washington, D.O.

DEAR MRi.)OHAIRMAN:Bache & Co. and tho'Nikko Securities Co., Ltd., desire

to submit for your consideration a proposed amendment to H.H. 8000 designed
to permit; U.S. Investment company to be treated as a foreign Issuer. +
.Iache & Co. Atd Nikko are considering participating itn the establishment of
a muttual fund which would Ipveet In Japanese seclritiet
, the stock of which
would be sold entirely Outside the United States, primarily In Canada and Eu.
rope. It is proposed that,'at 'last Initially, there be substatital U.S. represent.
tioe on the botrd of directors of the fund, aid that it'Investment adviser be
located ith the United States."
Blache and Nikko desire to register the fund 'uhder the InveAtmeint Company
'A'ct t 100. Under such ercumstathces the' fund would qualify as a regulated
investment company under sections 851-MgS'ot the Thternial Revenue Code of
1054, but only If the fund Is a domestic corporation. As a domestic corporation
the flund and its shareholders could obtain the benefits of treaty provisions which
the tJUitd' States hia 'entered Into vith numerous foreign countries, whtch
benefits re designed to prevent qooamell rtotbt buhrden, f dobtb, taxatilon.
Such a fund, however, could not: invest in -apaneee securities without bearing
the burden of the Interest equalization tax. As a "domestic corporation," the
proposed fund would be regarded as a "U.S. person" under section 4020(a) (4) (0)
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of I.R. 8000 and therefore would be subject to the imposition of the tax on
acquisitions of Japanese securities.
If such a fund could elect to be treated as a foreign Issuer for purposes of the
Interest equalization tax, the tax would be Imposed only upon U.S. persons
who Invest in the fund. Since Bache and Nikko desire to raise the capital for
the fund entirely outside of the United States, there should be no need for the
Imposition of the Interest equalization tax from the standpoint of the balance
of payments. Indeed, It is believed that such a fund may facilitate broader
utilization of the European capital market.
The bill presently contains a provision permitting certain U.S. Investment
companies, in existence on July 18, 1003, and which hold mainly foreign securities, to elect to be treated as foreign issuers for purposes of the tax. Ste seetion 4920(a) (3) (B) of H.R. 8000. Accordingly, after the effective (late of election, acquisitions of foreign securities by such an investment company are not
subject to the tax. As a corollary, acquisitions of the shares of such a comn.
pany by U.S. persons after the effective date of election are subject to the tax.
The election permits such Investment companies to make changes In their foreign investments free of tax but subjects the raising of new capital. If nny,
In the United States to Interest equalization tax liability.
This election Is not availnble to the proposed fund, simply because the fund
was not In existence on July 18, 1063.
We believe that the proposed fund should be entitled to elect to be a foreign
Issuer. The Imposition of tax on the acquisition by such a fund of Japanese
securities does not serve the purpose of the interest equallzatlon tax. The proposal was aimed at one aspect of tihe unfavorable U.S. balance of payments:
namely, the outflow of long-term capital from the United States. The proposed
Investment company, however, would raise its funds exclusively In foreign capital markets. Its operation would not employ the American capital markets at all.
Tihe proposed fund, and others like It, should have a salutory effect on the
U.S. balance of payments. According to the Treasury testimony before your
committee on Monday, June 20, 1064, Japanese securities can he expected to find
U.S. purchasers despite the Interest equalization tax since, even with the tax,
the Japanese may raise capital in the United States more cheaply than at home.
The proposed fund and others like it, if successful, may reduce the pressure
on the U.S. capital market to supply the capital needs of Japanese industry,
As President Kennedy pointed out in hirs social message to Congress dated
July 18, 1063, the proposed tax Is designed to encourage improvements "In both
our balance of payments and in the operation of foreign capital markets * * *".
The issuance and trading in European markets of mutual fund shares may lead
to a more flexible and diversified utilization of European savings. In particular,
It might widen the range of Individuals and Institutions willing to make relatively
small diversified Investments, thus rectifying one of the major defects noted In
the Treasury Department's analysis of European capital markets.'
For the reasons stated above, it is suggested that the section of THR. 8000
stating the sorts of Investment companies which may have the election to be
treated as a foreign issuer or obligor, section 4020(a) (3) (B), be amended to read
as follows:
"* * * a domestic corporation which [, as of July 18, 1963, was] is a manage*ment company registered under the Tnvestment Company Act of 1O40 If"'(I) at least 80 percent of the value of the stock and debt obligations
owned by such corporation on July 18, 1063 (or, in the case of a corporation
oreated after July 18, 1906, at the end of its first taxable year other than a
tamable year of less than twelve months), and at least 80 percent of the
value of the stock and debt obligations owned by such corporation at the end
of every calendar quarter thereafter (through the quarter preceding the
quarter in which the acquisition Involved is made), consists of stock or debt
obligations of foreign issuers or obligors and other debt obligations having
an original maturity of 90 days or less;
"'(11) such corporation elects to be treated as a foreign issuer or obligor
for purposes of this chapter; and
Special message from the President on "The Balance of Payments." II. Doe. 141 88th
Cong., lt ses., p. 8 (1068); see also Joint Economie Commit ee "The United Atates
Balance of Paymen t* 8. Rpt. 96, 88th Cone., 2d sees., pp. 8-9 (1044).
*Joint Fconomle'Committee 88th Con ., 2d seas., paper No. 8, "A Descriptton and
Analysis of Certain auropean Capital Markets," p. xl (committee print, 198).
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"'(11)
such corporation does not materially increase its assets during the
period from July 18, 1003, to the date of such election through borrowing
or through issuance or sale of its stock (other than stock issued or sold on
or before September 16, 1003, as part of a public offering with respect to
which a registration statement was first filed with the Securities and Exchange Commission on July 18, 1003, or within 90 days before that date).'
The election under clause (ll) shall be made on or before the 60th day after the
date of the enactment of this chapter, except that ii the case of a corporation
created after such date of enactment, such election shall be made on or before the
date on which it first issues stock (other than directors' qualifying shares) under
regulations prescribed by the Secretary or his delegates * * *."
Very truly yours,
BACHE & Co.
BRODERICK HASKELL.
TiE NIKKO SNOURITIES CO., LTD.

Tosnto G. OZEK,.

STATEMENT OF DAVIS POLK WARDWELL SUNDERLAND & KIENDL, NEW YORK, N.Y.,
SUBMITTED BY DAVID A. LINDSAY

Mr. Chairman, we should like to submit for your consideration a suggested
change in section 4012(b) (1) of IIR. 8000. The proposed change would exempt
from the interest equalization tax contributions by a U.S. employer to a qualified
foreign pension or profit-sharing trust which has been created and maintained
for the benefit of employees In a foreign country.
1. Treatment of contributions to foreign pension or profit-sharing trust under
11.R. 8000 as passed by the House of Rcprcsentatircs
Under the 1ill as it passed the House, contributions by a U.S. employer to a
qualified foreign pension or profit-sharing trust for the benefit of its employees
in a foreign country may be subject to liability for the Interest equalization tax.
Each contribution is deemed an acquisition by the U.S. employer of foreign stock
in an amount equal to tihe actual value of the money or property transferred, to
the extent that such trust acquires stock or debt obligations which would, if
acquired directly by the U.S. employer, be subject to the Interest equalization tax.
Under the bill, any transfer to a foreign trust is not deemed a taxable acquisition If it constitutes "a sale or exchange for full and adequate consideration."
Ordinarily, it would appear that contributions to a foreign pension or profitsharing trust would constitute a transfer for full and adequate consideration,
such consideration being the services performed by oversea employees. However, such a contribution is apparently subject to tax under the bill as drafted,
since It would not constitute a "sale or exchange."
Sectlon-4012(b) (1) of the bill does exempt contributions made by certain
employees to a foreign pension or profit-sharing trust but no similar exemptloh
exists for the employer's contributions. Thus section 4012(b)(1) provides in
part that contributions to a foreign pension or profit-sharing trust established
by an employer, made by an employee who performs personal services for such
employer on a full-time basis In a foreign country, shall not be considered as
transfers which may be deemed acquisitions of stock of a foreign Issuer.
2. Proposedamendment
We believe section 4912(b) (1) should be amended so as to provide that contributons to a foreign pension or profit-sharing trust established by an employer
for the exclusive benefit of employees who perform personal services for such
employer on a full-time basis in a foreign country shall not be considered as
transfers which may be deemed acquisitions of stock of a foreign issuer.
We accordingly propose that section 4012(b)(1) of H.R. 8000 be amended to
read as follows:
[New matter In Italics]
(1)

CEtTAIN Tf'ANiSER8 TO FoHEINo

TRUSTS.-Any transfer (other than in a

sale or exchange for full and adequate consideration) of money or other property
to a foreign trust shall, if such trust acquires stock or debt obligations (of one
or more foreign issuors or obligors) the direct acquisition of which by the transferor would be subject to the tax imposed by section 4011, be deemed an acquisl-

-44

INTEEAT EQUALIZATION TAX ACT

tlon by the transferor (as of the thme of such transfer) of stock of a foreign
issuer In an amotnt equal to the actual value of the money or property transferred or, If less, the actual value of the stock or debt obligations so acquired
by such trust. "Contributtons to a foreign pension or prollt-sharing Irust established by an employer made bU syeh employer for the crelusive benefit of cm.
ployces who perform personal services for such employer on a full-time basis in a
foreign country, and [ejontributions to a foreign pension or profit-sharing trust
established by an employer, niade by an employee who performs personal serv.ees for such employer on a full-time basis In a foreign country (and Is not
an owneremployee as defined In section 401(e) (3)), shall not Ile considered
under the preceding sentence as transfers which may ie deemed acquisltions
of stock of a foreign issuer.
J. Reasons for proposed amendment
The basic rule in II.R. 8000 that imposes a tax on Indirect acquisitions of
foreign securities, through transfers to foreign trusts, may be sound to prevent
avoidance but makes no sense whatsoever when applied to foreign currency
contributions to a foreign pension or profit-sharing trust for the benefit of employees in a foreign country.
Pension payments are simply a form of compensation payment, and the interest
equalization tax is not Intended to be applied to compensation generally. Foreigners and others employed by a U.S. corporation in a foreign country whose
terms of employment provide for compensation payable in foreign currency usually will continue to realde in the country of employment after retirement and
should be entitled to pensions payable in the currency of such country from a
fund of securities also payable in such currency.
'Tvo eases have come to our attention In which contributions by U.S. employers to foreign pension or profit-sharing trusts would apparently become
subject to the interest equalization tax, although in neither case does it seem
that such treatment is warranted or Intended by the purpose of the tax as
expressed In the report of the Committee on Ways and Means. Morgan Guaranty Trust Co. of New York, for example, has had for over 10 years a trusteed
.pension plan for the benefit of employees of its branches int the United Kingdom,
which is funded through the medium of a United Kingdom trust Into which
-monthly sterling contributions are made by the London branches as current
operating expense. The major purpose for creating this foreign pension trust
.for the oversea branches was to provide pension benefits in pounds sterling
-(the currency In which salaries are paid) front earnings generated in the Unlted
'Kingdom. If the pension plan were to be funded in dollars rather than sterling
.securities and the plan were to call for dollar benefits rather than sterling benefits, the pensioners would be subject to risks of currency fluctatlons. It is generally believed that risks of fluctuation of currency exchange, whether borne by
the trust or the beneficiary, are entirely inappropriate in the context of
pension commitments.
In the second case, Chubb & Son, Inc., a firm engaged in the business of managing Insurance companies, has contemplated creating a Canadian pension trust
for its employees In Canada. Canada has had under consideration proposals to
make such a pension trust mandatory In certain cases. Moreover, Chubh & Son,
Inc., has been advised by Canadian counsel that the Canadian employees may be
currently exempt from tax on the employer's contributions only If such contri.
buttons are made to or under a "registered pension fund or plan" in Catinda.
Ordinarily, a registered pension fund or plan requires a Canadian trust, but
such a trust in Canada is exempt from Canadian income tax only if not less than
.00 percent of Its income is from Canadian sources. Hero again, Chubb & Son,
Inc., contemplates making contributions to the Canadian trust in Canadian curreqncy from earnings generated in Canada.
The practical utility of creating a foreign pension or profit-sharing trust for
oversea employees of a foreign branch has been recognized by the Congress. Thus
actionn 404(a) (4) of the Internal Revenue Code of 1054 provides that If a stock
bonus, pension, or profit-sharing trust would qualify for exemption under section
501(a) except for the fact that it is a trust created or organized outside the
United States, contributions to such a trust by an employer which is a resident,
*or corporation, or other entity of the United States, shall be deductible In the
,same manner as contributions to qualified domestic stock bonus, pension or
Sproft-sharing trusts.
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If section 4012(b) (1) Is allowed to remain lu the form as passed by the House
of Representatives, the effect appears to be that foreign branch contributions In
foreign currency toward the cost of pension benefits payable in foreign currency
which are provided through the medium of a foreign trust would be subject to the
interest equalization tax, whereas similar foreign currency benefits paid direct to
a retired employee by a current charge against foreign branch Income would not
be subject to this tax.
It Is submitted that provision for foreign currency pension benefits under the
circumstances described above is a normal business expense incident to the production of income abroad which has a beneficial effect on U.S. balance of payments, and that provision for such benefits should not be subject to tile interest
equalization tax, regardless of the medium of financing. Indeed, we cannot believe that it was the intention of the House to produce the inequitable and incongruous result which the present section 4012(b)(1) appears to require, and
the language of the section should be amended to make clear that such result was
not Intended.
4. Conclusion
The Congress, through the Revenue Code, has encouraged employers in the
funding of pension benefits within well-prescribed limits as being in the public
interest. Similarly, many foreign governments have prescritxl terms and conditions for pension arrangements which the U.S. employer operating and generating earnings abroad must satisfy In order to obtain reasonable tax treatment
under their laws. The Congress, by section 404(a) (4) of the Revenue Code of
1054, appears to have recognized that foreign trusts are a normal means for a
U.S. employer to provide pensions for foreign employees. It Is logical to believe
that section 1012(b) (1) of II.R. 8000 as now phrased would have the unfortunate
effect of discouraging further funding of foreign pensions through foreign trusts.
Instead, such pensions would be charged to current expense of the foreign branch
on a pay-as-you-go basis (with no helpful effect on the balance-of-payments
position) or provided in dollars from domestic trusts.
Accordingly, It is respectfully submitted that section 4012(b)(1) should be
amended so as to clearly provide that contributions by an employer to a foreign
pension or profit-sharing trust established by an employer for the exclusive benefit of employees who perform personal services for such employer on a full-time
basis in a foreign country shall not be considered as transfers which may be
deemed acquisitions of stock of a foreign issuer.
SEATTrr, WASH., July 8, 1964.
Senator HARRY F. BYRD,
Chairman, Oommnittee on Finance,
U.S. Senate, Washington, D.O.
DEAR SKNATOR BYRD: At the suggestion of Senator Henry Jackson, enclosed
find series of amendments which I propose for H.R. 8000. I have appended an
explanation of each proposed amendment, which I believe adequately states
my argument.
Of course, in principle, I am opposed to the act, but feel these amendments
would make it a better bill than it now is.
I am also sending a copy of tbo proposed amendments and explanation to
Senators Jackson and Magnuson. I sincerely hope a successful effort can be
made in this regard.
Yours very truly,
RALPH EF.PURVIS.
PROPOSED AMENDMENTS H.R. 8000
1. Amend section 4914, subsection (b), page 14, line 24. After the end of
subsection (7) add a new subsection to be numbered (8) as follows:
"(8) ACQUISITIoNS BY USE OF FUNDS ON DEPOSIT IN FOREIGN COUNTRY PBIOR

TO EFFETIVE DATE.-Of stock obligations by United States persons to the extent
that the purchase price is derived from tfoUds on deposit in the foreign country
or invested in foreign stock obligations prior to the effective date of this Act."
BaEplanation
Suppose a U.S. person owned 1,000 shares of McMillan, Bloedel & Powell
River, Ltd., prior to the effective date of the act. This is a Canadian timber
and pulp company. After the effective date of the act, this person decides to
switch the money invested in these shares by selling the same and with the
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proceeds he buys shares in Noranda Mines, Ltd., a Canadian mining company.
Under the bill as It is now written, this purchase of Noranda would be subject
to the 15-percent tax.
The taxation of transactions such as the above, arising out of switching of
investments, is obviously most unfair. Also the same unfair result is reached
with regard to funds on deposit in a foreign country prior to the effective
date, when those funds are used to make a purchase of foreign stock at a time
subsequent to the effective date.
Treasury apparently has objected to a blanket exclusion because It would per.
mit the purchase of short-term foreign debt obligations, taxable at the minimum
rate, and the subsequent switching of this investment into long-term bonds,
otherwise taxable at maximum rates, without any further tax liability. The
proposed amendment is limited to stock obligations and does not include debt
obligations. Therefore this objection by the Treasury has been met and Treasury
should now approve this amendment, the scope of which is now limited to satisfy
the previous objection of Treasury.
The purpose of the act Is to prevent further outflow of U.S. funds. The dollars
already located outside the United States prior to the effective date of the act
should be exempted from the operation of the act, and this amendment accomplishes that result with regard to stock purchases as distinct from debt obligations, by the use of such funds.
2. Amend section 4015 subsection (a), subparagraph (1), page 32, line 11.
After the words "or Indirectly)" and before the words "percent" delete the figure
"10" and insert In lieu thereof the figure "5".
In line 15, after the words "or indirectly)" and before the words "percent"
delete the figure "10" and insert in lieu thereof the figure "5".
BEplanation
This section makes exempt stock purchases which result In ownership of 10
percent or more of the shares of a foreign company. The reason for the amendment Is to make It possible for the small businessman in the United States or
the smaller investor, to acquire substantial Interests in foreign companies without being subject to the tax.
3. Amend section 4915 subsection (a) subparagraph (2)1 page 33, line 0. After
the words "acquisition was made" and before the words "and as" insert the
following: "or to the last day Qf the calendar year of 1904,".
EBrplanation
Suppose a person owned only 8 percent of the outstanding issued stock of
foreign company X prior to the effective date, which Is July 18, 1903. This person
is uncertain during 1003 as to whether the act will pass Congress and therefore
he did not purchase any additional shares of company X during 1003. However,
in 1004, this person decides after the passage of the act that he should increase
his ownership in company X to more than 10 percent of the issued shares.
So he purchases enough additional shares so that he is the owner of more than
10 percent in 1004. Under the act as it is now written, this purchase in 1064
would be taxable even though it accomplished the same result which would
have been tax free if the purchase had been made in 1903. Of course this situation was not foreseen when the House passed the act in March of 1904. The
need for this amendment should now be quite obvious.
NEw YORK, N.Y,, July 6, 1964.
l1o H.R. 8000.
Hon. HAnBB F. BYRD,
Ohairmtan, omimittce on Finance,
U.S. Senate, Washington, D.C.
MY DEAR M. CHAn iANx: lhere i, submitted herewith, for the consideration
of tho Committee on Finance, a proposed amendment to H.R. 8000-the Interest
Equalization Tax Act-and a memorandum in explanation and support of the
proposed amendment.
Tlds amendment is submitted in the convition-based on a study of the economic policy involved and its impact on specific corporations operating in lessdeveloped countries and in the United States-that the bill as drafted falls to
carry out the announced purposes of the legislation In a reasonable and equita*ble manner.

i

1

INTEREST EQUALIZATION TAX ACT

347

Your consideration of the proposed amendment, and its consideration by the
committee, will be appreciated.
Sincerely yours,
ROBERT M. KAUFMAN.
MEMORANDUM

IN SUPPORT OF PROPosEP AMENDMENTS TO H.R. 8000, INTEREST

EQUALZATION TAX Acr
II.R. 8000 (the Interest Equalization Tax Act) is intended to deal with a major
aspect of the U.S. deficit in the balance of payments, resulting from the flow of
long-term investments to foreign countries. At the same time, it is intended to
provide relief for investments In less-developed nations, where the United States
has a special interest in fostering investment and economic development. This
intent is basic to the bill as passed by the House of Representatives and as proposed to be amended pursuant to the recommendations of the Secretary of the
Treasury dated June 12, 1064.
Throughout the history of this legislation, from President Kennedy's special
message on balance of payments of July 8, 1903, through the testimony of the
various witnesses who appeared before the two committees, it has been pointed
out that the tax is directed principally at the balance-of-payment problem as it
Is affected by long-term capital outflow.
The report of the House Committee on Ways and Means on H.R. 8000 (H.
Rept. 1040, 88th Cong., 1st sess.) noted as follows:
"The tax is designed to aid our balance-of-payments position by restraining
the heavy and accelerated demand on our capital market from other Industrialized countries." [Emphasis supplied.]
The quoted language of the House committee points out the basic problem at
which the pending legislation is directed-the flow of U.S. capital to other industrialized nations-conversely, it is clear that the act would not adversely
affect the flow of capital into the United States, irrespective of whether such
capital originated in the United States or abroad, or encourage the withdrawal
of capital from the United States.
There is submitted herewith a proposed amendment to H.R. 8000, drafted in
terms of the amendments to the act proposed by the Treasury (also attached is
a parallel amendment drafted in terms of the act as it passed the House) which,
it is submitted, will further the basic purposes of the act. It will eliminate certain potential Inequities which have no useful purpose In the balance-of-payment
situation, and will give adequate recognition to the Importance of encouraging
foreign corporations to make investments in this country and of discouraging
withdrawal of foreign investment in the United States.
II.R. 8000, as passed by the House, apparently failed adequately to recognize
that investments in the United States, as well as deposits in U.S. banks, are a
most desirable use of foreign investments In terms of U.S. policy. For, when a
U.S. resident purchases securities of a foreign company which represent or become an inrestmeit in the United States or a deposit In a U.S. bank, such a purchase of foreign securities does not represent a net outflow of U.S. funds. In
terms of the balance of payments, the purchase has the same effect as a purchase
by a U.S. resident of securities of a U.S. company or a direct deposit by a U.S.
resident in a U.S. bank. Certain of the proposed Treasury amendments recognized tils fact, as for example, the proposed amendments adding section
4910(c) (2) (A) which excludes from consideration Income from many types of
U.S. property, and section 4916(e) (1) (B) (11) which includes certain U.S.
assets in the test under section 4016(c) (1) (B), In connection with these proposed amendments, the Treasury Department memorandum states, at page 20:
"The proposed changes in this subsection are designed to prevent disqualification of less-developed country corporations from the exclusion from tax Intended' under this section because of Investments in U.S. property or income
derived from U.S. sources * * * "
However, the policy set out in the Treasury statement-of preventing disqualification of less-developed country corporations from the exclusion from tax
because of U.S. investments or Income derived therefrom-is not sufficiently
achieved by the act as proposed to be amended by the Treasury. Thus, under the
test of section 4016(c)(1) (A) (the test applicable to corporations engaged in
the active conduct of trade or business), deposits in U.S. banks are qualified
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assets (like assets in less-developed countries) while certain other U.S. assets
(such as tangible property in the United States, stock of U . corporations, and
obligations of U.S. persons as set forth in section 950(b) ()) are not qualified
assets. Apparently, income from deposits in U.S. banks does not qualify under
section 4916(c) (1) (A) (the doing business test described above), although such
income is specifically treated as qualified income under the alternate test which
excludes business property from the assets test (section 4910(c) (1) (B)). S'urthermore, the income from the U.S. assets described in section 956(b) (1) is not
taken into account either as qualified or unqualified income.
The proposed amendments submitted herewith seek to eliminate these inconsistencies in the treatment of assets and income--nconsistencies even with
the Treasury's own statement of economic policy discussed above-by applying
the same treatment to all U.S. assets and the income derived therefrom. This
is accomplished by providing, for purposes of the act, that the United States
"shall be treated as a less-developed country." Obviously, the United States
is not a less-developed country-but the public policy sought to be achieved by
the act is best accomplished by making this clear distinction between the United
States and less-developed countries on the one hand, and the foreign industrialized nations on the other. The economic policy interests of the United States
with respect to investments in this country are at least equal to its foreign
policy interests with respect to investments in less-developed countries. This
-technique is not new, and a similar approach is contained in the Treasury regulations under the Internal Revenue Code (reg. sec. 1.955-6(b) (2)), which provide
that gross income derived by foreign corporations from interest on obligations of
the United States "shall be treated as Income from sources within less-developed
countries."
The proposed provision would encourage corporations, which might otherwise
be ineligible for treatment as less-developed country corporations on the basis
of assets in and income from the United States, to make investments in this
country. Similarly, It would avoid the possibility that the act would force
foreign corporations with the bulk of their investments in less-developed countries but with some U.S. assets and income to dispose of their U.S. interests in
favor of Investments In other countries.
The proposed amendments also seek to eliminate a provision added by the
House of Representatives, which appears to be particularly prejudicial to U.S.
investors-even investors in less-developed country corporations-without any
concomitant benefits to the balance-of-payments situation. The House added
a clause providing that the determination of eligibility as a less-developed
country corporation is to be based, in effect, on whether the corporation meets
the necessary criteria during the previous annual accounting period, the'current
annual period and the subsequent annual period. The Treasury had originally
recommended that the criterion of eligibility be based upon the current accounting period.
The result of the House provision Is that a corporation (and the purchaser
of securities in that corporation) is unable to determine whether or not it
qualifies as a less-developed country corporation until the end of the annual
accounting period subsequent to the end of the current annual accounting
period-a time which may be almost 2 years from the time of the purchase. This
requirement is likely to discourage Investment by any U.S. resident in any
foreign corporation-inclring foreign corporations whose assets and income
at the time of the purchase clearly neet the percentage criteria for eligibilitysince the investor is unable to determine definitely what the situation will be 2
years hence. It is proposed that this provision be modified so as to enable
an otherwise eligible foreign co poratlon, and an investor nlsuch a foreign
corporation, to determine the corporation's status under the act at the time the
corporation makes a new investment or the investor makes a securities purchase.
Accordingly, an amendment is proposed to provide that the determination of
eligibility shall be based upon the annual accounting period immediately preceding the annual accounting period in which the acquisition is made or the
security is purchased. In order to cover the situation where the prior annual
accounting period is less than a 12-month period, the proposed amendment grants
power to the Secretary of the Treasury to specify a different period in such
cases by regulations.
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RE PROPOSED AMENDMENTS TO AMENDMENTS RECOMMENDED BY THE TREASURY

DEPARTMENT TO H.R. 8000
SEC. 4916. EXCLUSION FOR INVESTMENTS IN LESS DEVELOPED
COUNTRIES.
*

*

*

*

*

*

*

(o).,LEsa DEVELOPED COUNTRY CORPORATION DEFINED.(1) IN OENERAL.-For purposes of this section, the term "less developed
country corporation means a foreign corporation which for the applicable
periods set forth in paragraph (3)(A) meets the requirements of section 955(o)(1) or (2); or
(B) derives 80 percent or more of its gross income, if any, from sources
within less developed countries er k.em depoeites i the United Statee
or both and has assets
with pers ae efrrying on 4he banking bueineel
80 percent or more in value of which consists of(i) property described in clauses (ii), (iii), (iv), and (v) of section

955(c)(1) (B),

(i) property described in section 956(b)(1) (regardless of when
acquired) and
(iii) debt obligations described in paragraph (3) of subsection (a)
of this section; fed;
(iv-ebligationa of the United Statest
except that in applying this paragraph the determination of whether a
foreign country is a less developed country shall be made in accordance
with subsection (b) of this section.

(2) SPECIAL RULES.-

(A) For purposes of subparagraphs (A) and (B) of paragraph (1)*(Aieeme derived Hem property deeribed in eetion 066(b)(
lte aeeent, and
e be 4tkenf
f(regardlees of when ae qt*ied*
() the United States shall be treated as a less developed country, and
(8) (ii) obligations of any other less developed country corporation shall be taken into account under section 955(c)(1)(B)ii)
without regard to the period remaining to maturity at the time
of their acquisition?, and
(iii) income from deposits with persons carrying on the banking
business in the United States shall be considered to be income derived
from sources within less developed countries and income from deposits
other than in a less developed country shall not be taken into account.
(B) For purposes of subparagraph (B) of paragraph (1), deposits
eutoide the United Statee (other than deposits in a less developed
country) with persons carrying on the banking business- and ineeme
from eteh depoeits, shall not be taken into account.
(3) APPLICABLE PERIODS.-The determinations required by subparagraphs
(A) and (B) of paragraph (1) shall be made (A) for the annual accounting
period (if any) of the foreign corporation immediately preceding its accounting period in which the acquisition involved is made, (B) tew the annual
it whleh eueh cqiition is
aetounting period of the fereig eerpoeftieM
made, and (} for the iext eteeeedg annual aeeeunting p er f the
foreign eepeoratien except that if said annual accounting period is less than
a IS-month period, the determinationshall be made for such period of time as
the Secretary or his delegate may by regulations prescribe.
RE PROPOSED AMENDMENTS

TO H.R. 8000

SEC. 4916. EXCLUSION FOR INVESTMENTS
COUNTRIES.

IN LESS DEVELOPEb

*
*
*
*
*
(0) LESS DEVELOPED COUNTRY OoRPORA'AON DEFINED.-

*

*

(1) IN GENERAL.-For purposes of this section, the term "less developed
country corporation" means a foreign corporation which for the applicable
periods set forth in paragraph (2)(5)(A) meets the requirements of section 955(c) (1) or (2); or

350

INTEREST EQUALIZATION TAX ACT
(B) has gross income 80 percent or more of which is derived from
sources within less developed countries, and has assets 80 percent or
more in value of which consists of(i) property described in clauses (ii), (iii), (iv), and (v) of section 955(c)(1)(B) 7,
(ii) property described in section 966(b)(1) (regardless of when
acquired), and
(iii) debt obligations described in paragraph (8) of subsection (a)
of this section;
except that in applying this paragraph the determination of whether a
foreign country is a less developed country shall be made in accordance
with subsection (b) of this section.
(S) SPECIAL RULES.-

(A) For purposes of subparagraphs(A) and (B) of paragraph(1)(i) the United States shall be treated as a less developed country, and
(ii) obligations of any other less developed country corporation shall
be taken into account under section 966(c)(1)(B)(iii) toithout regard
to the period remaining to maturity at the time of their acquisition,and
(iii) income from deposits with persons carrying on the banking
business in the United States shall be considered to be income derived
from sources within less developed countries and income from deposits
other than in a less developed country shall not be taken into account.
(B) For purposes of subparagraph (B) of paragraph (1), deposits (other
than deposits in a less developed country) with persons carrying on the
banking business shall not be taken into account.
(3) (8) APPLICABLE PERIODs.-The determinations required by subparagraphs (A) and (B) of paragraph (1) shall be made fA) for the annual accounting period (if any) of the foreign corporation immediately preceding its
accounting period in which the acquisition involved is made, (B) for 4he
annual eeoun*eig period ef the foreign eorporatioe n which eeh toquiei4ien

4 made

d

) f(~ the te4.

eeeeeding annual teeounting 3ei-

of the

foreign eerporatione except that if said annual accounting period is less than
a 12-month period, the determination shall be made for such period of time as
the Secretary or his delegate may by regulations prescribe.

UNITED STATES COUNCIL OF THE
INTERNATIONAL CHAMBER OF COMMERCE, INC.,

New York, N.Y., July 7, 1964.
Re H.R. 8000, interest equalization tax.
Senator HARRY F. BYRD,
Chairman,committee on Finance,
U.S. Senate, Washington, D.O.
DEAR SENATOR BYRD: The Tax Committee of the United States Council of the
International Chamber of Commerce regrets that circumstances of the hearing
on H.R. 8000 before your committee made it impracticable for our members to
study in depth the relationship of H.R. 8000 to the current problem of the U.S.
international balance-of-payments situation, presented to the committee on June
29 by the Secretary of the Treasury. In particular, we were unable to study
fully the 40-odd amendments proposed on that day by the Treasury Department,
since the report on them was not available until the opening day of the hearings.
However, based on a preliminary review of the statement to your committee by
the Secretary of the Treasury, we recommend that the Senate Committee on
Finance should not report this bill favorably, even with acceptance of all the
amendments proposed by the Treasury Department on June 29. The members of
the United States Council recognize the vital nature of the need to reverse
the outflow of gold from the United States and were pleased at the Secretary's
report of considerable progress on the Treasury's long-range plan to improve the
balance-of-payments situation, and his expression of confidence that substantial
success will be achieved In the very near future. However, we question whether
the proposed legislation would contribute substantially to the solution of this
problem. We urge that the members of your committee keep constantly in mind
the possible impact of this legislation on international trade and investment and
the attendant effects on U.S. relations with other nations. Creation of restrictions on the movement of U.S. capital of the sort included in H.R. 8000 at a time
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when ouir governmentt is urging others to open their capital markets to foreigners
S
d14enot seem to be sound policy.
In addition, it seems generally understood that, although while the bill is pending new financing in the U.S. market by foreign enterprises outside Canada has
bnwn largely stopped, this financing will resume when the final decision is known
whether or not the provisions of the bill are adopted by the Congress. That is,
Japan and Europe will reenter our markets when the bill is passed or when the
Congress adjourns without passage. The Secretary of the Treasury expressed
confidence that passage of the bill in its present form with its retroactive date
would be constitutional, but it appears unlikely that the 89th Congress would
pass such a bill with a 1963 retroactive date.
Furthermore, the exemption in the bill before you, including that for Canada
and the possibility that other countries might be included, present the dilemma
that either the bill will have so little effect as to not produce the hoped-for restriction on the outflow of funds, or to the extent it is effective it will create the
many disturbances to our international trade and economic position which opponents of the bill have presented to you.
The members of the United States Council recognizes the many pressures on
the Congress and on your committee for prompt action on this important piece of
legislation. Therefore, the following comments are directed to the bill now
before your committee, and include comments on the amendments recommended
by the Treasury Department by letter to you dated June 12, 1064.
1. The bill and the Treasury proposals provide for exemption of certain specifled acquisitions of debt and equity securities incident to normal business transactions. However, these exemptions do not recognize the broad scope and variety of financial transactions involved in doing business abroad, and in fact we
do not believe it possible to cover such transactions by specific provisions. American businesses operating in foreign countries must be prepared to make investments of many kinds in order to improve their position, such as, for example,
loans to employees, purchases of securities of nonprofit organizations, investments
in foreign banks to facilitate financing of their own operations and those of their
customers and suppliers and the like. We believe there should be a blanket exemption for purchases of securities otherwise covered by the bill it, under regulations to be proposed by the Secretary or his delegate, the "U.S. person" Investor
can demonstrate that the securities acquired were purchased for business purposes and not as portfolio investments. We do not believe such a broad provision
would be difficult to administer.
2. The bill would impose the Interest equalization tax on purchases of foreign securities by nonresident citizens of the United States. It is normal, and
indeed it is expected of such citizens, that they will purchase securities of
foreign corporations operating in the countries of their residence including
securities of their foreign employers. To the extent that such purchases are
made from funds earned abroad in foreign currencies, the U.S. balance-of-payments position is not affected, and thus imposition of tax on such transactions
is not only.a needless hardship on these citizens but is not within the purpose
of the proposed bill.
3. If the committee does not adopt the suggestion in the preceding paragraph,
it is recommended that exemption be provided for purchase of securities of
foreign corporations by their U.S. nonresident citizen employees when the purchase has a relationship to employment, such as stock purchase plans or options
or the like. It seems quite unreasonable to impose a penalty tax on some of
the employees of a foreign corporation merely because they are U.S. citizens,
and again the U.S. balance-of-payments problem is not at issue.
4. We recommend that the bill provide a complete exemption for purchases
of existing foreign securities, that is, foreign securities which were outstanding
on the effective date of the act. The statistics presented to your committee
indicate that transactions in such securities in the American markets are not
a significant factor in the balance-of-payments problem, and in fact in some
periods the net effect is an inflow of gold. It seems clear that the purchase and
sale of foreign securities by Americans is influenced by many economic factors
including rates of return here and abroad, and economic prospects in this and
in foreign countries. Imposition of the interest equalization tax will have no
effect on the balance of these transactions other than to impose a needless
penalty or the American investor.
5. If th . suggestion !n the preceding paragraph is not adopted, we recommend
that when the President determines that application of the tax would threaten
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international monetary stability the Qxemptlon should cover existing securities
as well as new issues. Adoption of this proposal would recognize that one of
the justifications for taxing outstanding issues in the first place is to make the
tax orinev issues effective. However, as already indicated, we do not think this
Justification Is sound.
- . An attempt has been made In H.R. 8000 to limit the proposed tax to port.
folio investments. ,The exemption for direct investments is restricted, however,
to persons owning at least 10 percent of the stock of the foreign corporation
whose stock or obligations are acquired. The 10-percent figure is too high to
ljrovide an adequate basis for distinction between. portfolio investments and
direct investments. Investments should be exempt when made by, less than
10-percent stockholders if they are investments in foreign corporations engaged
In operations similar or related to those of the investor.
7. We are quite concerned about the administrative problems and potential
penalties on American investors and others of the July 19,1003, effective date for
transactions. The bill necessarily includes complicated provisions for reporting
transactions in foreign securities since that date, and both civil and criminal
penalties may be Incurred by investors and their agents for possibly inadvertent
failure to comply with the provisions of the act. Furthermore,, while security
dealers and others have been on notice as to the'possible enactment of the bill,
and have taken elaborate steps in preparation for compliance, inadvertent noncompliance may still occur, It is recognized that an effective date of enactment
of the act might give an opportunity for avoidance of the provision of the bill
for a short period. This would not oceur if the'date of enactment were changed
to the date the Finance Committee reports on the bill, and we so recommend.
Sincerely,
, r
PHruP YoUNo, Pre8sdent.
P

BROTHERnOOD or RAILROAD TRAINMEN,

BOARD OF TRUSTEES,
,leveland, Ohio, July 7, 1964.

Hon. HARRY F. BYBRD,
Ohalrman, Sonate Finance committee,
U.S. Senate, Washington, D.C.,
MY DrEAR SENATOR BYRD: On August 28,'1008, I appeared before the House
Committee on Ways and Means and gave the following quoted statement with
reference to H.R. 8000:
"My name is J. H. Smith, member of the board of trustees of the Brotherhood
of Railroad Trainmen,, with headquarters in Cleveland, Ohio. ,'The brotherhood is a' fraternal organization international in scope, in that
10.64 percent of its membership is comprised of. Canadian citizens residing in
that country.
"While the headquarters of this organslation is based in the United States,
dues and insurance premiums paid by our Canadian members are deposited
directly by our loc&l treasurers in Canadian banks. Consequently, the Canadian members' money does not,' therefore, come across the border. We do not
appear today in opposition to H.R. 8000 in toto, as we are cognizant of the
administration's responsibility in restoring both confidence in the dollar and the
eventual equilibrium in our international accounts.
""We would request your committee, however, to give consideration to a circumstance such as In the case herein described. Specifically, we would request
that the present bill be amended to permit fraternal orgatliations to reinvest
funds which are already in Canada in Canadian securities without being sub.
ejected to the tax that would be imposed by the proposed legislation."
The bill as reported out of the House committee and passed by the House contains language prayed for by the organization I represented in my testimony on
August 23, 1963.
The purpose of this letter is to request that the Senate committee likewise
give favorable consideration to the problem as outlined in the above quoted.
Respectfully yours,
J H. SMrrT.

INTEREST EQUALIZATION TAX AOC
TilE INTERNATIONAL NICKEL CO., OF CANADA, I/rD.,
OFFICE OF THE VICE PRESIDENT,

New York, N.Y., July 7, 1964.
Re section 4920(a) (8) of the Interest equalization tax bill (H.R. 8000).
Senator HAmr FooD.BYRD,
Ohairman, committee on Finance,
.
.
Senate Offce Building, Wash igton,D..
DEAR M. CHAIsMAN: I am writing, as vice president of tho'International
Nickel Co. of Canada, Ltd., to explain our support of the provision in section 4920
(a) (8) of the interest equalization tax bill (1H., 8000) as approved by the House
of Representatives, which provides an exclusion from he proposed tax for foreign
corporations that are traded on n U.S. national securtIle# exchange registered,
with the Securities and Exchange Commission, if trading on U.S. exchange pro.
vides the principal market for the stock and if more than S6 percent of the stockholders on the last record date before July 19, 1903, were U.S. persons. The
language I refer to appears on lines 1 through 11 on page 57 of the bill before
your committee.
.
,
.. .
.
,
This provision was added to the original draft of 'th 411hh the active
consent of the Treasury Department. As Secretary'Dillon stated in his testimony
before the Finance Committee on June 20 1904, while discussing this provision,
"Close association of these companies with the tUnited States Justifies'their treatment as domestic companies.'
.
i The International Nickel Co. of Canada, Ltd., Is incQrporate4 n4lr thelawv
of Canada, but has always been closely associated with the nitnd States. Th'e
company carries on very substantial operations, In the United States and Is a
major source of this country's nickel. The company's stock and that of its predecessor have been listed on the New York Stoqk Exchange since 1015, and the
Now York Stock Exchange has always been the principal market for its shares.
Approximately 81,000 of International Nickel's shareholdes are shown by
our records to be U.S. citizens or residents, and as of May 21, 1003, the company's last record date before July. 10, 103, 6t.2 percent of Its stock wa
owned of record by U.S. citizens or residents. Indeed, transactions in International Nickel stock are so much a part of the domestic fiiancial structure
that International Nickel Is one of the 30 companies used as a basis for the
Dow Jones Industrial Average, and its shares are also Included In the New
York Times and the Standards & Poor's index.
Dividends paid by the company to stockholders 'in this country have substantially assisted tho U.8., bqlane-of-payments position ,through the years.
Since 1931, the date of the labt public sue ofIts stock, International Nickel
has paid over a half billion dollars in dividends to U.S. citizens or residents.
Only seven other companies listed on the New York Stocki xcbange wouid
be exempted under this profflson. The largest of these 's Alunilnumn, Ltd.,
which is 73 percent owned, by U.S. persons. The other six companies that
would be excluded are lited in the testimony of our' chairman, Mr. Henry S.
Wingate, before the House Ways and Means Committee, which may be found
beginning on page 260 of the printed copy.
Exclusion of stock issued by thesd firms from the interest equalization tax
would not adversely. affect the U.S. balance-of-payments position and there
are positive reasons why the exemption should be made:
1. It would permit continuation.of the common world market which has
always existed for trading in the shares of International Nickel and other
widely traded foreign companies which are majority-owned by U.S. persons.
2., This exclusion will result in equal treatment for, shareholders of
foreign companies in which Americans own at least 50 percent of the stock
and shareholders of U.S. companies in which foreigners own a.substantial
number of shares.,
I am submitting this letter for Inclusion as part of the committee's record
in connection with the proposed bill,
Bincerely yours
.
. ,
5.
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Hon. HARRY FLOOD BYpOv,

Oha ran,

FIRST NATIONAL OITY BANK,
New York, N.Y., July 7, 196.

Oommittee on PFtanoe,

U.S. Setiate, lWashington, 1D.0.
DEA MAB. OnHAIrMAN: The views of my bank on the Interest equalization tax
are set out at length In the article entitled "Interest Equalization Tax: A Deceptive Tourniquet," which appeared In the enclosed Issue of our Monthly Econnime Letter in Apil 1964.
I am writing now to Urge you strongly that, If you do report the interest
equalization tax bill out of your committee, you add language to it that would
make it clear that loans made by foreign branches of American commercial
banks in foreign currencies are not subject to the tax regardless of type or
duration,
WIhe intent of the bill is to check the outflow of dollar capital from the United
State. Section 4914(b) (2) properly exempts loans of a commercial bank made
I1 thb ordinaiy course of itN commercial banking business so as not to Interfere
with the financing of our vital export trade.
The language of this section does not fully take Into account commercial banks,
like my bwn; that have worldwide branch networks In foreign countries. Our
bank has 109 branches and affiliates in 37 countries outside of the United States.
The business of those branches is essentially to accept deposits in foreign currencies and to use those deposits to make loans. The earnings from this foreign
currency business are then converted into dollars and remitted to the United
States. Loans made by our foreign branches in foreign currencies thus invlve no dollar outflow and, in fact, from the balance-of-payments point of
view, earnings'on them are net current receipts when remitted to the United
States. 'Additionally, to the extent that these foreign currency loans are made
available to foreign subsidiaries of American firms, the U.S. head office does
not have to export U.S. dollars to cover their subsidaries' financial needs. In
the national interest, they should be encouraged rather than discouraged. The
bill should therefore distinguish between the dollar loans of the head office and
American branches of a commercial bank and the foreign currency loans of the
foreign branches of that bank, for the balance-of-payments consequences of the
first are precisely the opposite of the second.
Unless the bill is changed, our foreign branches will be at a competitive
disadvantage in foreign countries, because all of their term loans (presumably
those 3 years and over) in foreign currencies world have to include a provision
that the borrower pay any interest equalization tax found due. Our foreign
competitors, whose loans could not possibly be subject to the tax, could make
loans without such a provision.
SThis ambiguity in the bill could be cleared up If your committee were to
add some such language as follows:
Section 4914(b) (2),(c) of debt obligations by the foreign branches of a
commercial bank in making loans in foreign currency.
A provision of this kind could not be subject to abuse because American banks
do not risk converting dollars to make long-term loans In foreign currencies.
Yours sincerely,
WALTER B. WI88TON.
INTEREST EQUALIZATION TAx: A DECEPIva TotRNIQurT

'Last month, the House of Representatives passed a bill providing for a tax
on purchases of foreign securities by Americans. The bill now awaits hearings
In the Senate Finance Committee. Although it is generally expected that the
legislation will be passed, it maybe worthwhile to have yet another look at a
measure which even its advocates regard as undesirable as permanent legislation
and which, in any event, Is due for reconsideration by December 1965.
In spite of this lack of enthusiasm, the administration continues to urge the
approval of the tax on the ground that failure to pass it might cast doubts upon
U.S. willingness to reduce the large and stubborn balance-of-payments deficit.
This effort places the main burden of redressing the deficit on cutting private
Investment abroad though such investment creates opportunities for U.S. exports
and builds up valuable income-producing assets. Furthermore, it constitutes a
departure from the principles of free international movement of capital-principles that the United States urges other nations to restore and respect because
they make for a flourishing world economy.
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The levy, it may be recalled, bears the title of "Interest equalization tax" arid
is designed principally to check purcha.s-of newly Isted foreign bonds through
raising Interests costs by 1 percentage point for borrowers from" the so-called developed countries. The legislation, which was proposed last summer when the
balance' of payments turned sharply for the worse, Is to be applicable retroactively to July 19, 1903 (August 17 for securities listed on national exchanges).
While the tax is not law, it has-not unexpectedly-created so many uncertainties with regard to costs of raising funds in the United States that It has
shut off practically all foreign bond purchases by Americans. Like the Emperor's
new clothes In the fable, the tax does not exist but nobody can challenge Its
linage.
RANGE OF POSSIBLE RESULTS

There is no sure way of estimating the possible results of the proposed tax.
Judging by capital shortages throughout the world and by restrictions lu London
and continental capital markets, borrowers will undoubtedly continue to seek
long-term money in the United States. To provide statistical background, the
table sums up purchases by Americans of foreign bond Issues over recent years
by grouping borrowers according to their tax status under the contemplated
legislation.
By far the biggest borrower at long term in the U.S. market is Canada.
Within 48 hours following the administration's announcement of the proposed
tax last July, Canadian officials asked for, and obtained, a general exemption
for new issues on the grounds of special economic relationships between our
two countries. This is to be done under a clause in the proposed legislation
giving the President authority to provide exemption from the tax "where required for international monetary stability." As officially stated, only Canada
today qualifies for exemption on these grounds-with the understanding that
Canada will not increase its official monetary reserves through the proceeds of
borrowings in the United States. As Canada will return to our capital market
on an exempt basis, the whole scheme has lost much of its potential usefulness
as a means of significantly reducing the volume of foreign bond issues.
Less-developed countries are also to be exempt from the tax; but-with the
notable exception of Israel-they have raised long-term money in our market
only sparingly. The World Bank and the Inter-American Development Bank
are also exempt.
This leaves only developed countries other than Canada-.e., mainly Western
Europe and Japan-as the area where the tax deterrent might decrease bond
sales significantly.' Such issues-floated mostly by governments and semiofficlal
Institutions-have gained U.S. investors' acceptance only in recent years. Admittedly, the future cannot be predicted solely on the basis of past experience.
While the volume of such borrowings will, in all likelihood, recede from the
high level of the first half of 1903, it is doubtful whether the net effect of the
proposed tax will be substantial enough to warrant taking such a potentially
harmful ah unsettling step.
The proposed legislation also imposes a 15 percent tax on U.S. purchases of
foreign stocks and other outstanding securities. Such purchases have never
been a serious factor in our international payments.
CONTROL AND REOULATION

As originally conceived, the measure repreiteted an intellectual attempt at
interest equalization between our capital market and the principal centers
abroad. It was to increase costs to foreigners of capital in the U.S. market
without any need for U.S. financial authorities to interfere with market processes through controls over, or eyep the screening of, capital issues. Yet, as
embodied in the actual draft legislation, the measure depends more upon controls over the transactions that are exempt frrp the tax than upon the tax
itself. Of the 'l1pages of H.R. 8000, as approved by the House, 50 pages are
devoted to the listing of exemptions.
Some of these exemptions are to be provided for in.the law. Thus, recpgnition is given to the importance of financing U.S. exports by exempting securities
or commercial bank loans that mature in 8 years; recognition is also given to
the foreign exchange earning power of oversea investamntfsby American corporations by exempting direct investments. Many exemptions are, however, leit tq
the discretion of the.PresIdent and the Treasury Departmqnt., ,Thus, the tax,
as proposed, would.apply to 22 "developed" countries selected by the adminlstra-
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tion. For example, Portugal would be exempt, but not Spain; Finland but not
Norway; the Philippines but not Hong Kong. The selection is subject to change
by Executiveorder. Canada's exemption, noted above, also rests on the' dis
cretionary power of the President.
The exemption proposed for commercial banks is designed to make sure that
.credit "in support of normal and recurrent business operations abroad will not
be unnecessarily impeded," to quote Treasury Secretary Dillon. The "possibility of abuse of this exemption" prompted the Treasury to seek and obtain an
amendment to the legislation endowing it with specific authority to obtain from
banks detailed reports of their foreign lending activity. The Implied threat of
taking away the exemption is expected to obtain voluntary compliance with
official views
The real effect of the proposed tax is thus control and regulation. Not strprisingly, some people have suggested that there is a better way to obtain the
desired result---a voluntary capital issues committee acting on guidelines established by appropriate governmental agencies to screen foreign plans for borrowrig in our market
New issues of foreign securities purchased by Americans, grouped according to
seller's status under the proposed taw
(In millions]

1963
average

1961

1982

January

July to

to June

December

Year

XBIMPT FRO0 TAX

Canada.....

..................

Latin America..........

$

......

24

Israel................................
World Bank I.....................

60
133

.......

68

Western Europe .................
.......
Japsa .....................
Australia, New Zealaqd, and South
Afrfae........................
- I
!" 's ,
1

80
7
30

Subtotal...............

$237

$457

$632

$104

58
12

to
84

35
0

83
0

68
0

18

102

12

23

7fM

86

703

679

100

889

67
1

19
101

63
67

2M7
165

80

77

219
108
18

0

18

32

SUBJECT TO TAX

,

Subtotal........................

s

878

87

198

.............. .
Redemptions......................

640
127

823

123

1 076
170

1,024
83

..

1

400

906

941

I

Total.........

Net total...............

1I

110

468

70
67

1,294
160

203

1.144

------

II
-

t

Includes, in 1962, lsues of the Inter-Amerc&an Development Bank.
Source :U.S. Department of Commerce, Survey of current Business.
Those who regard a capital issues committee as a lesser evil than the proposed
tax are aware of the drawbacks common to both: experience shows that "temporary" taxes as well as "temporary" controls tend to become permanent; even
If things do not go well, the medicine 1i a11 right but Just more of it is needed.
In addition, One expedient often carries with it a whole sequence of further expedients each ith less justification than the last. The alleged advantage of the
capital issues committee Is its informality and flexibility.
The difficult 1t that a capital issues committee would'have to ward off the
countless outside pressures which would be brought to bear on it as it performs
the thankless task 'of deciding Just how much iortfollo Investment abroad Is
sustainable., .Such a committee, which would have to make judgments against
the background of the country's delicate and complex Internatlonal relations,
could scarcely Win many friends and might earn' mn y enemies.
More tndamentally, ttnkering with controls may well have unwanted conse4uences. A6 th'former president of the New York Federal Reserve Bank Allan
'
SprOul noted:
"We need to avojd experiinenting with direct controls, whatever they may be
called, Which in times 6f strain may be interpreted as t forerunner of stronger
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controls of capital outflow, or eVen6f all:deallngs In foreign exchange, which' in
turn would heighten the danger of anticipatory withdrawals of foreign funds
'
. :
' '
from our markets."
Investors abroad seek and trust bonds denominated in U.S. dollars. A con.
elderable part of foreign dollar bonds issued In the United States has been sold
to noreeldents. Since mid-1068, issues that.otherwise would have been floated
in New York have been carried through in European markets but it Is the label
"U.S. dollar", that makes them acceptable to investors. The smaller shrinkage
of the purchasing power of the dollar nnd. its greater freedom of use compared
with ma'ty other major currencles have not remained unnoticed.
BOADER CON'IXT

STIII

In this whole context, It needs to be recognized that borrowings In th United
States are attractive because long-term Interest rates abroad, except in Switzerland, are higher than In our market. This is the result of the very abundance
of U.S. savings, together with th reluctance of the administration .t condone
higher costsand lesser availability of credit. Yet, glvqn the conditlols in which
the .S. economy finds itself this year, interest rates may well tend to rise of
their own accord. This would tend to slow up new borrowings, including new
issues of foreign bonds.' Now that lax relief has been given, materially higher
interest rates need not darken the prospects of sustained business expansion.
They need not restrain investment and output so long as profit incentives and
profit expectations are encouraging.
It is neither necessary nor desirable to erect a wall around a particular sector
of the U.S. capital market. Whenever Canada, Japan, and those Western European nations which are not dollar-rich sell bonds in the United States, the pro.
ceeds are used, directly or indirectly, to buy U.S. goods and services. Usually,
there |s a direct connection: trade follows credit.
The business community makes a strong contribution to 9ur baltince of payments. This is unmistakably evidenced by the surplus on merchandise account
and the excess of remitted income over the net outflow of private capital for longterm investment abroad. U.S. Government policies to redress the balance-ofpayments deficit should encourage this contribution, not hamper it, as does the
proposed tax,
The interest equalization tax may, well prove to.be a deceptive tourniquet. Its
enactment should serve as yet further evidence of the tendency for a persistent
bnlance-of.payments deficit to corrupt the principles of a free international 9apltal markets, Government policy should serve not to postpone but to expedite action
to deal with the payments deficit effectively and resolutely.
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The American Otock Exchange, as thd foremost national securities exchahge
in trading common stocks of foreign issues, has a direct interest in the Interest
equallzhtloh tax as proposed in IT.. 8000. Since'the volume of trading in foreign
issues oi the exchange dropped to 47 million shares (15 percent of the total)' in
1008 from 50 million shares (18 percent d6 the total) in 1002, the impact of the
relatively
proposal over the last 4% months of It63 was clear. The pattern of
.
depressed trading in these issues has continued iii 1004.
It is sound policy for the United States to move toward freer trade and greater
mobility of capital among countries. Progress toward these goals la increasingly
urgent for the continuing growth of the interdependent economies of, the free
world. H.R. 8000, by tending to impede the free operation of this country's
relatively friction-free capital markets, is inconsistent with thq broad press of this
Nation's,efforts in international cooperation. -The proposed tax wold ;be, a
,
restrictive and at least partially self-defeating measure .
In contrast to the restrictive provisions of H.R, 8000, the proposals of the
President's Task Force on promoting increased foreign investment, set forth in
the report released on April 27, 1964, are affirmative and constructive. This
group proposed a liberallation of capital movements throughout the.world by
the removal of exchange controls and by a relaxation of monetary, legal, inatitutional, and administrative curbs on capital flows.' Fewer, .not more, restrictions are needed.
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- The'exchange recognizes the fact that voluminous statistical information has
been placed before the Senate Finance Committee by a series of experts, all of
whom-whatever their position on this proposal-share the administration's
concern over the balance-of-payments problem. The purpose of this statement
is to make the exchange's position clear in the hope that it will aid the committee as it seeks a final perspective on the wisdom of this particular approach
to an admittedly difficult question of national policy.
The exchange submits the following points for your consideration:
1. The proposed bill is.
not addressed to the chief causes of the balancc-of-payncents defolt
The underlying assumption of H.R. 8000 is that private portfolio investment
abroad is a major cause of this Nation's balance-of-payments deficit. In recent
years,' however, date compiled by the U.S. Department of Commerce indicate
that private portfolio Investment abroad has been relatively insignificant compared to such items as military expenses, unilateral transfers to foreign countries,
tourist spending abroad, direct Investments, and net U.S. Government long-term
capital transfers. Accordingly, two critical weaknesses in the proposed bill
are revealed:
First: Significant sources of capital flowing abroad are beyond the reach
of th6 bill The measure will not curb the dollar outflow stemming from direct
investments abroad, U.S. Government long-teim capital transfers and commercial
bank 10at's-none of which as yet comes under the interest equalization tax.
These exempted bank loans in particular have risen markedly in recent miloths.
Second: The proposed bill is necessarily made relatively meaningless because
of the exemptions It properly contains. Canada, which has been the prime cau.
of the butflow of dollars for new foreign portfolio investment over the yearn
will be exempt from the bill, thus reducing even further the limited scope of tht
measure. In the first quarter of 1963 Caiada alone accounted for $348 of tb,
$485 million portfolio outflow.
2. Enactment of this bill could adversely affect the U.S. balance of payments by
creatingfears of further restrictive measures
Even the most generous estimates indicate that H.R. 8000 will not solve the
U.S. balance-of-payments problem. A Treasury Department projection foresees the bill reducing the outflow of capital to the $500 to $700 million range
that prevailed in 1959-01. Compared to the $1.1 billion total outflow in 1062, a
reduction of only $400 to $600 million in the overall deficit would be realized.
However,' i further effect Is given'to the exemption promised Canada, and if
it is assumed that the dollar outflow to that country equals the 1962 figure of
$457 million, a maximum reduction in outflow of only $143 million would be
forthcoming.
Paradoxically, this bill could well aggravate the situation it is designed to
remedy. If enacted, It could create fears abroad of further restrictive measures
designed to curb the net outflow of dollars. Foreign investors own approximately
$12 billion of, U.S. securities. Should their concern result in P.weakening
of foreign confidence in the U.S. dollar, it is conceivable that some foreign
holders of U.S. securities would liquidate their positions. This would cause a
further outflow of dollars. Conversely, the fears of some American investors
about the value of the dollar could motivate them to buy more, rather than fewer,
securities abroad.' In either case, the U.S. balance-of-payments picture could
deteriorate further, producing an effect opposite from the one intended. These
are the hazards of a restrictive, as opposed to an affirmative, policy.
8. The proposed b!ll overlooks tho:fact that foreign investments produce a conasderable part of U.S. income from abroad
President Kennedy, in his special message to Cohgress on the balhAice-of-payment§ problem,' stated that U.S. Income from foreign Investment amounted to
$4.3 billion in 1962. He further stated that we can expect "further substantial
increases in the coming years in U.S. Income from these Investments."
If this bill achieved its intended result of discouraging American investment
abroad, the significant anticipated increases in Income surely would not be
forthcoming. Moreover, American owners'of foreign securities might be tempted
to sell their holdings for fear of retaliatory measures by foreign countries. As
a result, the funds now flowing Into the United States through foreign investments would'decline. Accordingly, if the bill were enacted, the growth of U.S.
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Income from foreign investments might be curtailed and the balance of payments
adversely affected.
In most of the years since World War II, foreigners have been substantial
net buyers of U.S. corporate securities. Thus the flow of capital is not all
one way. In addition, through short-term investment of its large dollar earnings, Western Europe has put more capital Into the United States than it has
taken out through long-term borrowing.
It may be that further study of the proposals of the President's Task Force,
as noted above, will indicate areas where legislation could substantially ease the
balance-of-payments problem without the potential far-reaching consequences of
II.R. 8000. Before adopting any proposal raising fears on the part of Investors and adversely affecting U.S. foreign investment Income, Congress should
satisfy itself that the bill's long-range Impact will not worsen rather than
improve our balance of payments.
4. rEemption for outstandingsecurities
The proposed tax Is to be applicable to the acquisition of both new and
outstanding securities. The Treasury Department, while observing that the
major problem area is in the issuance of new securities-in 1962 the dollar
outflow resulting from new issues of foreign securities amounted to $1.070
billion as compared to $55 million from outstanding securities-feels that
an exemption for outstanding securities would sharply reduce the effectiveness
of the tax because American Investors would shift their Interest to outstanding
foreign securities. This reason discounts two Important factors. First, American investors are not likely to purchase outstanding foreign securities solely
because they are exempt from the tax. Whatever temporary buying pressure
might Initially exist would cause the price of the security to rise to a level
that would soon be unattractive. Second, a significant percentage of outstanding
foreign securities, at least those traded on the two principal stock exchanges
in New York, are already owned by Americans. Thus any sale by an American
would not be subject to the tax and would not adversely affect the balance
of payments.
It seems unlikely that an exemption for outstanding securities would materially reduce the limited effectiveness of the proposed tax. Moreover, foreign.
ers' net purchases of outstanding U.S. corporate securities have traditionally
exceeded Amer -an purchases of outstanding foreign securities, thus producing
a net inflow of dollars to the United States. Accordingly, if H.R. 8000 Is
enacted, Congress should provide an exemption for outstanding foreign securities.
CONCLUSION
The provisions of section 4918(c), developed with the Treasury Department
to assure the continued efficient operation of national securities exchanges,
as included In the version of this bill approved by the House of Representatives, are critical elements of the bill. Moreover, an exemption for outstanding
securities, in view of the fact that the major problem area lies in the new
Issues field and trading In outstanding securities has traditionally produced
a net inflow of dollars to the United States, would be in the national interest.
The essential position of the exchange, however, is that the bill should not be
enacted.

(Whereupon, at 12:05 p.m., the committee was in adjournment..)

