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TUESDAY, APRIL 3, 1962

U.S. SENATE,
COMMITTEE ON FINANCE,

Wa8hington, D.C.
The committee met, pursuant to recess, at 10:15 o'clock a.m., in

room 2110 New Senate Office Building, Senator Harry F. Byrd
(chairman) presiding.

Present: Senators Byrd, Kerr, Douglas, Gore, Hartke, McCarthy,
Williams, Carlson Curtis and Morton.

Also present: hlizabeth B. Springer, committee clerk; and Colin
F. Stain and L. M. Woodworth, of the Joint Committee on Internal
Revenue Taxation.

The CHAIRMAN. The committee will come to order.
The first witness is Mr. Walter A. Slowinski of the Chamber of

Commerce of the United States.
Take a seat, sir, and proceed.

STATEMENT OF WALTER A. SLOWINSKI, APPEARING ON BEHALF
OF THE CHAMBER OF COMMERCE OF THE UNITED STATES

Mr. SLOWIzSK. Mr. Chairman and members of the committee, I
am Walter A. Slowinski of the law firm of Baker, McKenzie & High-
tower of Chicago, Ill., and Washington, D C. appearing on behalf
of the Chamber of Commerce of the Uited States as a member of
its committee on taxation.

I am af adjunct professor of comparative tax law at the George-
town Graduate Law School in Washington, D.C., and a lecturer in
domestic and foreign tax law at the University of Virginia Law
School in Charlottesville.

The chamber's board of directors and committee on taxation have
inet regularly during the current year on the changing tax proposals
to be certain all points of view have been given an opportunity for
full expression.

We request permission, Mr. Chairman, to file another more detailed
statement later in these hearings.

We are anxious to give all our members an opportunity to comment
on H.R. 10650. Forthis reasonour detailed sttemit will n~tbe com-
pleted until April 27. We request permission to have it inserted at
the end of the record for that day'S testimony.

The CHAThMAN. Without objection that will be done.
467
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Mr. SroWxNSKI. The chamber's position on major sections of H.R.
10650 is as follows:

SECTION 2--THE INVESTMENT INCENTIVE CREDIT PROPOSED SHOULD BE

REPLACED BY MORE REALISTIC DEPRECIATION ALLOWANCE PROVISIONS

At yesterday's hearings the Secretary of the Treasury indicated the
Chamber of Commerce of the United States had not taken a position
on the investment incentive credit at its last tax policy committee
meeting. This is in error. The chamber has consistently opposed
the investment incentive credit in each of its several forms which have
been considered by the chamber's committee on taxation as well as its
board of directors.

In each case the vote has been adverse to this type of investment
subsidy.

The chamber again recommends against the adoption of this novel
and untried preferential tax credit subsidy for business. It is un-
necessarily complex and it will be difficult to administer such new
concepts in our code as "section 38 property," "qualified investments,"
"carryover adjustments," and "unused credit years."

The opposition by the chamber to the tax credit is not influenced in
any manner by the other proposals contained in H.R. 10650. If all
other sections were stripped from this bill, the position of the chamber
in opposition to the tax credit as a subsidy would remain.

The investment incentive credit has no place in an income tax law.
Its rate (now at 7 percent) and its tenure (somewhat uncertain) con-
tinue to be uncertain in the light of the last-minute downward changes
which occurred during the last few days of March in the Ways and
Means Committee.

The credit gives preferential tax treatment to certain taxpayers in
favored groups.

It may actually be a windfall to a business which had already for-
tuitously planned to purchase new facilities later in 1962. On the
other hand it will work against small businesses or lose companies
which have no current funds for expansion or no taxable income to
be offset by the credit.

More importantly, the adoption of the credit at a revenue loss of at
least $1.175 billion may prejudice and delay meaningful depreciation
reform promised by the Secretary of the Treasury this spring.

Even as little as a 10-percent improvement in depreciation rate will
mean approximately $3 billion in additional depreciation deductions.
It is questionable whether this added $1.5 billion loss in revenues can
be supported by the economy in the light of the $1.175 billion loss on
the investment credit.

As an alternative to the investment credit, the chamber strongly
endorses a basic revision upward of depreciation rates and a simpli-
fied "classification of depreciable facilities. An initial investment
allowance may also be desirable.

Many countries provide such initial allowances to measure reason-
ably the cost of first-year obsolescence. This type of initial allowance
has already been adopted in our Internal Revenue Code on a small
scale in the 20-percent first-year depreciation allowance for small
business in section 179 of the code, but it is lithited to $10,000. The
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chamber recommends that Congress now remove the $10,000 limita-
tion in section 179 to provide the stimulus and incentive the President
is seeking.

SECTION 3-DEDUCTIONS FOR LEGISLATIVE ACTIVITY SHOULD BE

IMPROVED

The chamber believes that section 3, as presently contained in H.R.
10650 is neither an adequate nor a proper solution to the problem of
legislative activity deductions.

In lieu of section 3 of H.R. 10650, it recommends the substitution of
S. 467 introduced by Senator Hartke. A similar bill was reported
favorably and unanimously by the Ways and Means Committee of the
86th Congress.

The chamber proposes a general legislative rule which would state
that:

No expense which otherwise qualifies as a deduction relating to trade or busi-
ness expenses (including, but not limited to, dues and other amounts paid to any
organization) shall be disallowed as a deduction merely because paid or In-
curred to support or oppose or otherwise influence action by the Congress by
any legislative body of a State, a possession of the United States, the District of
Columbia, or any political subdivision of the foregoing, with respect to any legis-
lative or constitutional proposal, or to support or oppose or otherwise influence
action of the voters with respect to any legislative or constitutional proposal
submitted or proposed to be submitted to the voters by initiative, referendum,
or similar proceeding.

The general rule would not be construed as allowing the deduction
of any amount paid or incurred (whether by way of contribution, gift,
or otherwise lor participation or intervention in any political cam-
paign on behalf of, or in opposition to, any candidate for public
office.

SECTION 4-ENTERTAINM1ENT EXPENSE PROBLEMS CAN BE HANDLED BY
VIGOROUS ENFORCEMENT OF EXISTING LAWS

The complications of section 4 will make it almost impossible for
the average businessman to determine and substantiate his right to a
deduction for legitimate business expenses.

There should-be no objection by taxpayers to a requirement that
business expenses be substantiated so long as such requirement is rea-
sonable.

However, most of the new rules in H.R. 10650 are too complicated
for the average taxpayer and could create disrespect for an unreason-
able tax law as well as an undermining of our self-assessment system
of taxation.

Vigorous enforcement of existing provisions will accomplish the
objective and avoid penalizing all'business taxpayers for the abuses of
a relative few.

On a related problem, the expense incurred with respect to a facility
used for btiiness entertaitient purposes, such as a car, should be al-
lowed to the extent that it is so used and can be substantiated as a
proper business deduction. If the usage is less than 50 percent, for
instance 20 percent, then such portion should be allowed.
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SECTION 8-UTUAL SAVINGS BANKS, SAVINGS AND LOAN ASSOCIATIONS,
AND COMMERCIAL BANKS SHOULD BE TAXED EQUITABLY

The chamber supports measures which would provide that com-
mercial banks, mutual savings banks, and savings and loan associa-
tionis be stib ected tothe Federal corporate income tax in such fashion
as to contribute to capital and reserve adequacy and to insure corn-
petitive equality to the extent that the Federal tax is a competitive
factor.

SECTION 1 1-iGROSSING UP"1 StIOULD NOT BE ADOPTED

The adoption of section 11 of H.R. 10650 involving the so-called
grossing-u p rule would overturn principles of some 43 years' stand-
{ing, upset long-established relations in our tax treaties, and penalize
foreign trade particularly in the less developed areas. Here again
the wisdom of changing long-established rules to gain a temporary
economic objective should be carefully considered.

SECTION 1 2-SECTION 011 INVOLVING EARNED INCOME FROM! WITHOUT THE
UNITED STATES SHOULD NOT BE CHANGED

Factual statements will be submitted to this committee by Ameri-
can Chambers of Commerce in foreign countries defending the pres-
ent earned income exclusion of U.S. citizens working abroad.

With your permission, we should like these incorporated into the
record of the hearings since some of these groups did not receive word
of these hearings in time to apply for scheduling on the witness list.

The CHAIRMAX. I believe we have several scheduled to appear
May 3. If written statements are received from others, they will, of
course be inserted in the record of the bearings.

Mr. SLoWINsKI. 'Thank you, sir.

SECTION 13.-THE FOREIGN INCOME PROVISIONS OF SECTION 13 SiOULt)
BE ELIM INATED

Mr. SLOWINSKI. Although the chamber is as interested as the Con-
gress in removing any possibilities for tax avoidance in foreign op-
erations by U.S. companies or shareholders, it is clear the new provis-
ions of section 13 are designed principally to discourage any further
U.S. investment abroad even in less-developed countries.

To the extent the Treasury Department is interested in abolishing
tax havens, as are we, it can do so through the new provisions of sec-
tion 482(b) in section 6 of the bill, coupled with the presently effec-
tive provisions of section 482 covering allocation of income between
related taxpayers.

The new section 13 will remove the possibilities for U.S. corpora-
tions competing in full and fair competition with foreign corporations
on foreign soil.

However, the President has specifically stated that he does not wait
to-
I)enalize legitimate private Investment abroad, which will strengthen our trade
and currency In future years.
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Regardless of the constitutionality or unconstitutionality of this
proposed law-and the courts have challenged the constitutionality of
taxing income which has not yet been received-such penal measures
as contained in section 13 cannot but succeed in changing our Nation's
attitude toward private investment in developed and less-developed
areas of the world.

Foreign competitors will continue to employ multicorporate weap-
ons in their war against U.S. private entelrise to drive U.S. corpora-
tions from the markets of the world in which we should have a fair
share.

Tying both hands behind the backs of U.S. corporations will not
help the U.S. trade and currency in future years as the President sug-
gests.

U.S. private investment asks for neutrality--including the oppor-
tunity to compete with foreign corporations on foreign soil under the
same rules of foreign trade and taxation. To set tip artificial geo-
graphical rules as in H.R. 10650 is to restrict U.S. companies without
fimifting their foreign competitors who are in direct competition
worldwide.

As an example, if a Brazilian subsidiary of a U.S. corporation pur-
chases property manufactured in Argentina by a related company and
sells it to anyone for use, consumption, or disposition in Chile, the en-
tire income is foreign base company income in the United States.

We submit this ignores the realities of the Latin American free trade
area and yet permits foreign competitors to take over this interna-
tional business.

Another example involves technology in less developed areas. If
a Brazilian subsidiary of a U.S. corporation uses an exclusive formula
to make a. product, even though it purchased that formula outright
in an arm's length transaction from a U.S. corporation at fair market
value and U.S. tax was paid on the gain, any future income from the
use of that formula in Brazil will be "Subpart F income" in the United
States because the formula was developed or created in the United
States.

It is not enough to say that the U.S. tax can be postponed in some
cases if the earnings are reinvested in less developed areas. The limi-
tations on these provisions are totally unrealistic and are designed
to make reinvestment even in less developed areas almost impossible.

We shall be glade to give examples, Mr. Chairman, in questions
and answers.

The provisions of section 13 are further designed to encourage less
developed countries to pass laws limiting the percentage of owner-
ship by U.S. interests contrary to the objectives of the Alliance forProgress.....I would like a brief insertion, Mr. Chairman, on section 16 which
we did not include in the written text.

SECTION 1 6-AINS FOM SALES OR EXCHANGES OF STOCK IN FOREIGN COR-
PORATIONS SHOULD CONTINUE TO BE TREATED AS CAPITAL GAINS

Section 16 of the bill would have a U.S. taxpayer go all the way
back to February 28, 1913, and include proportionately is dividend
income somuich'of the gain on a sale or exchange of foreign corporate
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stock as had been earned by that foreign company since February
28, 1913.

Such a penalty provision is not necessary to achieve the objectives
of this bill. It would be especially confiscatory in our Latin American
areas, where U.S. subsidiaries have reinvested these earnings in addi-
tional productive facilities in the less-developed economies now a part
of our Alliance for Progress.

If such a provision is to be enacted by the Congress, and we recom-
mend against it, it should be prospective only and apply to earnings
after December 31, 1962.

The effective date of this new liquidation, according to H.R. 10650,
is to be the effective date of the 1962 Revenue Act. It will be con-
fiscating a part of these earnings and denying U.S. business the oppor-
tunity of readjusting their operations and liquidating these foreign
investments under the terms of the present law upon which reliance
has been placed for more than 43 years.

SECTION 17-COOPERATIVE TAX TREATMENT SHOULD BE REVISED

The chamber has consistently held as a policy declaration that no
form of lawful enterprise should be favored over any other form and
each, whether cor porate, cooperative, or individual should stand on
its own merits with protection from unfair competition, but without
benefit of tax exemptions or special exemption from legislative
restraints, and without any other Government subsidies.

SECTION 1 9-WITHHOLDING

The chamber is not unmindful of the loss of Government revenue
involved in the recommendations presented to the committee in this
statement.

It is also mindful of the loss of revenue annually from unreported
interest, dividends, and patronage dividends.

To see that each taxpayer pays his fair share of the burden is our
objective as well as yours. We, therefore, support the principle of
withholding on interest, dividends, and patronage dividends at source.

However, in appraising these provisions of the bill the committee
will wish to evaluate such matters as the administrative complexities
of a nonreceipt withholding tax system; the cost of administration
to the revenue service, to taxpayers and to paying agents; the prob-
lems of overwithholding of tax; the changes which must be made in
the individual income tax form 1040, and whether now or in the near
future the service's automatic data processing installations plus the
use of taxpayer account numbers, can be a substitute for the withhold-
ing of tax.

SECTION 21 -EXISTING TAX TREATIES SHOULD NOT B3E OVERfI bDEN

American and foreign businessmen and Government officials were
shocked and disturbed by the Ways and Means Committee's press
release of February 23, 1962, which stated in part as follows:

The committee adopted a provision to the effect that in the event of conflict
between a provision of the bill and a treaty, the treaty is overridden. (Now
see. 21 of H.R. 10650.) 0
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Europeans are seriously concerned with this type of unilateral aban-
donment of treaty obligations and wonder whether this will be prec-
edent to be followed in trade agreements in future years.

European competitors of American trading companies are now con-
fident that the new U.S. tax bill will eliminate competition from U.S.
companies regardless of the more favorable terms of any new trade
agreements .

To this extent, certain foreign income provisions of H.R. 10650
and the trade agreement provisions of H.R. 9900 run in direct con-
tradiction to each other and destroy for U.S. businessmen the ppssi-
bilities of full and fair competition with foreign corporations.

Thank you, Mr. Chairman.
The CHAiRmAN. Thank you.
Senator Kerr?
Senator KERR. In your prepared statement you say that they are

further designed to encourage less developed countries to pass laws
limiting the percentage of ownership by U.S. interests contrary to
the objectives of the A1liafce for Progress.

Do you support the program of the Alliance for Progress?
Mr. SLOWINsHi. The chamber does support the program of the

Alliance for Progress.
Senator KERR. You talk about the retroactive provisions back to

1913.
Could that not easily be corrected by an amendment in support of

the retroactive features concerned?
Mr. SLOWINSKI. Yes, sir, and we are hopeful, as the Secretary of

Treasury suggested yesterday, that this committee will take that
action.

Senator KERR. You say:
Europeans are seriously concerned with t1is type of unilateral abandonment.

Do any of the European or South American countries ever take
unilateral action of abandonment of agreements with us?

Mr. SLOwINsKr. Senator, Chairman Mills asked me that question
2 weeks before in the Ways and Means Committee.

Senator KERR. I wasn't there.
Mr. SLowvINsKI. And I said, as the son of an immigrant, I would

be hopeful that we in the United States take great pride that we never
break our word, as opposed to the nonfree world which does so reu-
larly. To the extent we don't have to break our word by overriding
tax treaties, I am hopeful we will find another way.

Senator KERR. I fully understand what you said. Now would you
answer my question?

Mr. SL0oWINsK. Have other nations abandoned tax treaties?
Senator KERR. Do they abandon unilaterally either treaties or other

agreements with us or commitments to us when their interest indicates
that it is profitable for them to do so?

Mr. SLOWINSKI. I assume some have, Senator Kerr.
Senator KERR. You assume they have. You don't know of any in-

stance where they have?
Mr. SLOWIrvsi. Not offhand, but there are probably some we can

research and find.
Senator KERR. Don't you know as a matter of fact that is the gen-

eral practice? f j
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Mr. SLOWINSKr. No, sir.
Senator KERR. You wouldn't be surprised, however, to learn that it's

not an unusual occurrence.
Mr. SLowwNSKI. As opposed to a general practice Senator?
Senator KERR. I am speaking now of in ividually. You wouldn't

be surprised to learn that it is not unusual for such an individual inci-
dent to occur.

Mr. SLOWINSKI. No, sir; and now that you have mentioned it, I
think Cuba is an example.

Senator KR. What about the act of the Brazilian Government in
taking over $15 million worth of property of the International Tele-
phone Co. and offering them $400,000?
Mr. SLOWINSKI. Senator, that wasn't done by the Government of

Brazil that was done by the Province of Rio Grande do Sul.
Senator KERR. Does it make it any less painful to I.T. & T.?
Mr. Swwowiism. No, sir.
Senator KERR. You understand I am not approving that. I am just

asking you if you are aware of it.
Mr. SLOWINSKr. I think the analogy would be if the State of Okla-

homa took over the telephone company.
Senator KERR. You think that is likely ?
Mr. SLOWINSK. No, sir. [Laughter.]
Senator KERR. You think any State in the American Union could

do that-now listen, if you want to start kidding each other, I am an
expert at it.

Mr. SLowiNsKi. No, we are hopeful this never happens.
Senator KERR. Did the Brazilian Government do anything to pre-

vent that act by the Brazilian state?
Mr. SLoWINsKr. No, sir; but it is trying to do something about it

now.
Senator KmIR. Well, that is interesting news to I.T. & T. I am sure

that they will be happy to learn that and the last time I talked to
then didn't know it.

Mri'. SLOWINSKI. That is right.
Senator KERR. Did Mexico expropriate American property?
Mr. SLOWINSKI. Yes, sir.
Senator Kraw. Do you know whether or not a majority, for in-

stance, of the Arabian countries have gradually forced American
companies into changing agreements that they had with them to a
basis more favorable to these governments than the ones into which
they entered?

Mr. SOWINSKi. Yes, sir.
Senator KFRR. Then your use of Cuba as an example was not be-

cause you thought that was the only example, but one which you
would rather have the attention of the committee -directed to as others?

Mr. SLOWINSKI. No, sir. The Arabian negotiations are included
in testimony before a congressional committee.

Senator KERR. Well, let's don't refer to things that will make me
ha ve to Io to work. If you know the answers just, give them to
me, alfd 1f you don't, why, tell me. They have constantly coerced
the American companies to change the agreements to more favorable
ones for the benefit of the Arabian countries, haven't they?

M i'. SLOWINSKI. Well-
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Senator KRR. Just answer that "Yes" or "No." If they haven't
why, say so.Mr. SW9oNKI. We might not agree with your word "coerce." We
think these might be the results of negotiations.

Senator K.PR. Well, they brought changes and agreements to the
disadvantage of American companies, didn't theyI

Mr. SLOWINSKH. Yes sir.
Senator KERR. To de disadvantage of the American companies?
Mr. SLOWINSKi. Yes, sir.
Senator KERR. You think the American companies did that will-

ingly and freely and of their own accord?
Mr. SLOWINSKI. I have no knowledge.
Senator KRR. Well, if you would-have been representing them,

would you have done it if you hadn't felt you had to?
Mr. SLOWINSKI. If it were a matter of protecting the interests of

the American company to stay there, yes, Senator, I agree. We would
probably do it.

Senator KEPI. You would have done it under coercion just like
they have done it under coercion, wouldn't you ? If you do it not of
your own free will and accord, it is a result of some kind of pressure,
isn't it?

Mr. SLowimsKi. It could be compromised.
Senator KERR. I say it is the exertion of some kind of pressure,

isn't it?
Mr. SwWINsKi. Yes, sir; some kind of pressure, yes.
Senator KERR. Call It what you will.
Mr. SLOWINSKI. Yes.
Senator K~m. You think we should continue to guide ourselves

solely by idealism, and don't misunderstand me, I am highly in tavor
of the most idealistic approach consistent with our own national secu-
rity and interest, but you don't think that we should be bound to it
inflexibly in a world where as time goes on, it seems more and more
that we would be the only one that would be inexorably dedicated to
it, do you?

Mr. SLWiNSKi. No, Senator, I agree.
On the tax. treaties, frankly, if there Were a conflict between a tax

treaty and a provision of our code, we could have reopened negotia-
tions to renegotiate those tax treaties just as we are now doing with
the Government of the Netherlands during the past week.

We sit down and say we would like certain concessions in the tax
treaties. The other government could ask for certain concessions in
the tax treaty and we could probably work them out.

Senator KERR. That is all.
The CHAmAN. Senator Williams?
Senator WILLIAUS. Mr. Slowinski, it is your position if these tax

treaties are to be changed they should be changed by first negotiati ng
with these countries rather than an arbitrary action by the c0Uttries?

Mr. SLOwINSKI. Yes, sir.
Senator WLLAZMS. In the first part of your prepared statement,

you take. exception, as I understand it, to the incentive credit of 8.
percent for depreciation. Now do you have any particular formula
which you would recommend as a substitute therefor?
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Mr. SLoWlVNSKT. Senator, the chamber has consistently taken a posi-
tion asking for a basic revision upward of our depreciation rates, and
a simplified classification of depreciable facilities in Bulletin F. Now
that is only the first step.

Once Bulletin F lives are made realistic-as Secretary of the Treas-
ury indicated, there is more to be done-in the area of liberalizing
present provisions of our code, such as sections 167 or 179, without
putting an entirely new concept such as the investment tax credit
into our code.

That could be done in perhaps a number of ways, including an
increase in certain accelerated methods of depreciation which are now
in section 167 of the code. We have in mind, Senator, your triple
declining balance recommendation. We think this might be one of
the alternatives to be used after realistic depreciable lives have been
determined.

Senator WILLIArs. Then I understand you are recommending that
whatever is done toward liberalizing our depreciation rates should be
done by liberalizing existing formulas which woul4 in effect be under
a system where all taxpayers could readily understand and compute
their own tax liability without the necessity of hiring experts to figure
out this complicated formula proposed in this bill?

Mr. SLOWINSKI. Yes, sir.
And we are aware of the colloquy yesterday where the Secretary ofthe Treasury had difficulty telling Senator boughs which facilties

might qualify and which might not qualify as section 38 property,
under section 2 of the bill.

Senator WILLTAMS. Thank you.
I have no further questions.
The CHAIRMAN. Senator Morton?
Senator MonToN. Sir, on this matter of taxing these foreign-owned

subsidiaries, I see from your statement, and I share your position,
that we should do something to take care of the so-called tax haven,
third country tax haven operations.

But is it not true that in general in the developed countries of
Western Europe, the companies with foreign-owned subsidiaries ex-
port from the United States five or six times as much in dollars as
their subsidiary companies send back to the United States?

Mr. SLoWiNSiK. Senator Morton, that is true, and we would like
to include in the record, if we may, a speech, a portion of a speech
made by the Secretary of Commerce on March 16, of this past month,
March 16,1962.

Secretary Hodges said this:
While the basic aim of our tax policy is to stimulate domestic growth, we are

not unmindful of the'problems faced by you as subsidiaries abroad, Including
the problem of competing with foreign companies subject to different total tax
obligations.

U.S. investment abroad Is Important to our export, expansion program. Di-
rect investments in manufacturing facilities abroad stimulate our exports of
capital equipment, our exports of parts and raw materials, and our exports of
finished products to fill out the lines of subsidiaries producing and selling abroad.
To the extent that the U.S. Investment aboard increases the financial strength
and the competitive capacity of American companies It reinforces our domestic
economy, and to the extent that the earnings on these Investments are returned
to the United States, they make a direct contribution.to Improving our balance
of payments.
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Our overall economic objectives require the continued expansion' of U.S. ii-
vestment to help develop, particularly in the underdeveloped countries, the
prosperous customers with whom we expect to expand our trade.

This was the Secretary of Commerce, Mr. Hodges.
Senator MORTON. Then, we establish the fact that on the basis of

exports and imports to this country from just those companies that
have foreign-owned subsidiaries, that the balance of payments is in
our favor by a ratio of some 4 or 6 to 1?

Mr. SLOWINSKI. Senator Morton I would also like to include the
figures which just became available from the U.S. Department of
Commerce in March 1962, in the Survey of Current Business.

It shows that the total profit and dividend remittances by foreign
subsidiaries to U.S. parent corporations rose 13 percent in 1961 to
$2.65 billion, while the total outflow fell off slightly to $1.6 billion,
leaving a surplus of $1.05 billion or 63 percent above the 1960 surplus.

The statistics also reveal a sharp increase last year in new invest-
ment in underdeveloped countries. The flow of funds more than
doubled to Latin America, and almost tripled to what is called the
other category by the Department of Commerce, which means areas
other than Europe and Canada and Latin America, which means
areas such as Africa and southeast Asia.

Again, Europe showed a net deficit down from $544 million to $113
mill ion, wlch was largely reflected by the absence of the Ford Motor
Co. transaction with its British subsidiary.

They also, we think, are significant figures in saying that more
profits are coming home now on investments which are beginning to
mature, having been made in the postwar era when we were interested
in assisting Europe in regaining its economic feet.

Senator MORTON. Well, you have anticipated my next question and
already answered it. But back. to my first point. The amount of
dollars of exports from this country, where American domestic jobs
are involved, to foreign subsidiaries are about five times as much as
imports to this country from these same subsidiaries.

That in itself helps our balance of payments, is that not true?
Mr. SLOWINSKI. Yes, sir.
Senator MORTON. The point you just made is in the matter of in-

vestments in dollars abroad related to the return on that investment
and previous investments abroad, and you have quoted the figures
that have just become available for 1961 and they are most encourag-
ingand show a very favorable balance of payments there.

Mr. SLOWINSKI. Yes, sir.
Senator MoRTON. Is it not true that from 1950 to 1960 we saw a

terrific expansion in American investments abroad, in developed as
well as some underdeveloped countries, that was a decade of expanded
investments abroad, wasn't it?

Mr. SLOWINsKr. Yes, sir.
Senator MoRToN. Is it not true also in that decade we returned in

profits after all the abuses that may have developed in the tax haven
countries some $8 billion more than we invested in total dollars abroad
in this decade?

Mr. SLOWIsKir. That is true.
Senator MoRToN. $20 billion was returned in profits on which taxes

were paid here. Therefore, both from actual export-import balance
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and from earnings recovered from our foreign subsidiaries in excess
of foreign investment there is a substantial contribution to a favor-
able balance of payments and that these two items are not respon-
sible for the balance-of-payment difficulty in which we find ourselves
today.

Mr. SLOWINSKI. Senator, those figures are going to aet better.
The Common Market, a dream and now as a reality, is only 4

years old. People who invested in those areas of the world are just
beginning to realize profits from the amounts invested after repay-
ments of the loans which foreign governments in some cases granted
to build those facilities there.

Senator MORTON. Is it not your opinion that the vast majority of
American investments abroad in subsidiary plants is motivated by
the profit system-they go over there to make a profit.

Mr. SLOWINSKI. Yes, sir.

Senator MonTox. Under our system that is axiomatic.
Now, aren't most of them over there to hold their business in the

country in which they invest or to hold their business in other for-
eign markets?

In other words, an American comp any puts a plant in France, not
only to hold its business in France and to expand its business in France,
but to hold its business, let us say, in Italy or in Africa or in the Middle
East or somewhere else, which a French company has been taking
from the American parent company for one reason or another.

Mr. SLOWINSHI. Yes, sir.
Senator MonroN. And the motivation to go abroad to build a plant

to just hold a diminishing American market against competing im-
ports is relatively minor, and that segment is relatively minor in this
whole scheme of things.

Mr. SLOWINSHI. Yes, sir.
Senator MORTON. Thank you, Mr. Chairman.
The CHAIMAN. Senator Douglas.
Senator DouoLAs. Mr. Slowinski, I invite your attention to the

statement where you speak of deductions for legislative activities or
lobbying and I would like to ask you this question:

Under section 3 of the bill as it is now before us, if I am president
of a racing corporation which wants to establish a racetrack in a given
State, andin order to do so must obtain legislative permission, can I
lobby for the passage of this bill before a legislative committee or
administrative authorities and deduct those expenses as tax exempt
under the bill as it now reads.

Mr. SLOWINSKI. Senator, I think so.
On page 26 of the bill, at the section at line 11 that says,

In direct connection with communication of information between the taxpayer
and an organization of which he is a member with respect to legislation or pro-
posed legislation of direct interest to the taxpayer afid-of such organization.

Senator DoUOLAS. Well, that would be communications which I
might address to the stockholders in my corporation.

But section (a) above is even more explicit, is it not? It-
permits deductions in direct connection with appearances before and submission
of statements to or sending communications to the coffifmittees or individual
Members of Congress or of any legislative body of a State.
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Mr. SLOWISKli. Yes that is right.
Senator DOUGLAS. his would be tax deductible.
Now, let me raise a question. Suppose you Mr. Slowinski, are a

minister and representing a point of view at the racetrack is not his
trade or business in a State in which I want to establish a racetrack
and you feel that the establishment of this racetrack would be injurious
to the public welfare in that it would encourage gambling and con-
centrate people's attention upon chance rather than upon effort as a
means of getting ahead in life and you feel that you should appear
before the State legislature to lobby against my bill to establish a
racetrack.

Could you as a minister of the Gospel deduct your expenses in con-
nectikn with appearing before the legislature as tax deductible?

Mr. SLowiNsKi. Senator, if this is of direct interest to the minister,
and I assume it is-

Senator DOUGLAS. Well, it is not of direct economic interest, it is
only of moral interest.

Mr. SLOWINSK. That is right.
Mr. and Mrs. Cammarano wanted to save their wholesale beer dis-

tributing business in Seattle, and they were told that spending money
to go to the legislature to try to save their beer business was not
deductible.

Senator DOUGLAS. The minister is not in the beer business. He is
a minister of the Gospel.

Mr. SLOWINsKi. That is right.
Senator DouGLAS. And my question is if trying to protect the

morals of the community as he sees them, he goes before a State
legislature, and incurs expenses, and, let us say, eats a meal costing
75 cents, and has a hotel room that costs $6, can he deduct that from
his taxable income?

Mr. SLOWINSKI. I would be hopeful he could, Senator.
Senator DOUGLAS. Well, you would be hopeful that le could; but

is there anything in the law which would permit him to do so?
Mr. SLOWINSKI. Not presently; no, sir.
Senator DOUGLAS. Not presently?
Mr. SLOWINSKI. That is right.
Senator DOUGLAS. Then the law as it is at present would permit the

president of a racetrack corporation to deduct his expenses, directly
lobb in outlays for the racetrack but would not permit the minister
of the Gospel from making a deduction of his lobbying expenses
against it.

In other words, if you want to get something through which will
benefit you financially, you can deduct this, and if you are a corpora-
tion, say, you can have 52 percent of the bill met by the public;
isn't that true?

So the minister would be taxed, as a matter of fact, taxed more
heavily than the representative of the racetrack who appears; is that
true?

Mr. SLOWINKr. Senator, the Congressional Record has contained
some articles called "Censorship by taxation," which refer to just
that question.

The right to petition Congress should be granted everyone in terms
of his direct interest in the legislation.

82190-02-pt. 2-2
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Senator DOUGLAS. Would you say you were in favor of broadening
this act so that any expenditure by an individual either for or against
the bill would be tax deductible?

Mr. SLOWI SKi. No, sir; I would think-
Senator DoUoLAs. You would or would not?
Mr. SLOWIxsxu. No; I would be in favor of classifying the term

"direct interest" to have a more general application th at would in-
clude your minister.

Senator DOUGLAS. How would you define it?
Mr. SLOWINSKi. The revenue agent defines it every day in terms

Senator DOVGLAS. Thus far they have defined it so that the minister
would not be able to deduct his lobbying expenses, but the company
would, the racetrack company would.
. Mr. SLOWINSIr. Section 4 of the bill is going to define direct interest
in terms of when you take someone to lunch, whether or not this is
a direct interest or business connection.

I would be hopeful we could move some of that into section 3.
Senator DOUGLAS. This is very interesting.
Senator KERR. Senator, would you yield for just an observation?
Senator DOUGLAS. I will yield, if you are my ally on this.
If, on the other hand, you are not my allyI will not yield.
[Laughter.]
Senator GORE. Declare your position, sir.
Senator KF R. I was going to speak from an objective neutral

position.
*Senator DOUGLAS. YOU always add to the gaiety of a session,

Robert.
:Senator KIRR. I appreciate that.
I was just thinking about the minister and I want to say that I

think the Senator has a valid point, but in view of the fact that the
minister would be sent there by, I presume, his congregation, whose
income is tax free they could pay his expenses but. if he found a place
here where he could get a meal for 75 cents and a room for $6 a day,
he could establish a travel bureau and make that a very profitable
business.

Senator DOUGLAS. Now, suppose the minister came not in obedience
to any resolution by his congregation but according to the mandates
of his conscience which should be the most powerful mandate of all.

Mr. SLOWiNSEr. Senator, that very question under the present law
troubles crime commissions and you know about crime commissions
in your own jurisdiction. Crime commissions cannot spend money
to appear before legislative bodies under threat of losing their income
tax exemptions.

Senator DOUGLAS. Yes.
Mr. SLOWINSKr. And we now feel if section 8 is broadened, that

both the minister and the crime commission can participate.
Senator DOUGLAS. Would a minister be entitled to deduct his travel

expenses in appearing before-
Mr. SLOWVisKi. We would like to.see it that way.
Senator DOUGLAS. You would?
Mr. StOWINSKi. Yes sir.
Senator DotoAs. Ministers are not the only people in 'the country

authorized to have consciences.
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[Laughter.]
Senator DOUGLAS. Suppose a private citizen feels a conscientious

objection to a racetrackc. Should he be permitted to deduct his
expenses?

Mr. SLOWINSKI. Yes, sir.
Senator DOUGLAS. What?
Mr. SLOWINSKI. Yes, sir.
Senator DOUGLAS. Yes, the answer is "Yes"?
Mr. SLOWINSKI. Yes.
Senator DOUOLAS. All ri ht.
You want to broaden this exemption still further to include not

only the cost of direct appearances, but advertising and other propa-
ganda in connection with the measure?

Mr. SLOWINSKI. We want to exclude anything which has to do with
it political campaign.

Senator DOUGLAS. I understand.
But full-page ads in newspapers on a given matter for a racetrack,

for instance, would still be deductible.
Look at your own language.
Mr. SLOWINSKI. Yes, sir.
Senator DOUGLAS. It would be deductible, would it not?
Mr. SLoviNsKr. Yes, sir.
Senator DOUGLAS. Now, suppose a group of private citizens wants to

place an ad in opposed to the racetrack, should that be deductible?
Mr. SLOWINSKI. Yes.
Senator DOUGLAS. Suppose the president of an oil company wants

to carry on extensive advertising campaign to protect the depletion
allowance and to get higher gas rates should that be deductible ?

Senator Km. Oh, yes. [Laughter.]
I hope I speak as an ally. [Laughter.]
Senator DOUGLAS. I am afraid you don't Bob.
Mr. SLowINSzKr. Would you like the record to show my saying yes

or the Senator saying yes?
Senator DOUGLAS. I would like to have the record show your posi-

tion.
Mr. SLOWINSKI. Yes.
Senator DOUGLAS. That means in effect, does it not, that the tax-

payers would finance 52 percent of the expenditure?
Mr. SLOWINSI. Yes.
Senator DOUGLAS. Yes.
Mr. SLOWINSKI. Yes sir.
Senator DOUGLAS. Would you favor private individuals having this

same right to deduct contributionsI
Suppose Senator Gore and I pass the hat and get money for ads

against the 2712 percent depletion allowance, should we be permitted
to deduct that from our income and'make it nontaxable?

Mr. SLOWINSKI. Should the people who give you the money in the
hat be allowed to deduct it f

Senator DOuGLAS. Yes and such contributions as we may make,
should that be deductible

Mr. SLOWINsKI. Yes.
Senator DoUGLs. You haven't answered. You have nodded your

head.
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Mr. SIJOWINSKI. Yes, sir.
To do otherwise, Senator, would be to say we do have censorship by

taxation.
Senator DouoAs. Not censorship but unfair advantage.

1'. SLOWINSKI. Yes; namely, a wealthy man can come before the
Congress because he can spend money and he doesn't need a deduc-
tion. A poor person who needs the deduction loses his right to come
before this Congress because he can't afford it without a deduction.

Senator GoRm. The poor man is not involved in this. Let's leave
them out.

Mr. SLowINSK. Senator, Mr. and Mrs. Cammarano were not
wealthy people.

Senator DouOLAs. This is very interesting. I didn't think you
would have the consumers taking advantage of this opportunity
which you have so generously accorded to the same degree that you
would have a corporation with public relations experts and with
access to advertising firms and with ample funds which they could
use in this fashion-

Mr. SLOWINSKI. It boils down to the question-
Senator DOuGLAs. You know the famous quotation of Anatole

France in which he said the majestic equality of the law forbids the
rich as well as the poor from sleeping under bridges and begging in
the streets for bread. [Laughter.]

Aft. SLOWINSKI. Yes, sir.
Senator DOUGLAS. May I ask you to turn to section 4.
Senator GoRE. Senator Kerr looks as though he may be shifting

into neutral gear again.
Senator KERm. I-came an ally again.
Senator DOUGLAS. If you will look at section 4, Mr. Slowinski.
Mr. SLOWINSKI. Yes, Sir.
Senator DOUGLAS. The records of the Tax Coutrt show there was a

man who bought a yacht for $251,000 and claimed it was an entertain-
ment expense. The Tax Court allowed this on the ground that he
was using it to entertain guests who might be of some conceivable
importance to him as customers and under the Cohan rule they felt
themselves, therefore, oblied to regard this as tax deductible.

Do you approve of this ruling?
Mr. SLowiNsKI. No, sir.
Senator DOUGLAS. You do not?
Mr. SLOWINaSx. No sir.
Senator DOUOLAS. HYow would you suggest-
Mr. SLowzNSI. This is in addition to the Safati case that you

know of, involving the milk distributor who went on safari and
came back and claimed the safari expenses deductible because the
pictures of the animals on the milk trucks made children drink more
milk.

We think that a vigorous enforcement of the law as it presently
stands will take care of the yacht case, Senator. The revenue agent
has a right to come on board that vessel and get the log of that yacht
for the entire taxable year, to ask who came on board'on what days,
and what were they doing there, and then he has the right to require
the taxpayer to relate those guests to actual business olbtaied.
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If the agent doesn't do this, then he hasn't vigorously enforced the
law.

Senator DOUGLAs. How many agents would be required to do that?
You would have to have as many agents in the Fort Lauderdale

harbor as you have college boys and college girls on Easter vacation
there. [Laughter.]

Mr. SLOWINSK. Passing a new law will not decrease the adminis-
trative burden of audit. A doctor here in this city sends flowers to
his patients and to his prospective patients. The revenue agent may
say: "You can't deduct these flower costs until you show me that
these people are patients or a good portion of them have come to you
as patients." The doctor is obliged to list the people to whom he sent
these flowers and the patients which resulted.

This is under present law.
Senator DouoiLs. You think that it would be all right, though, this

$251,000 yacht, if it had some business guests on board, there would
be a proper deduction?

Mr. SLOWINSKI. No sir; it should be a business-
Senator DOUGLAS. ROW many business guests?
Mr. SLowINsKI. The latest case involved an accountant who flew a

pennant on his yacht saying "1040" so that he showed everyone at the
yacht club he was a tax accountant and thereby he was attracting tax
business. The Tax Court said, "No reduction for yacht expenses."

Senator DOUaLAS. Well, in this particular case that I cite the Tax
Court said that it was a deduction and I may say here was a case in
which the internal revenue agents prosecuted the case very vigorously
and were turned down under existing law.

Don't you think the law needs to be tightened on this point?
Mr. SLOWINSKI. Yes sir
Senator DoUotGAs. There is another case of a man who was in busi-

ness who spent, I believe, $27,000 for entertainment on board a yacht,
and he was brought up before the Tax Court and he said that it was a
business expense to entertain future customers, and he was asked what
his business was and he said, "I am a mortician."

Now, that presents a somewhat ghoulish idea, of inviting prospec-
tive customers of an undertaker ih order to attract their business, but
he got by with it.

What would you think of that, and the court upheld him.
Mr. SLOWINSKI. It should not be tolerated.
Senator DOUGLAS. It should notbe tolerated?
Mr. SLoWINSHI. No, sir.
Senator GoiR. How does that differ from the surgeon sending

flowers to his prospective customers?
Mr. SLowINSU. The surgeon was able to show that he actually had

these patients as the result of this constant attention.
Senator KERn. Maybe the undertaker could have shown the same

thing.
Mr. SLOWINSKI. Senator, undertakers spend a great deal of money

frankly keeping in toucih with families. [Laughter.]
This is as ghoulish as you say it is, but this i's a fact in business life.
An undertaker who became an introvert and failed to advertise and

failed to belong to all of the fraternal organizations and have his wife
belong to all the women's organizations would soon find the volume of
his business falling 6iff.
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Senator DouaLAs. It should be tax deductible if he belongs to the
Elks Club in order to be able to bury the Elks. This ought to be tax
deductible.

Mr. SLOWAINSR. This is as much deductible as the undertaker's ads
we see in the D.C. Transit buses, perhaps more so because it is morepersonal.Senator DOUGLAS. Now, I have known corporate executives who
have hunting lodges in the Canadian wilds, fishing shacks, elaborate
fishing shacks, on well-stocked rivers some of whom have occupied
leading positions in the U.S. Government. And at present their out-
lays are generally regarded as tax deductible. Do you approve of
that I

Mr. SLOWINSHI. No sir, and the administrative weapon against
that practice is to include in that corporate executive's income the
full fair market value of all of the pleasure he receives from that fish-
ing lodge, stating in effect, "This is additional income to you, Mr.
Executive, because you have enjoyed it in addition to your salary."

Senator DoUGLs. Have you read the Cohan decision?
Mr. SLWINSKi. Yes, sir.
Senator DoUaLAs. Well, in the Cohan decision any objective chance

is virtually thrown away.
Mr. SLOWINSHi. The Cohan decision is useful for revenue agents.
When a man can prove to a revenue agent, for example, that he

went to Chicago on business but he did not retain his train ticket and
he can prove that he stayed In the Palmer House with a room costing
$14 but he did not retain the hotel bill, and that he spent a hundred
dollars in travel to Chicago and back, the Oohan rule is important if
he can show that he made the trip or give the agent-

Senator DouGLAs. I am not talking about a hundred dollar trip to
Chicago. I am talking about deductions of $20,000, $40,000, $50,000,
$250;000 for yachts, and so forth which have been upheld under the
Co/an rule.

Mr. SLOWINSKi. They have not been tested, however, under the
reasonable salary rule, Senator, which I am saying is another admin-
istrative avenue.

Senator DOUGLAS. Don't you think that some of these abuses on
entertainment should be plugged?

Mr. SLOWINSK. I think they are shocking and should be plugged.
Senator DOVGLAS. Instead of taking this attitude of oppostion I

hope we can work together constrotdeiiely because I think it gives a
black eve both to business and tends to break down the tax structure.

Mr. 8i OWINKI. Senator, our statement mentioned being consider-
ate of the "avera ne" businessman in two cases because we feel the
Revenue Service should be able to catch the lhrge tax avoiders.

Senator DOUGLAS. Not the average-
Mr. SLOWiNSKi. That is right.
Senator DOUGLAS. But the violators of the spirit?
Mr. SLowizSEI. We agree.
Senator DovLAs. Just one final question I would like to ask.
I read into the record yesterday part of a statement which appeared

in' the New York Times on pages 3 and 45.
Do yopuremember that describing Manuscripts, Inc.?
Mr. SLOWINSET. Yes, sir; I heard yotr statefrent yesterday.
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Senator DOUGLAS. Apparently it is possible for movie actors, movie
producers, authors, and so forth, to go abroad, live there for 17 months
and through various corporate devices, probably involving the crea-
tion of a foreign corporation, be paid to live in a country which has
almost no income tax itself, and then they are exempt from all taxa-
tion by the United States, and here is a group which made a bid to
authors to do this. They have stated they signed up ani author who
sometimes has been critical of Congressmen for 1iaving too high travel
expenses.

Don't you think there should be some protection on this income
earned abroad of earnings?

Mr. SLOwiNsKu. Yes, sir.
Senator DOUGLAS. Earnings earned abroad?
Mr. SLOWINSKn. Yes, sir.
In 1953, while the Congress was working on the 1954 code a movie

actor came home and stood on the deck of a ship in New York harbor
and stated publicly that he had made several movies in Europe and,
therefore, all his money was earned abroad and would not be taxable
in the United States.

Senator DouGLAs. I commend him for his frankness.
Mr. SLOW NSKI. Well, what he did then was to injure every legiti-

mate technician and engineer who went abroad as a U.S. citizen to work
in a developed or less developed country because the temper of the
Ways and Means Committee at that time became inclined to remove
section'911 (a) and (b). Mr. Reed was chairman and he indicated the
committee would remove these sections.

Here is an abuse which, typically as an abuse, prompts the Con-
gress to take an otherwise good provision out of the law.

Senator DOUGLAS. Apparently, there are still loopholes because we
have Manuscripts, Inc., advertising for authors whom they would put
on salary, send abroad, send to some place such as Switzerland and
Lichtenstein or they might send them down to enjoy the pleasures of
Nassau andbe tax exempt there and be tax exempt here.

Shouldn't we try to plug that loophole?
Mr. SLOwYNSKI. We certainly should.
Can you tell me whether that was a U.S. corporation? Is Manu-

scripts, Inc., a U.S. corporation? We have several alternatives.
Senator DOUGLAS. It says a small New York corporation.
Mr. SLOWINSKI. If it is a New York corporation two things can

happen.
One thing is the U.S. Treasury Department can deny. to that U.S.

corporation a deduction of any portion of that salary which it feels is
unreasonable salary to these writers who are living abroad.

Senator DOUGLAS. Unreasonable? What is unreasonable?
He is paid out of expected royalties, and these authors can earn the

mdney, it belongs to them. The question. is whether they should evade
taxation upon it. And I merely cite this as an illustration, because
apparently this is done by movie actors and -producers to a very large
amount..

Mr. SowxxsKx. This is the type of case which reacts unfavorably
on legitimate U.S. citizens working abroad.

Senator DOUGLAS. Shouldn't we try to protect ourselves?
Mr. SLOwixsKI. Yes, sir.
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Senator DouoLAs. Well, now-
Mr. SLOwVINsKI. But still leave open the door for legitimate opera-

tions abroad.
Senator DouoLAs. You say the foreign income provisions of section

13 should be eliminated. You are out to sweep section 13 away almostcompletely ?Wr. SLOWxNSii. Section 13 should be eliminated because section 13

is in that bill to discourage any legitimate U.S. corporation from
going abroad or staying abroad.

Senator DOUGLAS. Well now, as one who has traveled abroad and
lived abroad some, I think it is a very fascinating experience to live
abroad. I would not discourage authors from going abroad, I think
it helps the art critics very much to see museums in Europe and so on.

I regard the trade of writing and movie producing just as legitimate
as producing oil or chewing gum, possibly a bit more so, but certainly
no less.

Now-
Mr. SLOWiNSKI. Senator, I am sorry, I thought you were referring

to section 13 of the bill which treats controlled foreign corporations
we are referring to section 12-

Senator DOUGLAS. You can set up these corporatifts. I simply say
the people would be able to go establish residence in a tax haven and
we developed yesterday some of these tax havens, I am not certain
we have got them all, and Switzerland was one of the most notorious
tax havens in Europe, not only in the Federal Government but in the
cantons. Lichtenstein no income tax; Panama, the Bahamas, there
are probably others and these are merely illustrations.

Mr. SLOWINSKI. Senator, may I speak for a few miutites
Senator DOUOLAS. I don't know about Monaco.
Mr. SLOWxNSKi. May I speak for a few minutes on why these coun-

tries arrived at those tax rates which you discussed yesterday?
Senator DOUGLAS. Surely.
Mr. SwwINSKx. There are several basic theories of tax jurisdiction.

All of these appear in a text by Bittker and Ebb on "Taxation ofForeign Income," which is a collection of cases and materials which
has just recently been prepared as well as in other mimeographed
materials in a Harvard seminar called Legal Problems of Doing
]Business Abroad.

Senator DouoLAs. May I say when I have time I will consult that?
Mr. SLOWINSKI. I just wanted to give a source for my data. The

United States began in 1913 and through 1918 and 1921 deciding what
our theory of tax jurisdiction would be in the United States.

In section 11 our Congress said all corporations shall be subject to
a corporate income tax, all corporations. This meant domestic and
foreign.

In what is now section 11(d) Congress then said that foreign cor-
porations not engaged in trade or business in the United States shall
not be subject to an income tax. So our test in the United States is
nationality or residence.

If a company is a U.S. corporation it is taxable on its worldwide
income. If the company is resident here in the United States it is
taxable on its U.S. source income.

486



REVENUE ACT OF 1962

The United Kingdom, Canada, and Australia do not use this as
their tax jurisdiction test at all.

Their test is "management or control" or "seat of management."
If a Tanganyikan company is managed and controlled in the United
Kingdom, it is taxable as any United Kingdom company.

The Spanish civil law cone t of taxability is territorial.
Venezuela feels that if a dollar is earned in Venezuela it will be

taxable in Venezuela. If a dollar is earned by a Venezuelan company
in Brazil it will not be taxable in Venezuela because it was not earned
in Venezuela. But by the same token, a dollar spent, if It is spent
in Venezuela for ordinary and necessary business expense will be
allowed as a deduction, but if it is not spent in Venezuela, there will
be no deduction.

Now, in Western Europe each of the countries has borrowed from
the civil law concept of taxation. Belgium has a 40 percent corporate
rate but if a Belgian corporation earns income outside Belgium-this
is to encourage Belgian corporations to go outside and dobusiness-
the income tax on that foreign earned income is reduced to 12 percent.

French tax law provides that if a French corporation (where the
corporate income tax rate is 50 percent) goes outside France and
earns income when that income comes back in the form of dividends,
it shall generally be subject to tax not at 50 percent but at 24 percent,
plus the corporate rate of 50 percent on one quarter of the dividends.
This amounts to about a 33.5 percent tax rate as opposed to 50.

The Netherlands since 1892 has had a theory of tax jurisdiction
which provides that if a Dutch company places a permanent establish-
ment in another country where there is an income tax system like the
Dutch income tax system, not the same 47 percent rate, the profits
of that Dutch permanent establishment in another country can be
brought back to the Netherlands tax free.

The United Kingdom in 1957 passed the Overseas Trade Corpora-
tion Act which it will now probably renew during the month of
April). In overseas trade corporation does all of its business out-
side the United Kingdom, just as proposed tinder the Boggs bill (H.R.
5) a few years ago, and none of its profits will be taxable-in the United
Kingdom until they are actually brought home. The foreign exchange
policy in the United Kingdom mentioned by Senator Dillon is not
new. It has been the law for 10 years-since 1952.

Under H.R. 10650, we now will be the first major country in the
world whfbh attempts to tax foreign corporations on eamned income
before it is returned to its shareholders.

Senator DoUoLAs. This is a very learned discussion, I have not
been in the principality of Lichtenstein but some of my friends have
been, and they report to me that Liceliteen is the nominal seat of
a whole series of corporations.

These corporations, in effect, spin off Income from other corpora-
tions in the form of su~positious managerial aitd accounting fees and
so forth. This income is in some cases distributed as salaries.

To the degree that it is distributed as salaries this is exempt from tax-
ation in Lic htenstein and exempt from taxation in the Ufiited States,
and what you are saying is since Belgium has given the advantages
of the Lichtenstein-Swiss tax havens to its corporations we must do
likewise.
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Mr. SLOWINSKI. No, sir.
We are saying that if that Lichtenstein Anstalt, which is a corpora-

tion vehicle-
Senator DOUGLAS. Excuse me, my German pronunciation is not as

good as yours.
Mr. SLOWINSKI. If the Lichtenstein Anstalt is a paper corpora-

tion the Commissioner of Internal Revenue in the United States can
allocate all the income of that company back to the American parent
under section 482 and it is the taxpayer's responsibility to show that
this income should not be rolled back.

Senator DOUGLAS. Are you acquainted with the domestic laws of
the principality of Lichtenstein-are you?

Mr. SLowINsKi. Yes, sir.
Senator DOUGLAS. Do you know they have a domestic espionage

law which forbids inquiry into the activities of firms in that prin-
cipality?

Mr. SLoWINSKI. Yes, sir.
Senator DOUGLAS. Well, how could tax agents find out that? Do

you know about the control of the nuibereiaccounts in Swiss banks
to which absolutely no publicity can be given. No one can find out
whose account it is or who really has these sums. Isn't that true?

Mr. SLOWINsKr. Senator, I would like to answer that by sayinq-
Senator DOUGLAS. I don't want to be like Senator Kerr in this re-

spect, but I would like a yes or no answer.
Mr. SLOWINSMI. To the extent there is a violation of U.S. law this

is true.
Senator DOUGLAS. And Lichtenstein prohibits any inquiry into the

affairs of the corporations inside that magnificient principality of
some 16,000 people which supports one of the best art galleries in the
world in Vienna.

Mr. SLwzxsKi. Senator, the tax returns which are now required
under section 6038 which this committee considered late in 1960,
will now make it mandatory that every U.S. corporation with any
subsidiaries or sub-subsidiaries present this information annually to
the Internal Revenue Service and to the extent it does not do so it
will be in violation-of U.S. law, and face fine and imprisonment. Sec-
tion 6038 and the other provisions of the law state this clearly.

Senator DOUGLAS. The Senator from Tennessee was the author of
that law.

Mr. SLowIsKI. I think it is a very good law Senator, and we are
this year beginning to comply because it was elective as you know,
for 1962 and later years. The information which will be available to
the Commissioner of Internal Revenue will be most helpful.

Senator DovaiAs. Yes, but the earnings paid by those corporations
or subsidiaries will not be taxable in Lichtenstein and will not be tax-
able in the United States unless the law is clfanged. The Senator
from Tennessee is getting the intfm ationibtit the tax laws do not per-
mit the tax.

Mr. SLOWIaKi. Senator, may I read you the information now re-
quired by law in terms of-

Senator DOUGLAS. I am ready to take your word for it.
Mr. SwWINSxi. Thaik you.
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Senator DoUGLAs. But I want to know after you get the informa-
tion shouldn't somehow that income be taxedI

Mr. SLWno SKi. Yes sir.
Senator DOUG;LAS. Then help us do it.
Don't object in this fashion.
Mr. SWwz.sKI. We are helping you do it, Senator, to the extent

you have section 6 of this bill on a new section 482(b) you have gotten
no objection from the U.S. Chamber.

We are in favor of improving section 482 which allows the Com-
missioner of Internal Revenue to allocate this income between con-
trolled taxpayers to clearly reflect income of each.

Senator DoUGLAs. How can he decide?
Here you have these mysterious corporations which are shieldedfrom inspection, which make charges upon parent companies for

managerial and accounting services, and I have talked with some
of the people who have these subsidiaries and they frankly admit that
the subsidiaries overcharge and that they use this as a device of spin-
ning off income which is not to be taxed.

Mr. SLOWINsKi. To the extent that any business does this, Senator,
it is in violation of present law. To the extent that legitimate busi-
ness does not do it, it should be protected by this 1962 Revenue Act.

Section 18 does not only apply to Lichtensteinian or other tax
haven companies. It applies also to all legitimate corporations doing
business anywhere in the world.

Senator DoUGLAS. Lichtenstein is merely a symbol of what has de-veloped as a very extensive abuse. It is not only Lichtenstein, but it
is also the Bahamas. I talk about Monaco. Don't they have exemp-
tion local exemption, of taxes?

Mr. SL0wrNs. Likewise.
Senator DOvGLAS. Yes.
And Monaco is supposed to be a very interesting place. I havenever been there and I am told there is a very interesting entertain-

ment In the evening. You can look at the great American actress
who is the Princess of Monaco.

Mr. SLoWNisKI. Senator, to the extent that present laws apply and
are enforced, all of those tax havens can be abolished.

In addition the Commissioner of Internal Revenue should now have
section 6 of the present bill with which we are. All of the income
of a tax haven can then be allocated by the Commissioner back to the
U.S. company and the burden is on the taxpayer to prove it should
not be.

This is the way section 482 currently operates. Also to the extent
that anyone doesn't file the information requested in Senator Gore's
section 6038, he is in violation of U.S. law.

No additional legislation is going to put an end to a violation ofpresent law, or a failure to submit information required by law.
Senator DouGLAs.What you are sying is the foreign- countries

permit the use of taxation provide for tax exempt income, and that,
therefore, we must do that if our corporations abroad are to compete
on equal terms?

Mr. SLOWvsi . No sir.
Senator DouGss. That's the only way I can read your statement.
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Mr. Swwxxsxi. The U.S. Chamber came before this committee a
year ago and asked for support for H.R. 5. H.R. 5 would have pro-
vided that if a U.S. corporation goes abroad and does business out-
side the United States, just as the United Kingdom Overseas Trade
Corp., and reports back currently just as any other U.S. corpora-
1ion, it would be allowed to defer- the payment of the U.S. tax on
those earnings until it actually brought those earnings home.

Senator DouoLAs. Well, at the moment I am speaking of the. pay-
ment of salaries to officials nominally connected with some spin-off
subsidiaries in tax-free havens.

Mr. SLOWINSKT. I don't think section 13 addresses itself to that,
Senator.

Senator DOUoLAS. Well, there are other sections which do.
Mr. SLovINSKi. It is illegal to pay fictitious salaries and illegality

cannot be cured by more law. If it is illegal now, it is enough law.
We feel legitimate business abroad must be given a chance to continue
to compete abroad without additional unfair restrictions.

Senator DouGLAs. Now, this is a very important public policy point
which the Senator from Tennessee raised yesterday which he can
stress probably more accurately than I can.

It is this: If a foreign government permits an injustice to be prac-
ticed so far as its own nationals are concerned, does it follow that
we must permit a similar injustice to be practiced by our nationals?

In other words, do we say that we will go down to the ethical level
of the lowest ethical level of a foreign government?

Mr. SLwwxsKI. No sir.
Senator DoumG s. Ind I am not-I am not an xenophobist, I may

say, but you certainly have in the case of Lichtenstein and Switzer-
land and the Bahamas and,'I believe, the Channel Islands, and pos-
sibl? peculiar treaty status of the Virgin Islands, some pretty badperformances.

Now, and Belgium and France, as you say, favor this.
Are we compelled to favor this because the other countries do?
Mr. SLowItsKi. Senator, we have ho sympathy for the tax-haven

countries you have mentioned and the operations possible there. We
say that with your new section 6 of the bill, you are going to be
able to eliminate those countries as tax havens.

However, we also say that with due regard to American industry, if
a Belgian company can buy in Luxembenrg or the Netherlands and
sell into the United States and pay no U.S. tax, but only a 12-percent
Belgian tax, the U.S. company which competes with it pays a 52-per-
cent tax doing the very same thing, and it cannot long stay in com-
petition with that Belgian corporation which can ship into the United
States under the very same conditions.

Senator DOUGLAS. Mr. Chairman, I will not take up any more time.
The CMAXRMAN. Senator Gore.
Senator Gomw I would like to ask you, with respect to the last

sentence you uttered, what tax would be applied to a subsidiary of a
U.S. corporation with respect to its business in competition with theBelgian corporation which you cited.

Mi. SLovWzIsH. The U.S. corporate tax of 52 percent would "be
applied against tll the profits of that U.S. trading company.
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Senator Gon. If the tax applies only to the profits then there would
be no tax less the company competed successfully, would there?

Mr. SLOWiNSKX. Yes, sir; and the Belgian company could replenish
its inventories four times faster than theU.S, company.

Senator GoPt. So could I in my business in, the Uhited States.
This comes to a very critical point.

Mr. SLOwNesi. That is right; full competition.
Senator GORE. This point that so many people make that the

U.S. business can't compete if it Is required to pay taxes has equal
application to U.S. business within our country as well as to U.S.
busmess without our country.

Unless businesses compete and compete successfully, then no income
tax liability will accrue.

Mr. SLowxNs. Senator, if any-
Senator GonE. Excuse me; so what you are really saying is that

they shouldn't be taxed because it prevents them from building up
and retaining theirprofits.

Mr. SLOWINSKI. Not at all.
Senator GoE. Retaining their profits and building up their equi-

ties?
Mr. SLoWINSKI. Not at all, Senator.
I am saying that that U.S. company's foreign subsidiary ought to be

allowed to compete with that Belgian company at the 12-percent tax
rate if it makes a profit and then when the foreign subsidiary declares
that dividend to its stockholders "f it has U.S. corporate stock-
holders) they pay the 52-percent U.9. tax less a foreign tax credit.

Senator GoPu. You have leaped completely over the point.
Unless the foreign subsidiary competes and competes successfully,

there is no income tax liability, is there f
Mr. SLOwmKt. No tax liability for either the Belgian company or

the U.S. company.
Senator GORe,. Well let's talk now about the U.S. company; we are

not talking about the Belgian for the moment. You threw that in.
There is no tax liability on the U.S. corporation unless it earnsnet

profits as a result of successful competition?
Mr. SLwilSx. That is correct.
Senator GoRn. Then the application of the tax on the profits earned

from successful competition does not prevent the company from com-
peting and competing successfully.

Mr. SLOWISMK. Senator-
Senator Gomu. What is sought here is merely to require the payment

of a tax oil the profits earned from successful competition.
Mr. SLOwINSKr. Senator, at the end of the first year that Belgian

company, if it made a hundred dollars will pay $12 in Belgian tax
and have $88 to put back in inventory.

The U.S. company will have only $48 to put back into inventory
and will not last long as a trading competitor.

Senator GoPw. I understand.
So, you are saying once again, as so many have said, that the United

States shouldn't require its corporations doing business abroad to pay
taxes the same as U.S. corporations doing business at home on the
ground that the foreign sibsiditr w ill du,1d up its profits, build up
its assets, quicker if the United States decline# to levy a tax.
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Mr. SwOwNSi . Not at all.
Senator GonE. We can do the same things to a U.S. corporation in

Delaware, Tennessee, or Illinois.
Mr. SWwi SKi. Senator, I am not saying that at all. I am saying

the U.S. corporation which is going to pay that 52-percent U.S. tax
in addition to the 12-percent Belgian tax and perhaps it is going to
get a foreign tax credit when it pays this 52 percent at home and per-

aps not.
There is a tax in Belgium, for example, which is called taxe mobi-

li~re which, although it is an income tax, isn't creditable against the
U.S. 52-percent tax.

Senator GouE. All right.
Now, why are you saying that it would be bad public policy for the

U.S. corporation to pay the same taxes on its earnings abroad on an
annual basis as would be the case on its operations domestically.

Mr. SwwiNsia. I would be glad to give an example in answer to
that.

Senator Gone. Tell me why. Why are you saying that now ?
Mr. SLOwwNsu. Because the U.S. corporation has an obligation to

a its 52-percent corporate tax in the United States just as any other
U.S. corporation but it has that obligation when its subsidiary declares
those earnings and profits back to the U.S. parent. If it is a foreign
subsidiary of a U.S. corporation under the law, which has been the
law since 1918, a foreign corporation, a Belgian corportion a foreignsubsidiary, of a U.S. corporation, not resident in the-nfited States, not
engaged in trade or business in the United States, does not have its
earnings taxable in the United States until it declares those earnings
to its US. shareholders.

Senator GoPn. You mean under present law?
Mr. SwOnwsKi. Under present law, and it has been the law since

1918.
Senator Go.Rm. Let's come to the point.
Just what is the reason, then, that you say the U.S. corporation

should not be required to pay taxes annually on its profits earned
abroad the same as on its profits earned domestically.

Mr. SLOWINKs. This isn't a U.S. corporation, Senator. This is a
Belgian subsidiary of a U.S. corporation. This is a corporation incor-
porated under the laws of Belgium.

Senator Gone. Let's not shift gears quite so rapidly.
The point you were making, and which I was tryin to clarify, was

that the payment of this tax would prevent this.subsidiary from com-
peting successfully with its Belgian or other foreign corporate counter-
part?

Senator Gow. And the reason is the foreign subsidiary could not
accumulate capital as rapidly because part of is profits would be sub-
ject to taxation.

Mr. SLOWisii. And over a period, Senator, of 8 years, the foreign
corporation would be more than 100 percent ahead of the U.S. cor
poration.

Senator Gopw. I understand that is your point and that is what I
was trying to illustrate.

Therefore, there should be no taxes levied at all.
Mr. SLOwwNSw. I don't-, 01
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Senator Gona They would grow much faster.
Mr. SLOwNsIu. I don't think that follows Senator.
We should pay the tax; we should pay the tax as it is due in any

country in the world in which we operate.
Senator GomB Then I shall seek by this bill to make the due date

annually.
Mr. SLowInsK. Yes sir.
Senator Gom. And if it is good to permit capital formation by tax

deferment then we could have some bonanzas here at home, too.
Mr. SLOwx;sKr. Not if U.S. corporations are forced by competition

to withdraw from foreign markets shall we have a prosperous economy
here. We can't move to isolationism and still say we are a great
country.

Senator Gore, I have a little clipping here that appeared in the
financial page last night in reference to your comment yesterday about
the image of the great U.S. industry.

It appeared in last night's Star and it involved Fiat and Volks-
wagen now flightlng to become the largest automobile manufacturer
in Europe. It said Fiat intends to acquire 56 percent of Citroen, a
large French automobile manufacturer, and this will put Fiat in a
principal position because Citroen owns Simca, which is 25 percent
owned by Chrysler, United States.

So we, sir, are at the end of the line in terms of automobile produc-
tion in Europe when we should be at the front, at the head of the line.

Senator Goim. Well, if we continue the policies which you are advo-
cating we are going to be at the end of the line in a very difficult way,
in a number of instances.

What you have said is that a lower tax rate or deferral of tax lia-
bility results in a faster rate of growth.

Mr. SLOWI~NSXI. It results in paying off the debt for the building of
the plants, money which we have borrowed on the foreign market in
many cases.

Senator GonE. Well, doesn't that mean the same thing, faster rate
of economic growth?

Mr. SLoWINsKI. And U.S. private investment owned abroad. U.S.
companies own that investment, Senator.

Senator Gopu. Would you accommodate me with an affirmative or a
negative reply, if you can do so?

Mr. SLoWINSKI. Faster growth?
Senator Goie. Yes.
Mr. SLOWINSKI. Yes, sir.
Senator GoP_. All right.
Therefore, that is the reason, you say, that they cannot compete

successfully.
Mr. SLOWINSKI. If our competitors are growing quicky we must

grow at least as quickly; this was the tenor of yesterday's discussion.
Senator Gonuo. You make yourself perfectly plain and clear.
Of course, there is one other way of providing the capital for plant

expansion.
One is equity investment. I see no justification for giving tax de-

ferral purely on the grounds that such tax deferral would provide for
more rapid economic growth of U.S. corporate interests abroad-

Mr. S-LoWirvsKi. Senator, any-
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Senator GorE. Excuse m6 just a moment --when we apply a tax an-
nutally to U.S. corporate interests in the United States. This cotfes
to a point made by the Secretatyof the Treasury yesterday, that pres-
ent preferential tax treatment of income earned abroad provides an
incentive for aild a subsidy for more rapid growth of U.S. corporate
interests abroad than for investments in the United States.

Just why we should subsidize and encourfige development t abroad,
why we should penalize development in the United States, I do not
quite understand.

Ar. SLOWINSKI. Senator, any private investment abroad by U.S.
corporations has been made. with after-tax dollars. If $100 is earned
by a U.S. corporation, $52 is paid to the U.S. Government and only
the remaining $48 is available for investment.

The technique of many U.S. companies in order to give private U.S.
investment abroad a chance to compete has been to borrow foreign
funds on foreign markets and the 'U.S. corporation then owns the
equity in these investments which accounts for $2.65 billion being paid
back in dividends and profits to the U.S. shareholders in 1961.

Our balance of payments, our flow of gold has been in favor of U.S.
corporations doing this job. No one during the colloquy yesterday
mentioned that the balance of payments may be unfavorable because
of oitr large foreign aid program. No one mentioned this. But per-
haps this is true.

Senator GonE. Of course, it is true.
Mr. SLOWlNsxr. U.S. corporations and their subsidiaries have been

earning money abroad and have been sending it home as dividends.
Senator GonE. We will come to that a little bit later if we may.
You have shifted gears into a different point.
You said that we were coming out at the little end of the line, or

some such expression. Let me give you a few statistics to show how
this is already happening.

I cite an article in the U.S. News & World Report of January 1,
1962, which reports on a study of 75 firms with substantial foreign
sales.

In 1950, 36 percent of sales made abroad by these firms consisted of
products produced in their foreign plants.

In 1955, this foreign produced component of their foreign sales was
56 percent.. In 1960,68 percent.

Now, in this connection I would like to ask you-
Senator ICzitn. Would the Senator make a premise there, I am

very interested in his question.
Is thepercentage of sales he refers to which were made in foreign

areas or in the domestic market hereI
Senator Gom. In foreign plants owned by these U.S: companies.
Senator Ksnn. I see.
Senator GOR . As a percentage of these companies' foreign sales.
You referred in your testimony earlier to a Brazilian subsidiary of

a U.S. Corporation which purchased goods in Argentina.
Mr. SLOWmSKi. Yes, sir.
Senator GonE. And sold in Panama.
Mr. SLOwNsm. Chile.
Senator Gom. Chile ?
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Mr. SLOWINSKI. Chile.
Senator GORE. You called that a U.S. business abroad.
Mr. SLOWINSKI. I call that Brazilian business abroad, Senator.

But because a U.S. corporation owned more than 50 percent of the
stock of that Brazilian company all of that income is foreign base
company income taxable at 52 percent in the United States under
section 13 of this bill.

Senator Gonm. You don't think that should be taxable in the United
States?

Mr. SLOWVINSKI. I think it should be taxable at 52 percent in the
United States when the Brazilian subsidiary declares a dividend up
to its U.S. parent, less the credit for Brazilian taxes paid by that
Brazilian company.

Senator GoiR. I agree with you in one respect; a Western Hemis-
phere corporation has no particular merit.

Mr. SLOWINSKI. I didn't say that, Senator.
Senv I ,r Gon. This is-
Mr. SLOWINSK. This is not a Western Hemisphere trade corpora-

tion, Senator, it is a Brazilian company.
Senator GonE. OK. We won't go into that.
My question is do you think t[e U.S. Government has a right, as

you said the United States has a right, to look through the fictitious
corporation in Lichtenstein?

Mr. SLOWINSK. Yes, sir.
Senator GonE. To reach the interests of U.S. citizens and taxpayers?
Mr. SLOWISIC. Yes, sir.
Senator Gout. In this corporation in Brazil?
Mr. SLOWINSKI. Sir?
Senator Gonn. You said yes, twice.
Mr. SLOWINSKI. J said United States has a right to look into a fie-

titious corporation in Lichtenstein to reach the interests of U.S. citi-
zens or corporations there.

Senator onE. Yes.
Mr. SLOWINSKI. How we included Brazil escapes me, that is all.
Senator GolE. Well, do you think the United States has the same

right to reach the interests of U.S. citizens with respect to the Brazilian
subsidiary?

Mr. SLOWINSKI. Yes, sir.
Senator Goun. Then in the national interest it has a right to levy

a tax either annually or as the profits are repatriated from this sub-
sidiary?

Mr. SLOWINSKI. Senator, you and I agree but only if the profits
are repatriated.

Senator GO=E. It is not a question of right then, it is a question of
policy.

Mr. SLOWINSKI. We are just talking about deferral in developed
and less developed areas of the world and this is a good policy, we
believe.

Senator Goxt. Then, to repeat my question: You take the position
that it is i question of policy, not a question of right? .

Mr. SLowIsNiS. I am saying our law has been this way since 1918
and if the United States chooses to change section 11 of our law
rather than put in new sections 951 through 958 in terms of foreign
base company income, that this would be preferable.

82100--62-pt. 2---8
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Senator GonE. Well, we understand each other.
Earlier you made a point in an exchange with the Senator fromKentucky 'with respect to the outflow and the inflow of funds. [

really don't, wish to engage in collbquy on that because I thought
the Secretary of the Treasury. answered that very well yesterday in
saying that the return from investment, cumulative investment, of
many years is not to be equated with the capital outflow of 1 year.

Mr. SIA)WmNSKr. Senator, the flgmres I read this morning for 1960
or 1961 can stand on their own feet on a 1-year basis, and they are
entirely favorable.

But we must realize-
Sen ator GORH. What I was suggesting to you was that the inflow

which you cited in 1961 was an inflow from the cumulative invest.-
ment throughout the history of the United States, and you compare
that witi Ole outflow of capital for investment of 1 year, butte

Secretary of the Treasury made that point better than can.
Mr. SL.owINsKi. The outflow, Senator, is also from foreign invest-

ments in the Inited States by foreign investors here since the history
of the Tilitod States.

The outflow, for example, would include dividends paid by Under-
wood to Olivetti in Italy. You see the outflow also includes foreign
investmients ill the l nited States.

Senator (}OiE. As I say, the Secretary of the Treasury covered that
point yesterday and I will leave you and him to argue that point.

I did want to break down our'statistics a bit differently, that is as
between capital sent, to W estern E~urope on the one hand, and capital
sent to other parts of the world, on the other.

Likewise, the dividends remitted from' Western Europe and from
other areas.

Now, the figure for 1960 was that the capital sent from the United
States to Europe was $607 million. Dividends remitted-these fig-
ures are for manufacturing subsidiaries

M,'. SLOWlNSlCT. Yes.
Senator (4or.. I)ividends remitted $241 million.
M'!. SLOWINSKI. Senator, I just-
Senator (Tor,. And the Treasury recommendation, understand I

am not in full agreement. I think we should require annual taxes
on earnings in all Countries, all foreign countries.

You understand the Treasury, and the Administration, recom-
mends the repeal of the deferral privilege on earnings in developed
('0lnt 'ies.

Mr. SJOWINsKI. Yes, sir.
Senator (int:. 1 am speaking here now of the developed areas, I

am speaking now of the effect of the recommendation of the Treasury
Department with respect to Western Europe, manufacturing interest
of T.S. corporations.

fn 1960, $607 million went from here there; $241 million, came
from there here. But the figtirems you gave us were worldwide.

Ml. SIowvirNSi. Senator, I just returned from Western Europe
last. week.

senator Gonr.. Were you acqtuainted with these figures?
Mf r. SIoWINAKt. Yes, sir, the money invested in Western Europe

in 1961) is in bricks and mortal' just going into operation. You don't
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-'eturn, profits on bricks and mortar in a year, You, may not do it;
in 3 years but 1 invite ou through Belgium and the Netherlands
where this money has been invested to see these plants noV yet'
completed.

Senator Goiw. 1 have been there, too, and if we continue to subsi-
dize the movement of U.S. industry there, we are really going to be
on the little end of the rope and that is what you advocate here.

Mr. SLOWINSm. This is also advocated, Senator, in R.R. 9900, the
trade bill, which says let's break the barrier so we c.n all do business
as one group.

Senator (oim. Don't confuse that. This can't be equated with fred
trade or an interference with free trade.

This is a negative obstacle to free trade the same as the tariff is a
positive obstacle to free trade. If you are to have an even flow of com-
merce you must remove the subsidy as well as the obstacle.

Thank you, Mr. Chairman.
The CHAIRMAN. Senator Gore, are you thiMMUhI
Senator OonE. Yes, sir.
The CHAIRMAN. Senator Ha
Senator HAwRxE. It me a one question.
As I understand basical what you are say'ig about investme ts

overseas, the problem of i vestments inust be hiid a fn area who
there is at least a poten a] market, i 'tlhat tr e?

Mr. SLowxs i. Ye?, sir. .
Senator HARTRE. other words no Lompan'yeiter Ad , erican

company or a forei company, s-go ngje investment nless
they ultimately fee here is some way to ,NpKI-iIda p lt.

Mr. SLowrNSKxi. es, sir. / \Senator HARTLE. And as remark concerning ,thl auto 0bile
industry in Weste Europe md ce ! q gip to hAvethe om-
mon Market arran ment th e is go i to be- a oit type 6f com-
petition between, le .s say the various ianufact ro )ike the French
or the Germans or t he Italian , wha v they for, aTt, or *bat-
ever automobile it i.

Mr. SLOwINsHI. Siator, for"accuracy s sa, may Z insert into the
record, Mr. Chairman the actual articl.wliic appe red in the last
night's Star? Ilows:)The CHA iq. Wi th b * bieto.-. -"/

(The clipping referred follows) .
Italy's Flat Is girding for a fig with Volkswaigen.
Word comes that Flat, ambitious be the strongest of all Eurfi 's auto

makers when the Common Market tart appear, Is negotlatln l 56 pergeua
of the Freneh (Iltroeti stonk.

This could mean it merger niade further attractive by the fact that CW#ei/
has control of Slmea, which, In turn. Is 25 percent Chrysler-owned. •

Senator HAwrKx. Ultimately so far as the people in the Commoit
Market area 'Are concerned just take as an example a rather modern
community of purchasing ability, unless they have the purchasing
ability it doesn't make much difference how nuch we can produce or
how much they can-produce, isn't that true V

Mr. SLOWINSI. Yes, sir.
Senator HARTHE. in this area. if these people are successful, either

by the tariff or by any other means in preventing any outside invest-
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mont of capital, then ultimately they may be able to provide the capital
themselves for the investment so that they can produce the item which
can be purchased in a country, and, therefore, they will obtain what-
ever profit there is to be made, which in turn will provide the nest
egg. As an example, if you want to call it, the nest egg, for future
investment into other items.

Mr. SLOiWzvsKI. That is correct, sir.
Senator HARTKE. Let me ask you this: As I understand the ap-

proach made by the Senator from Tennessee, his statement was that,
and his thesis is that, le wants to provide the method of retaining
the capital investment in the United States rather than to ship it
overseas or have it taxed to such an extent as to create an equality of
manufacturing in the United States as would occur overseas.

Senator GORE. Would the Senator let me state it in my words?
I seek to place U.S. tax policy in a position of neutrality. I do not

wish to penalize foreigpn investment. I wish to remove the tax incen-
tive for. foreign investment. I do not wish to penalize investment in
the United States by continuing the subsidy for foreign investment
now in present law.

Therefore, to restate, I wish to place U.S. tax law in a position of
neutrality with respect to international investment and commerce.

Senator HARTRE. I am willing to adopt the doctrine of neutrality
for the moment.

Assuming, therefore, though that this occurred, the implication at
the end of the line statement, the implication as I understood it was
that the United States would ultimately end up in position where
all of our people were going to be investing overseas under the so-
called preferential treatment they are receiving today and would not
invest in the United States.

Isn't this the potential implication of this type of reasoning?
Mr. SLOWINSKI. Yes, sir.
Senator HARTKE. And the net result means then that what we are

saying in effect is that we are not capable of producing the type of
investment incentive inside the United States in order to hold our
own business at the present level.

Isn't that true?
Mr. SLOWINSKI. Yes, sir.
Senator HARTKE. And yet we know as a practical matter-
Senator Gotu. Will theSenfttor yield?
Senator HAMK.. Yes, sir.
Senator GonE. It is not a question of incapacity to do it.
Senator HARTKE. I grant you this. This assumption makes that

final deduction.
Senator GonE. No, I don't assume any incapacity. We can repeal

the income tax in the United States. We can cut it. Many people
advocate that.

In fact, we could give deferral of domestic tax liability. That is
constitutional. This is what is done for foreign investment. So, I
respectfully suggest, I assume no incapacity of the U.S. Congress to
do it. I don't tlink that our fiscal position will permit us to do it.

Senator HARTKE. T am talking about the assumption-
Senator GoRE. So was I.
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Senator HARTK. But the assumption leads to this discussion and

ultimately if this assumption is pursued to its ultimate end which
I hope no one would do, what we in effect would be doing would be to
retrench all American capital to make all investment inside the United
States and never go beyond the legal'border of our country, isn't that
the effect of it if carried to the ultimate ?

Mr. SIOWINsKi. Yes, sir.
Senator HARTKB. And, therefore, we would leave to those coun-

tries-
Senator GoRm. Which assumption are you talking about ? I didn't

indulge in an assumption.
Senator HARTKE. I did.
Senator GoRE. Good. That is yours, not mine.
Senator HATKE. For the sake of the record and my dear friend

from Tennessee, let me adopt all assumptions as my own.
Senator GoRE. Good.
Senator lARTKE. Because basically, does it make an differencewhat we try to do, there is no us g o se obi es to camel

riders.
Mr. SLOWINSKI. Yes, si'
Senator HAETKE. Ai so there is an ite which basical comes

back to the fact, that 'Investments of fund wi to an area here
a market potentially exists. If a going to b strictivelax
measures inside t e United tes, ate an atm here which S
going to be more estrictiv. of our o$n capital tt n it is of forei
capital, the fore gn capital,-wi fin and ii'wll acquire
these markets, id we will ultimate th ositon of de-
pending solely pon our economic 4fres6 and urfuturA and our
entire economi growth on the I to ere4t' the purchasing,power solely wi lhinf the Enite taes i. . )

Mr. StowiNs k. Yes, s'.> .
Senator HA HTK. So his do*Pt come lycl :t a matter of just

alone of trying to create doctie f equality. oWtbis comes back/
to a question o-f hether o ni. theel'ofi eltment'itBto whether/
or not the Unite States ii illing to p e sorie type of incentive
or whoever term ou want to use "Wncurage not alone the ft
potential investine of Americ, capital into Amnricaobusiness ut
also to acquire our ay of life, our iniestmeit.4nd our dqhars
tono into these forei arkets.

Mr. SLOwINSKI. eS, . o
Senator HARTKE. Becau th ay becSenior H T-- E.]3e'~tU f we don't fill that, void) t4e -a co

nomic development indicates t other countries wil.."
Mr. SLOWNSK. Yes sir -
Senator HiAWrKE. I didn't know I was going to get such a era-

tive witness.
Let mae come back to another question, that is all I have on that mat-

ter, and I want no assumption for the Senator from Tennessee.
In regard to the matter of the question of deduction for attempts to

influence legislation, the so-called lobbying aspects, I want, to thank
my distinguished witness for referring to my bill. V

Let me-ask you as a matter of practical application, isn't there a very.
difficult interpretative question involved so far as the law written in
the Hous'ci concerned ?
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Mr. SLOWINSKI. Yes, Senator, there is.
Senator HAIrrKE. Explain that for me.
Mr. SLOWiNSKi. If, lor example, a group such as the Chamber of

Commerce of the United States were to-be restricted to discuss with its
members only matters in which it, as a trade association had a direct
interest it would not, for example, discuss with its members this tax
bill, this overall tax bill except insofar as section 4 is concerned.

We do not think that the associations which follow us as witnesses
over the next 5 weeks should be restricted in their activities because our
entire objection is to bring to you a full and fair consideration of your
tax legislation in areas in which we may not have a direct interest.

Senator HARTKE. Because ultimately not alone is the effect going to
be indirectly upon you in relation to the overall tax policy, but ulti-
mately assuming that you people are interested in the future of our
country, the future of the country is involved.

Mr. SgLowINsKt. Yes, sir.
Senator IIARTKE. And I don't want to ascribe to any particular

grup or trade association, or lobbying group, that they are going to
destroy its economic growth by their activity.

On the other hand, we all recognize being in legislative groups, that
they do present their favorable side of the story; and we take it all
sometimes with a grain of salt, is that right ?

Mr. SWINsKI. And as frequently his side when we find two oppos-
ing groups we both object to the type of legislation which is being
proposed and are submitting their views, that sometimes we find out
we didn't satisfy either, we figure we have done a pretty good job in
this regard.

Senator HARKE. Let me ask you in regard to the public itself, ac-
cording to the House bill, is it your understanding that there would
be no permission for deduction for the so-called expression through
any means of advertisements such as newspapers, radio, television, or
even direct mail to inform the public on the matters of a legislative
nature?

Mr. SLOwwnsKI. Yes, sir.
Senator HA~RKE. Even though they might be only indirectly affect-

ing the business concerned?
Mr. SLoIwsKT. That is correct, Senator.
Senator HIARTxE. Doesn't this assume that the information-let me

correct that before I get into another assumption which might be
wrong.

Even though the nature of the information which might be sub-
mitted to the people, or the public at large, might be bypassed in favor
of the organization which is submitting it,< as long as it is properly
identified, couldn't we assume the Americati people have the intel-
ligence to make the distinction between recogpizing the facts which
they present and bringing those separate fr-6m the opinions which
they present ?

Mr. SwwiwsKI. They have in the past, Senator.
Senator HAWxE. And this thing, frankly, as far as the chamber of

commerce is concerned and many of your activities could permit ad-
vertisements which might ive information to the public which ulti-
mately would formulate public opinion, which is to be reflected in the
Congress or in any legislative body, as a net result of which it might
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have a detrimental effect.upon you as well as a positive effect upon the
chamber?

Mr. SLOWNSKI. We think groups such as this should have the right
to inform the public on legislation or on referendums.

Senator HkwrKE. Under the present bill this is not possible, isn't
that trueI

Mr. SLOWiNSKi. Yes, sir.
Senator HAITK. Let's take in the case of bond issues in local

communities.
What would be the effect of this type of legislation in regard to a

bond issue for public improvement?
Mr. SLoWINSKI. If one were not a corporation, which was about to

pay a portion of the expense of the bond issue, or one were not an It
dividual who was about to pay a portion of the expenses of the bond
issue, ono probably couldn't participate under the provisions of the
House bill because he didn't have a direct interest.

Senator HARTKE. And the net result would be that these advertising
campaigns which frequently are required in order to stir up public
opinion to take-positive action to do things which frequently the bond
issue seeks to do, would probably fail.

Mr. SLowrwsKI. Or that the wealthier groups which were not
worried about tax deductibility would have the privilege of participat-
ing while the other groups would not.

Senator HA.rriK. That is all I have, sir.
The CHAM AN. Thank you very much, Mr. Slowinski.
All the committee may not agree with what you have said but I

want to say this, you have shown to my mind, a very remarkable
knowledge of the tax laws. I note with some interest that you are a
lecturer at the University of Virginia Law School.

Mr. SLOWINSKI. Yes, Mr. Chairman.
The CHAMMAN. So the committee will now recess until 2:30 p.m.
Whereupon at 12:20 p.m., the committee was recessed to reconvene

at 2: 30 p.m., the same day.)

AFTERNOON SESSION

The CHAIRMAN. The committee will come to order.
We have sent for some of the other Senators, and I hope they will

respond.
The first witness is Mr. Harold H. Scaff, National Association of

Manufacturers. Take a seat, sir. I am sorry we have not got more
Senators here, but I think they will come in very shortly.

STATEMENT OF HAROLD H. SCAFF, OHA AN, TAX COMMITTEE,
NATIONAL ASSOCIATION OF MX UFACTURERS; ACCOMPANIED
BY 101N C. DAVIDSON, VICE PTmESIDENT IN, CHARGE Or GOV-
E E FINANCE DIVISION, NATIONAL ASSOCIATION OP
MANUFACTURER

Mr. SCAFF. My name is Harold H. Scaff. I am vice president of
Ebasco Services Inc., New York, N.Y. My presentation is in behalf
of the National Association of Manufacturers as chairman of its
taxation committee.
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I have with me Mr. John C. Davidson who is a vice president in
charge of the government finance division of the association.

The National Association of Manufacturers is a voluntary organiza-
tion with approximately 17,000 members. Four out of five of our
members are small business concerns. In fact, about 28 percent of
NAM members have 50 or less employees, about 46 percent employ
100 or less and about 83 percent have 500 or fewer employees.

We appreciate the opportunity to appear in these hearings. Not
only the National Association of Manufacturers but also many other
groups and individuals are convinced of the necessity in the national
interest for easing the impact of the tax structure on capital forma-
tion and economic growth. We, of the NAM, do not believe that
H.R. 10650 would be a constructive move in this direction. Thus, we
are opposed to its enactment.

GENERAL OBSERVATIONS

This bill, H.R. 10050, brings to a head the two great domestic prob-
lems of our times. One is the combination of Federal spending and
taxing policies. The other is inadequate growth in our private econ-
omy. The former is the primary cause of the latter. If .R. 10650 is
enacted, it will compound these problems making their solution more
difficult hereafter. It is important therefore, that this pending legis-
lation be considered in the light oi alternative fiscal and tax policies.

More specifically H.R. 10650 should not be enacted because it would
provide a green light for continued upsweep in Federal spending, and
a red light against greater and more sustained growth in the private
economy. In order to make these points clear, it is necessary to review
the course of thinking on fiscal policy over recent years.

STOCKTAKING ON TAX POLICY

In the mid-1950's, some serious stocktaking began on the relation
of tax policy to economic growth. Until that time, various factors had
combined to provide a fairly satisfactory growth record in the post-
war years. Signs were developing, however, that a slowdown was
inevitable in the absence of much more growth capital than could be
accumulated under the existing tax philosophy and structure. The
inadequate record of growth in succeeding years has validated this
early thinking. As a result, there is now broad recognition that the
most serious block to long-range, high-level economic growth is a tax
structure which is anticapital formation in basic design.

In the intervening years, a competing for e has gotten much of the
spotlight which should have been centered on the need for enactment
of. a program which would have released the tax brakes on capital
formation and economic growth.

SO-CALLED LOOPHOLE CLOSING AND BASE BROADENING

The competing force is the so-called loophole-calling movement.
This movement, in basic design, was and continues to -be aimed at
creating the false impression that upper income taxpay ers, and busi-
ness, escape their fair share of the tax burden, thus placing an unfair
share on avearge and lower incothe taxpayers. Tls impression does
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not accord with the facts as related to the total of exemptions, deduc-
tions, credits and exclusions in the tax law, which provides greater
protection from payment of tax in the lower than in the higher racmelevels.

The loophole-calling movement received a nonideological covering
by its identification with the theoretic concept of base broadening as
the means of achieving lower tax rates. This concept does not con-
template any significant reduction in actual tax burdens. Hence,
base broadening would have the result of releasing the tax brakes on
economic progress only as the reshuffling of tax liabilities released
capital from taxation. To do this, it would be necessary to shift actual
tax burdens measured by effective tax rates, from higher income
groups and business, to lower income groups. If the opposite result
were achieved; that is, an increase of effective tax rates on higher
income groups and business, there would be reduction in the rate of
capital formation, and hence even a lower rate of economic growth
with more unemployment and lower Government revenues.

If the proponents of so-called loophole closing, or base broaden-
ing, do intend by this approach to effect a significant shifting of actual
tax burdens down the income line, then they should say so. This
would provide taxpayers generally with a new reason for taking a
fresh look at fiscal policy.

However, if these proponents should not contemplate a significant
shift of actual tax 'burdens down the income line, then they should
forthrightly state that reshuffling of tax liabilities will not make ma-
terial contributions to economic growth, instead of claiming the con-
trary. Such forthrightness also would provide the base for a fresh
look at the need for spending reduction and control to permit release
of tax blocks to economic progress.

A rationalization for so-called loophole closing, or base broaden-
ing, has been that Federal spending cannot be controlled; hence there
is no possibility for substantial net tax reduction. This, in turn,
gives greater plausibility to the base-broadening movement. One
idea feeds the other, and both combine to defeat the public interest.
. Starting with the coincidence of sputniks and a new recession, in

the fall of 1957, the soft attitude in regard to public spending was
made to appear more realistic by a new academic and political thrust
re the assertd benefits to be derived from blowing up the so-called
public sector of the economy. This approach has been carried so far
as to assert that greater growth in the total economy is primarily
dependent upon greater spending in the public sector.

To the present, efforts have been in vain to achieve Government
policy recognition of the fact that the public sector is dependent on
the private sector of the economy-mthat, while capital-destroying tax
rates are in effect, greater growth in the public sector is at the expense
of growth in the private sector. In helping to prevent such policy
recognition, the so-called loophole-closing or base-broadening move.
ment has been a disservice to the public welfare, including our na-
tional position of strength and prestige in the world. It has been
particularly harmful to the segments of the Americai public de-
pendent for good employment opportunities on greater capital for-
mation and more rapid economic growth. These segments include
the unemployed, the underemploed, and the new high school aid
college graduates.
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GOVERNMENT FISCAL POLICY CAUSES LAG IN ECONOMIC GROWTIU

Recently a new study has become available which provides quanti-
tative documentation for the fact that Government fiscal, policies are
the essential cause of our poor growth performance. This is a study
by Dr. Simon Kuznets of the National Bureau of Economic Re-
search.'

Dr. Kuznets points out, as have many others, that the growth of
scientific knowledge and technological skill is, of course, important to
improvement of our economic productivity.

However, he goes on to say:
One persistent bottleneck in the use of knowledge in economic production has

been the scarcity of the resources for the production of capital goods needed for
the application of new knowledge.

Dr. Kuznets demonstrates that over the past century gross capital
formation-the part of current production diverted for use in pro-
ducing future goods or income-has been a constant or slightly declin-
ing percentage of gross national product. However, the replacement
requirement has been rising so steeply that net capital formation has
been a drastically decining fraction of net national product. The drop
(in contract prices) was from 14.6 percent in 1869-88 to 7 percent in
1946-55.

In seeking an explanation for this drop, Dr. Kuznets dismisses the
theory that it is due to a decline in investment opportunities. After
a long analysis of this claim he concludes:

The alternative approach, which emphasizes the supply of savings, seems more
plausible and more fruitful as an analytical lead.

Dr. Kuznets makes clear that Federal spending and tax policies, by
draining away funds which otherwise could be saved for use in the
private economy, were the principal cause of inadequate capital for-
mation. He notes that the problem may not be so much the quantita-
tive weight of the Government sector as it is the distribution of the
tax burden in supporting the weight.

The spending and uneconomic taxing policies of the Federal Gov-
ernment not only are the cause of the inadequate rate of economic
growth; they compound this cause whenever the Government inaug-
urates new spending programs essentially designed to cope with the
problems created by the total of the earlier ones.

TT.R. 10650

Perhaps the best description of this bill is that it is a "many splin-
tered thing." But, as everyone knows, the splintering is a purposeful
means to readily identifiable objectives. The overall objective is to
establish a precedent for tax manipfllation and direction of our eco-
nomic and social institutions. There is an Implication here of tax
solutions of nontax problems which is a contradiction of the nature
of taxation. Taxes cause problems but do not solve them. When we
abandon the basic principle that the purpose of taxation is to raise
revenue, we do not just enter into a sea which has not been heretofore

' "Capital in the American Economy," by Simon Kusnets and Elizabeth Jenks, Princeton:
Press, 1981.
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charted. It is a sea which defies charting, heretofore or hereafter. I
could think of no more treacherous waters than tax policy subject to
change in purpose and direction by the whims and predilections of
Government planners, from administration to administration.

In attempting to resolve nontax problems through tax manipula-
tion three areas of H.R. 10650 are particularly meaningful.

First, the proposed tax credit for investment is designed to intro-
duce the subsidy principle into the tax law. It is well known that
there is no instrument of government which has more insidious effect
on the independence and freedom of action of affected parties than
a subsidy. Those who are subsidized inevitably become more depend-
ent on and subject to the control of government.

Second, the bill would withdraw the protection of business judge-
ment afforded by the "ordinary and necessary" rule of expense deduc-
tion which has been embodied in the income tax law since its incep-
tion. It has been said that the application of this rule always has
been a matter of "legislative grace, and that no protection for it is
found in constitutional law. Nevertheless, it is the rule which says,
in effect, that business shall pay income tax only on its net income or
earnings. If the rule is abandoned in one area of business expense,
the way obviously will be open for its abandonment in others.

Until the current attach on the "ordinary and necessary" rule, busi-
ness had always taken comfort in the belief that the Congress in itswisdom tnd judgment would'never intentionally legislate an abridg-
ment of the rule in its application to otherwise lawful business ex-penditures. If the basis for this belief is destroyed the result will be
a new element of psychology in regard to business forward planning.

Third, in its application to unrepatriated income of foreign corpora.
tions, the bill would alter basic tax principles in regard to payment
of tax only on realized income.. Such objectives raise broad philosophic questions which seemingly
-should not be resolved in tax legislation that, on net balance, has little
to commend it on-other grounds. If we are to change the basic nature
of our American institutions, then we should debate and decide the
issues on broad philosophic terms first, not move toward such objec-
tives through the details of tax legislation promoted on other grounds.

I will now proceed to specific comments in regard to provisions-of
the legislation before you.,

SECTION 2--CREDIT FOR INVESTMENT IN CERTAIN DEPRECIABLE PROPE

The proposed credit is a means for providing varying degrees of
relief for some taxpayers but not for others. It is not, in form or sub-
stance a part of, or in substitution for, or in, addition to, or a com-
panion of, depreciation reform. It would simply provide reduction
in effective tax rates for taxpayers Who use their income,.oi other
funds as the Government thifiks is best for the economy at a p4itic,-
ular time. I

There has been a tendency to promote and discuss the investmenttax
credit apart from the price which it would exact in terms ot 6fhfir
charges in the tax law. Even without the exaction 6f such a Or! ,
we would oppose the credit for the reasons set forth in the ,appendi
attached hereto. Very simply, we believe that tat reduction ,shbid

/
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be afforded by direct means. We would take this position even if, in
our opinion, all of the other provisions of H.R. 10650 constituted sound
tax policy.

Consistently, we would not favor legislation of the character of H.R.
10650, even if the tax reduction feature were of the kind to which we
subscribe. Despite any seem.:Lg temporary advantage, we do not
believe that the reshuffling approach offers significant promise for the
reduction of the tax burden on capital accumulation and use. Instead,
as I have indicated we look upon it as providing a green light for
more Federal spending, which would aend to perpetuate or even in-
crease the restraint of taxation on capital formation and economic
progress. This is why we say that HR. 10650 would provide a red
ight against adequate growth in the private economy. We believe

that the whole approach reflected in H.R. 10650 shoulbe abandoned
and that instead the Government should turn to an alternative pro-
gram of releasing the tax blocks to economic gTowth, combined with
reduction and control of the spending level.

SECTON 3-xPENSES, ET CENTER, WITH RESPECr TO LEGISLATION

This section deals with the deduction of expenses in connection with
the expression of business viewpoints on legislative matters, at all
legislative levels. Such expressions are necessary to assure that laws
do not impede or restrain the effective functioning of our private en-
terprise system. Consistently, expenses in connection with ruch ex-
pressions are "ordinary and necessary," and there is no statutory
prohibition to the contrary. The present situation has been created
by an interplay of administrative regulations, and court decisions,
resulting from a failure of explicit statutory language on the subject.

The section as drafted, however, would draw a line through such
expenses. It would permit generally the deduction of those which
involve expressions directly communicated to legislative bodies, or
members thereof. But it would deny deductions where expressions
are designed to influence the general public, or segments thereof, in
regard to legislative matters.

We appreciate the recognition which the Ways and Means Com-
mittee, on two op casions, and now the full House of Representatives,
has given to this problem, but the provisions in H.R. 10650 do not
come to grips with the full scope of the problem. To achieve an
adequate resolution of the issue we urge consideration by this com-
mittee of the bill, S. 467, jointly sponsored by Senators Kerr and
Hartke.

This bill would provide a comprehensive-aind equitable remedy by
perniitting the deductibility of legislative expenditures to the extent
they w0ull qualify as "ordinary and necessary" business expenses
related to the business of the taxpayer and reasonable in amount.
Clearly, the limitatibs indicated, as well as the discretionary au-
thority left to the Internal Revenue Service, would provide adequate
safeguards against possible abuse.

In light o the seriousness with which we view this problem, we pro-
pose to file a more extended statement of our views for inclusion
in the record of these hearings.
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SYEIION 4-DISALLOWANCE OF CERTAIN ENTERTAINMENT, ET OBTERA,

EXPENSES

As stated earlier, the effect of this section would be to withdraw
the protection of business judgment afforded by the "ordinary and
necessary" rule of expense deduction.

In some respects, the new rules would be completely arbitrary, sub-
stituting statutory for business judgment as to what is an "ordinary
and necessary" business expense. In other respects, the new rules
would delegate to the Revenue Service arbitrary power to substitute
its judgment for business judgment as to what constitutes "ordinary
and necessary" business expenses.

Section 4 provides that no deduction is to be allowed for any expense
with respect to an activity which is of a type generally considered to
constitute entertainment, amusement or recreation, except to the
extent that the taxpayer establishes that the expense was directly
related to the active conduct of his trade or business. The Ways and
Means Committee report states that objective standards will be ap-
plied, first as to what constitutes such an activity and, second, whether
the purpose of expenditure is directly related to the active conduct
of a trade or business.

These are fair-sounding words, but they run counter to experience.
The Supreme Court and many lower courts have confirmed this ex-
perience in recognizing the impossibility of formulating specific And
precise guidelines in thiis area without subordinating business Judg-
ment to Government fiat, as stated by Justice Cardozo in Weoh v.
Helvering:

One struggles in vain for any verbal formula that will supply a ready touch-
stone. The standard set up by the statute is not a rule of law; it is rather a
way of life. Life in all of its fullness must supply the answer to the riddle.
(290 U.S. 111 (1933).)

The fact that specific guidelines will inevitably produce an arbi-
trary result, denying to some taxpayers the deduction of expenses
which reflect the best of business judginent, is underlined by the repet-
itive process of proposal, review, and rejection of various formulas in
the course of the Ways and Means Committee's considerations of the
administration's recommendations. It may be taken for granted that
close study of the provisions of section 4 as now drafted will show
that their application will inevitably produce arbitrary and capricious
results.

Specifically, under the first test, any activity which is not directly
related to the conduct of a partidular bginess seems to fall in the en-
tortalninent-type area, which includes almusement and recreation.
Under the second test, expenditures for such type activities will not
be deductible if the value to the business is collateral rather than di-
rect. On .page A29 of the Ways and Means Committee report a pir-
ticularly llluminuating example of this type of situation is given, as
follows:

Another example of the role played by the taxpayer's business in determining
the type of an activity would be in connection with a fashion show. If the tax-
payer conducting the fashion show is themitnlufadthirer of the dresses shown and
the viewers are a group of store buyers, the show generally would not be con-
sidered to constitute entertainment, because the fashion show is, for a dress
manufacturer, a method for introducing his product to the market. However,
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if the taxpayer conducting the fashion show is an appliance distributor and tb
viewers are the retailers and their wives, the fashion show generally would b
considered to constitute entertainment.

This illustration conjures the situation of a businessman consider
ing two alternate promotion pInns to increase his sales by a total ol
say, $1 million. One plan calls for an expenditure of, say, $50,000 fo
local newspaper advertising. The other is an expenditure of $25,001
for putting on local entertainment-type promotions which his dealer,
argue might get equal or better results. The law would say that thi
latter is not a deductible expense.

The intention as indicated elsewhere in the committee's report, is to
prohibit deduction where the value of an entertainment-type activit
to the taxpayer is of an advertising or promotional nature. In effect
the bill, as interpreted by the report and illustrated, says: It matter
not the value to the taxpayer's trade or business of the activity-il
there is any fun or pleasure in connection with it, it won't be de
ductible.

It would seem that any legislation in this area necessarily would g
-further than preventing abuses in regard to entertainment and othei
business expenses. It inevitably woild restrict or disallow such ex.
penses, in cases in which there could be no question as to the good.
haith application of business judgment. In such cases, the taxpayer
either would be inhibited from following his judgment or penalized
to the extent of the applicable tax rate if he nevertheless incurred the
affected expenditures.

The "ordinary and necessary" rule for determining deductibility ol
business expenses harmonizes tax law with business practices and
accounting. It is an indispensable part of the computation of tax or
net income. Restrictions of the rule, regardless of the formulas used,
would require payment of tax on something in excess of true income.
This would be economic confiscation, regardless of whether the courts
would find it legal confiscation. In harassing, penalizing and con-
flscatinhg income of the innocent, the proposals in this area make a
sharp break from American traditions of fairness and justice.

Any legislation in this area will complicate rather than simplify the
tax law, and compound rather than ease the problems of tax adminis-
tration including audit.

To the extent that such legislative restrictions would prevent or in-
hibit business expenditures which otherwise would be made, there
would be an adverse effect on total business activity and hence on
Federal revenues.

To the extent that they deny deduction of actual business expense,
they would have a comparable effect on business profits and capital
supply. By and large, it may be assumed tht the $125 million reve-
nue effect estimated by the Treasury for these provisions would be
reflected in comparable reduction in business net income.

We will file a more extended statement of our view on this subject
in the record of these hearings.

SEOTON 8----MUTUAL SAVINGS BANKS, ETC.-SECTON 1 7-TAX TRFTMENT
OF COOPERATIVES AND PATRONS

The NAM has long and strongly advocated equal taxation of com-
peting enterprises, regardless of the form of doing business.
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MUTUALS

The provisions of section 8 in regard to mutual savings banks and
saving and loan associations fall short of full and equal taxation. The
bill provides alternate methods for taxing these institutions, one of
which would require payment of tax on only 55 percent of operating
income, as compared with tax payment by commercial banks on about
80 percent of operating income.

COOPEBATIVES

In terms of competitive economics there is no reason why the tax
burden on cooperative income should be less than that on regular
corporations.

At a minimum the earnings of cooperatives should be taxed once
either to the cooperative corporation if it retains the use and bene-
ficial enjoyment of the income for growth or to the patron if the
earnings are distributed in cash so that the patron may exercise full
dominion and control thereover at the time received.

Section 19 imposes withholding on patronage dividends, and section
17 attempts to impose a single tax on co-op income by providing fora deduction on patronage dividends even if paid in so-called scrip,
provided (1) the scrip can be converted into cash within 90 days
at the option of the patron or (2) the patron has consented to include
the amount of this scrip in his own income. This may be a written
consent given directly by the patron and would remain in effect unless
revoked.

Under a late revision of the bill by the Ways and Means Committee,
cooperative member consent may also take the form of inclusion in
the cooperative bylaws of a provision requiring patron members to
pay tax on all such scrip. Under this arrangement, co-ops would
retain earnings without taxation at the corporate rate since the patron
would receive an allocated dividend subject to taxation at personalincome tax rates, as if it had actually been distributed, while the
funds-minus withholding-would remain with the co-op.

Industry had been hopeful that the provisions before the recent
amendment would result in a substantial payout of cash by coopera-
tives to patron members or, as the alternative, that retained cash
would be subject to full corporate tax rates. However, the provision
for member consent through a provision in a cooperative s bylaws
enhances the possibility that the-bulk of cooperative earnings would
be retained as cash for growth purposes. Such cash retentions would
be subject in effect to a 20-percent tax (the amount of withholding)
as compared with the top 52-percent rate paid by regular corporations.
This would provide continued encouragement for the expansion of
cooperatives, at the expense of their full taxpaying competitors, and
consequent further loss of Federal revenues. It is an inadequate
resolution-of the problem.

SEOflON 1 -WIT11ULD1NO Ow INCOME. TAX AT AMtYROE ON INTETIFI.S AND
DIVIDPN'ND

Withholding on salaries and wages is workable and generally equi-
table because of the allowance made for exemptions and deductions.
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Using the same benchmarks withholding as regards interest and
dividends is not workable and would be generally inequitable. It
would be a hit-or-miss proposition. Whenever the amount of tax
liability happened to approximate the amount withheld, the result
would be accidental. Withholding is not adaptable to this area, unless
there is no intention that the amount of tax withheld should be ex-
pected to generally approximate the amount of tax due.

Wiffolding wouldbe extremely inequitable as regards great num-
bers of taxpayers whose tax liability is substantially less than the
amount which would be withheld. No system of quick refunds could
change this fact. The provisions of the House bill permitting liberal
use of exemptions where no tax liability is expected is adequate proof
of this conclusion. There could be no material difference in the in-
equity of withholding at 20 percent in the case of a citizen who has no
tax liability after exemptions and deductions, and in the case of one
whose liability is only a small percent of the grant exemption certifi-
cates for all taxpayers who estimate that their tax liability is signifi-
cantly below the amount which would otherwise be withheld.

Withholding on interest and dividends would add immense com-
plexity and confusion to the administration of the tax laws. We could
be sure that whatever the pattern of statutory provision and admin-
istrative regulation at the beginning, if withholding in this area
should be instituted, there wouid be repetitive change and revision on
a trial-and-error basis over the years.

In our opinion, and whatever the case for withholding on interest
and dividends may have been heretofore, now is a most inopportune
time to consider it.

Automatic data processing is scheduled for complete operation
by 1966. The proposed withholding would first apply to the calen-
dar year 1963. WNe cannot accept the statement that automatic data
processing will prove efficient only in regard to unreported interest
and dividend income of substantial amounts.

Regardless of whether it is profitable to follow up all tax returns in
regard to which ADP revealed, or could reveal, unreported interest
or dividend income, the fact that ADP would provide the Government
with the necessary evidence as to evasion would be a powerful induce-
ment to honest reporting. It is strange that the possibilities in this
connection are not given full opportunity, instead of being discounted
in advance.

Actually, institution of withholding might do more to interfere
with faithful reporting and payment o] tax on interest and dividends
than to achieve this result. Last fall, Commissioner Caplin on one
or more occasions publicly encouraged taxpayers who are dehinqueht
in reporting and paying tax on interest anddividends to come clean.
More recently, this kinidof public encouragement seems to have been
soft-pddaled in the interest of promoting thd case for withholding.
Certaifily, the prospect of being caught by ADP, and the possibility
that those who come clean before 1966 would be in better position
than those who just get in under the deadline should precipitate a
maxi ittm response to a contintflhg campaign o encouragement.

The anonymous ciarcter of withhllbg would'enable any individ-
ual to escape detectio i by fore oing an claim to the 20 percent with-
held from his interesc or dividends. i otherwords withholding is
purely a revenue-collecting device, not only with no real regard to
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tax liability, but also one which cannot be expected to make a net
contribution toward uncovering evasion in this area, or toward com-
pliance with the law in the future.

Withholding on interest and dividends would convert growth capi-
tal into Governmeiit spending through the speedup in time when
taxes legally due are actually paid. Furthermore, it would defeat the
objective of savers in placing funds at the maximum rate of com-
pound interest.

REPEAL OF THE 4-PERCENT DIVIDEND CREDIT AND $50 DIVIDEND
EXCLUSION

In his statement before this committee yesterday, Secretary of the
Treasury Douglas Dillon again recommended repeal of the 4-percent
dividend credit and $50 dividend exclusion. He estimates that the
annual revenue gain from repeal would amount to $475 million.

Aside from the short-range expedient of gaining revenue, the
Secretary repeats two points for repeal made last year before the
Ways and Means Committee, namely-

(1) That the credit provides relatively greater tax relief to in,
vestors in high-income rather than in low-income brackets; and

(2) That the credit has been ineffective because "in the 8 years
since (its adoption) the proportion of total corporate public long-
term financing amounted for by stock issues has not been significantly
higher than it was in the 8 years prior to 1955."

The first point is true only because of uneconomic tax rates. The
argument could as well be made that all exemptions should be elimi-
nated from the tax law because the dollar value of an exemption is
greater in a high-income bracket than in a low-income bracket. It
is past time to discontinue this kind of class-against-class tax talk,
and give positive attention to the interest of citizens in the poorer
income circumstances in greater capital formation and higher eco-
nomic growth.

In regard to the second point, a table included in exhibit IV to
the Secretary's statement shows an increase in average annual equity
financing from $1.9 billion in the years 1946-53 to, $3.3 billion iii the
years 1954-61. This is an average increase of $1.4 billion or 75 per-
cent. This increase is approximately three times the estimated rev-
enue effect of the credit and exclusion. Considering all factors, it
would be reasonable to conclude that the amount invested m new
corporate equities since 1954 would have been substantially less except
for the credit and exclusion.

The factor which has been most discouraging in regard to equity.
financing has been a combined top corporate rate of 52 percent since
1954, as compared with a top rate of 88 percent between World War
II and the Korean war. Statingthis factor differently, if the cor-
porate rate in recent years had been no higher than 38 percent it
would be reasonable to believe that corporations would have been less
inrclined to take advantage of the deductibility of interest and more
inlifted to broaden the base of their equity ownership.

At the same time that the 52-percent cor ate rate discouraged use
of equity financing, it--cob with the wage-cost squeeze on
profift-has forced-corporatifts to seek greater external financing

82100--2--pt. 2-4
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for expansion in plant and equipment Under such pressures, it ii
somewhat surprising that they have not tended toward relatively
greater recourse to debt financing.

Regardless of how much of the tax savings from the dividend credit
and exclusion are directly invested in new corporate equities, the facl
of stockownership is proof of the saving and investing habit. Thus
it may be assumed that most of the tax savings from the credit and
exclusion become new capital. Whether such capital is invested ii
equities, in corporate debt issues, or elsewhere, it becomes part of the
total capital available for all uses in America. Repeal of the dividend
credit and exclusion would eliminate this source of annual addition
to total capital supply.

At a time when the national need for greater capital formation iE
so evident, and is in fact attested to by the administration's recogni-
tion of the connection between tax policy and economic growth, it is
difficult to understand how there could be continued advocacy of the
withdrawal or modification of tax provisions of particular importance
to savers and investors or which otherwise contribute to the total vol-
ume of capital formation.

The way to begin reforming the ta.x structure to permit greater
capital formation and economic growth certainly is not to take, out of
the structure provisions designed to serve that purpose.

Repeal of the dividend credit and exclusion would be a step back.
ward in tax policy, reestablishing the full inequity of double taxation
and reducing the annual increase in growth capital.

SECTIONS 5f 6, 7, 96 13, 15, 169 18,AND 21-TAXATION OF FOREIGN BUSINESS
INCOME AND SO-CALLED TAX HAVEN OPERATIONS, ETC.

The proposal for altering time-honored rules for the taxation of
business Income earned abroad are said to be need ed as a means for
improving the present adverse balance of international payments.
Such thinking is difficult to fathom. Apparently, it stems from a
very short range view in regard to objectives to be achieved through
changes in the tax structure; a view which is in sharp contrast with
the long-range objectives of the administration's foreign trade pro-
gram. Taking the two programs together, it seems that the admins-
tration is saying: "We want free trade but slave capital." From an
economic standpoint, freedom. of capital could never fail to serve
America's long-range economic interest.

There is no reason to believe that, on net balance, the provisions
of H.R. 10650 requiring higher immediate taxation on foreign source
income would have even a temporary benefli6tl effect as regards the
balance of international payments. t should be recognized that a
typicaAmerican indtistrial corporation is neithet just a domestic pro-
dUcer, nor just an exporter, nor just a foreign investor but is a com-
bination of all three. To assure the maximum American economic
effort in all markets over the years ahead, and to build our economicc
strength atld prestige'in the world, short- r e considerations should*
not be allowed to overrun longrange objectives.
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BASIC 00NsBD oRATION8'

American business corporations invest abroad'only because of the
expectation of making profits for distribution to their shareholders
at home. By and large, the profit expectation is not based on the
original investment alone. Instead it is expected that the first profits
abroad will be reinvested, and that this process will continue in part
as regards subsequent profits. It is these reinvested profits which in
large part account for the return flow of income to shareholders and
revenue to the U.S. Government. Any action which serves to di'min-
ish the reinvestment of profits either will result in a reduced return
flow of income at a subsequent time or be matched by a greater imme-
diate outflow of capital. When the building of capital abroad through
reinvestment takes place in countries where tax rates are lower than
ours, the need for export of American capital is relatively the lowest
in order to accomplish given objectives in regard to production and
markets.

Thus, it is apparent, that domestic tax policy which is most favor-
able as regards foreign investment will precipitate the maximum long-
range return flow of income with a minimum outflow of capital.

SHORT-RANOE EFFECTS

In 1961, income from direct foreign business investments totaled
$24 billion, whereas direct new capital outflow amounted to only $1.6
billion. The indications are that these relationships are being approxi-
mately maintained in 1962.

In making the case for altering the historic tax rules for treatment
of foreign business income emphasis has been placed on the fact that
the outward flow of capital to developed countries is greater than the
return income flow, while the situation is reversed as regards the un-
derdeveloped couhitrieQ.
The. assumptions that changes in the tax rules would, in the short

range and in and of themselves, effect a signifleant change in this pat-
tern, or increase the relation of return income flow to capital outflow,
lack foundation.

First, in some situations, there undoubtedly would be some with-
drawal of foreign earnings which otherwise would be used for rein-
vestment in amount necessary to pay the additional taxes. To the
extent which business jud-,ment dictated, however and fulids are
available, these withdrawaB would soon be matehea by comparable
additions to outflow of capital. To the exteit that this happened,
'ti re would be reduction in capital available fordomestic investment,
Without change in the balance-of-payments situation.

Second, in ahy if not most situations, the disposition would be to
pay the additional immediate tax liabilities out of domestic earnings
of the parent corporation. In this event there also would be a reduc-
tion in capital supply for domestic use, without net affect on the bal-
ance-of-payments Situation.

LOWR-1ANOiE EMPCTA

'To the extent that the short-range objectives for forcing a greater
current return Income flow, and a reduced ,apital outflow, are not
frustrated by the factors' reckin ted above,'ithere would be adverse
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effect on the long-range relation of capital outflow, and return flow
of income. The latter would be less than otherwise would be expected,
and the former might well be greater.

In the absence of adverse tax or other policies, it is to be expected
that the spread between total outflow of capital and return flow of
income will gradually increase over the years, and especially that the
return flow from Western Europe will by the mid, to the late, 1960's
overrun the capital outflow to that part of the world.

However, if the national policy of encouraging greater investment
in the less developed countries should result in a greater flow of capital
to those areas for manufacturing and distributive purposes, as con-
trasted to extraction of minerals there would be a period of digestion
in which the return income flow would not move upward as fast as
the capital outflow.

INVEST ECONOMICS AND TIlE EUROPEAN COMMON MARKEr

The capital which goes to Europe, or elsewhere, is not in lieu of
domestic investment for production of goods intei(led in whole or in
part for export. The purpose of foreign investment is to preserve or
expand the market for goods and services of American enterprises.
Such investments are made when it is good business to do so. Instead
of being at the expense of exports, investment abroad creates markets
for U.S.-made goods in two ways:

First, it provides an immediate market for U.S.-nade producers'
equipment, and subsequent markets for U.S.-made prefabrications
and components; and

Second, consistent with the fact that the best markets for American
goods are in the more developed areas of the. world, the greater eco:
nomic activity generated by American investments abroad expands
the markets in foreign countries for U.S.-made goods.

It should not be believed that discouragement of investment in
Western Europe at this time would be compensated for by a subse-
quent. reversal of policy in this respect. The breadth and depth of
American enterprise is still greater than that of any other country,
or combination of counties. If we do not invest abroad while this
situation exists, we would be foregoing a major opportunity to im-
prove the longrange income inflow from investments. Especially, it
is of the utmost importance that American investment be made in
Western Europe in the formative years of its Common Market, before
European companies preempt the best opportunities. This will pro-
vide the greatest return flow of income. There can be no question,
looking back from, say, 1970, that American investments in Europe
and elsewhere will have proven to be an increasingly favorable factor
as regard the balance of international payments, not to mention our
total position of economic strength and prestige in the world and vis-
a-vis the Communists.

GROSS-UP NOT BASED ON EQUITY

The points made above provide a solid case against the application
of so-called "gross-up." However, arguments which require atten-
tion have been made as regards the equities in this area.

First, the argument ha4been made that "gross-up" is necessary hi
order to create equity between American corporations conducting their
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foreign business operations through subsidiaries, on the one hand,
and branches, on the other. Actually, man American corporations
conduct some of their foreign operations through subsidiaries, and
some through branches. However, the companies whose operations
are wholly or mostly on a branch basis have not complained ibout the
tax treatment of subsidiary operations. The fact, which has been
often made but lost sight of, is that the nominal tax advantage of the
subsidiary is often outweighed by other factors which benefit a branilh
operation, although such factors will vary from country to country.
There are many factors other than taxes which influence a business
decision to use a branch rather than a subsidiary operation, or vice
versa.

Second, the argument is made that "gross-up" is necessary in order
to create tax equity between American corporations engaged only int
domestic operations, and those which also conduct foreign business
operations.

There are several points to be made which make this thesis less ten-
able than would appear at first blush. The corporate income tax is
only one of the taxes directly or indirectly borne out of business
income, both at home and abroad. If all taxes were taken into account,
in many cases instead of the apparent statistical equality when the
foreign corporate rate is 52 percent, the total charge against the
foreign income would be significantly greater than if the income hadbeen derived within the United States.

Moreover, despite the -uniform Federal top corporate tax rate, the
total direct and indirect charges against income of American cor-
porations will vary according to its exposure to State and local taxes
as well as other Federal taxes.

In other words, there is no reason to believe that, if "gross-up"
were enacted, there would be greater effective tax equality as between
different corporations than there is at present. In fact, the overall
tax discrimination now existing against foreign subsidiaries in many
cases would be compounded. Certainly, the national interest in pre-
serving the existing tax treatment of foreign business income is greater
than any case Whi&c can be made f0ir "gross-up" on the basis of statis-
tical apparencies.,

S0-OAL TAX UAVEN MISUNDER8TOID

The provisions designed to imposed immediate income tax on U.S.
corporate shareholders of so-called tax haven tomaffies,- are contrary
to the national interest. They do not reflect Uderstanding of the
national benefits which result from maximization Of profits in such
companies and the free use of those profits in further foreign invest-
ment.

As stated earlier the efforts to impose tax onf unrepatriated' busi-
ness income would establish a dangerous' precedent for disregarding
corporate entities in the imposition of tax, Apart from the implica-
tions of such a, precedent, the provision in question Should not, be
enacted for the following reasons:

(a) The transaction of business abroad~trough foreign operating
companies is essential in order 'to maintaih the world competitive
position of Americanowned enterprises. The existing tax treatment
of ii6me from such topatiies has'been an integral part of our tax
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structure since the beginning of the income tax, and is in no sense a'loophole. - I() .The location of such foreign operating companies in low-tax

countries provides definite advantage as regards the balance-of.pay-
ments situation, because reinvested profits will be greater than in
high-tax countries and the outward flow of new capital from America
will thus be less. The purpose of locating in such countries is to
minimize the burden of foreign tax, not of the U.S. tax. By minimiz-
ing foreign tax, and reinvesting profits, the greatest long-range flow
of income to the United States will be produced. This, in turn, will
maximize the U.S. tax revenue over the same years.
(o) The fact that serious constitutional questions are raised

whether the U.S. income tax can reach undistributed operating in-
come of foreign corporations is, in and of itself, a major reason for
rejecting the provisions.

(d) These provisions are extremely complex and, if enacted, would
impose formidable administrative burdens upon both the taxpayer
and the Government. This complexity is inherent, and while some
improvements might be made in the provisions, there are no improve-
ments which would change their fundamental character.

(3) The U.S. Treasury Department already possesses powerful
weapons to deal with such abuses of so-called tax haven companies
as may be assumed to exist. These include the right to construe
transactions according to their economic substance rather than their
legal form; and the right to allocate income and expense between
entities on the basis of economic realities. We would caution how-
ever, against the exercise of this right where the result would be to
increase current U.S. tax at the expense of maximization of reinvest-
ment of profits abroad.

EFFECT OF H.R. 10060 ON CAPITAL SUPPLY AND USE

Under the provisions of H.R. 10650, American manufacturing com-
panies as a whole would receive much more tax reductions tlwough
the investment tax credit than they would lose from the revenue-
gaining provisions of the bill. Such a pragmatic benchmark of self-
interest however is not appropriate to this kind of legislation for a
number of reasons:

(1) The overall and subsidiary objectives of the legislation, as
summarized on pages 5 and 6 of this statement, are inimical to sound
tax policy and the most effective functioning of our free economy
over the years.

(2) The welfare of a business corporation cannot be considered
apart from the welfare of its owners, its creditors, its employees, and
its customers.
(8) In looking ahead to tomorrow's markets and profits, manufac-

turers could hardly expect that they would gain from any continuing
program of shifting of tax dollars from one pocket to another.
(4) In the total economic sense, the important thing to our Nation's

economy, and hence to manufacturing companies, Is the total volume
of capital which is available to serve the purposes of progress.' As
much as we believe that the national interest would be servedby dimin-
ishing the tax burden on corporate profits, we also know that this
interest would be equally served ;by increasifig the quantity of new,
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mobile venture capital in the hands of individuals. Because of steeply
progressive rates of tax on individual incomes, on estates and gift,

and of the taxation of gains on investment switches, the shortage of
venture capital has been and continues to be one of the most critical
factors in our economy since World War II. We would not want to
compound thisproblem by a tax reshuffling process.

(5) In the ultimate economic sense, the value for economic progress
of H.R. 10650 must be determined on the basis of its effect on total
capital supply, regardless of whether particular provisions or objec-
tives of the egislation are otherwise compatible with the public inter-
est and equitable in nature. More specifically, additional taxation of
mutual savings banks and insurance companies, and cooperatives,
would have the immediate effect of diminishing capital available
through these channels.

(6) Despite claims to the contrary, there is no reason to believe that
the effect on capital formation of an investment tax credit would be
any greater than would result from the release of a comparable num-
ber of tax dollars through tax rate reduction. A company would be
just as free to remit to owners part of the tax savings from such a
credit as it would be in regard to the tax savings from a rate reduc-
tion. It is much easier to bring the issues involved in H.R. 10650
into proper focus when this simple fact is recognized.

(7) Including the recommended repeal of the 4-percent dividend
credit and $50 exclusion, a large part of the revenue gain from H.R.
10650 would amount to a subtraction from established capital in the
hands of individuals. Corporate income taken by the revenue-gain-
ing provisions of the bill would, except for the new taxation, be ex-
posed to the same alternatives of reinvestment or remittal to owners
as would apply to tax savings under an investment tax credit or tax
rate reduction. When the effect on retained earnings of cooperatives
and mutuals is added to this picture, it is clear that-.R. 1050 could
not conceivably make an addition to net capital supply, but, more
likely, would result in reduction thereof.

.(8) Since greater economic growth, the provision of new and better
jobs, greater advance i 'living standards and gatr national strength
and security, are dependent upon the release of capital from taxation
it is improper to claim that W.R. 10650 would make any net contribu-
tion in this respect.

ALTERNATIVE TAX AND FISCAL POLICY

In its recognition of the connection between tax policy and capital
formation, economic growth and job creation, the admittistrati6n hasset the stage for searc niry on a subject critical to the Nation's
future. Unfortunately, H.R. 10650 or any other legislative appli-
tion of the reshuffling theory embodied therein, wofdld be iefftctive
in regard to growth and jo&. The problem remains but it is clear
that 'its resolution can be fouid only in some alternative approach to
the tax and fiscalproblems. I

The alternate approach necessarily should be designed to provide
a green light for greater growth in the private economy and a red
light against further uncontrolled Federal spending..

One of the misconceptions on the American scene is that we always
have enough capital, perhaps too much at times. Nothing could be
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further from the truth. There is no such thing as too much capital;
there is no such thing as idle capital. When more capital is accumu-
lated, it will be used.

Consistently, whatever restrains the accumulation of capital, what-
ever destroys capital once accumulated-limits economic growth. The
more capital that is accumulated in any nation, the greater will be
its progress.

A s cited earlier in this statement, the new study by Dr. Kuznets but-
tons down the fact that Government spending and taxing policies are
the root cause of inadequate capital formation and economic growth
over recent years.

On the one hand, uneconomic tax rates and methods restrict capital
.iccumitlation and destroy capital once accumulated.

On the other, the Government continues to use for increased spend-
ing on new and old programs revenue which should be retained in the
private economy through reform of tax rates and methods.

To serve the national interest, it would be necessary to reverse these
policies. This would mean-

On the one hand, inauguration of an orderly plan for moderation of
the tax rates and methods which restrict capital accumulation and de-
stroy capital once accumulated, and

On the other, forbearance by the Government from spending on
new and old programs the revenue which the reform of uneconomic
tax rates and methods would leave in the private economy.

There are five major tax blocks to high-rate, long-range economic
growth, namely:

Steeply graduated individual tax rates.
Excessive top rate of corporate tax.
Unrealistic length of lives and classification of depreciable property.
Taxing of gains on transfers from one investment to another.
Destructive rates of estate and ift taxes.
Reform of these rates and metiods would open the way toward re-

instatin the American economy as the most dynamic in the world.
Such r6orm wouldprovide new opportunity to prove that capital in
a free society is more productive of good for more people than underany other system. ,

Threeyears ago, two members of the House Ways and Means Com-
niittee, Representatives A. S. Herlong, Jr., of Florida, and Howard
H. Baker of Tennessee introduced legislation to accomplish such
reform. This original bill has boenihttoduced in the Senate (S. 2932)
by-Senator Tower of Texas. During its recent deliberations on the
administration's tax program as now embodied in H.R. i06o50, the
Ways and Means Committee tabled a motion to report out the flerlong-
Baker legislation by a vote of 14 to 11. In rpfiking hi§ motion Repre-
sentative flerlon& advanced the effective dates ofthe legislation, and
proposed: a substittion for the provision in regard to depreciation
reform. The manner in which thislegislation would reform tax rates
and-metholds which restrain economic progress may be briefly sum-'
marized:
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* PERSONAL -INCOME TAX

THZ PROBLEM

The ruthless graduation chokes off venture capital at its source, dis-
courages risk taking, smothers incentives, curtails business starts and
expansion, prevents job creation and is the major .deterrent to ade-
quate long-term economic growth.

It is the scourge of small business and of the man on the ladder.
By exacting stiff penalties on hard work and long hours, graduation

is in direct conflict with the universally accepted principle of reward
for extra effort and achievement.

Rates top out at 91 percent and hit 50 percent at $16,000 of taxable
income from a start of 20 percent.

THE SOLUTION

Over a 5-year period the rates would be stringently compassed, with
the top rate reduced to 47 percent and the other graduated rates
lowered in a consistent pattern.

Every personal taxpayer would get a minimum reduction of 25 per-
cent with the first rate reduced to 15 percent.

On the principle that no unincorporated business, professional per-
son, or other individual taxpayer, should pay a higher tax rate than
a corporation, the new top of 47 percent would be the same as that on
corporate income.

CORPORATE INCOME TAX AND DEPRECIATION

THE PROBLEM

The excessive top rate severely limits retained earnings, an impor-
tant source of business expansion and job creation.

The tax takes 80 percent of profits up to $25,000 and 52 percent hbove
that. More of current business income, incorporated and uiincor-
porated is subject to excessive tax rates because of continued require.
ment o? depreciation allowances based on length of property lives
which are unrealistically long in this period of rapid'technTogical
cliange.

THE SOLUTION

Five annual reductions of 1 percentage point each -would be made,
bringing the top'corporate rate down to 47 percent and the first rat
to percent. 0rdepreciation purposes the required time Ior writ-
ing off new property would be reduced by 25 percent on the average.

On top of the double declining balance and sum-of4he-years diits
methods established by the 1954 code revisions this would mean a 38.
p6r6ent increase in the rate of property writeoff.

The legislation would also substitute broad property groupings.or
present detailed classifications, providing greatest depreciatidn relief
where taxpayers are most unfairly treated.
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CAPITAL .GAiNS--ESTATE AND 01FT TAXES

THE PROBLEM

The tax on capital gains converts capital into current Government
spending whenever an asset is sold at a gain.

Estate and gift taxes also result in conversion of accumulated
capital to government use. Capital taxed away must be replaced by
new savings out of current income before there is any net addition tocav ital supply.M a n sizing the movement of capital the capital gains tax also

discriminates against new, risky, job-creating enterprises.
The maximum long-term capital gains rate is 25 percent; the rates

on estates go from 3 to 77 percent; those on gifts from 2.25 to 57.75
percent.

THE SOLUTION

Following the rollover principle applied on the sale and repurchase
of homes, the tax on long-term capital gains for individuals would
be deferred until the taxpayer fails to reinvest the proceeds from the
sale of affected property. To qualify for deferral, transfers between
investments would have to take place within the same: taxable year.

The top rate of the estate tax would be reduced to 47 percent; the
top *ift-tax rate to 35.25 percent, and all lower rates of both taxes
would be reduced in proportion.

In a recent letter to organizations supporting the Herlong-Baker
legislation, Representative Herlong provided some estimates in regard
to the revenue cost of effectuation in fiscal year 1963, and also in
regard to depreciation alone over a period of several years, as follows:

On the assumption that enactment of H.R. 2030 as encompassed in my motion,
would so influence the economy as to result In a gross national product of $570
billion in calendar year 1968, we estimated that total budget receipts would be
$90.4 billion in fiscal year 1963. In the absence of enactmtent of H.R. 2080, we
estimated that gross national product in calendar year 1963 would not exceed
$560 billion and that revenue in fiscal year 1963 would total $92.8 billion. If,
because of enactment of HR. 2030, Federal expenditures in fiscal year 1968
were held $1.9 billion below those to be expected upon continuation of current
trends, then It would be accurate to say that enactment of this legislation would
have no adverse effects as regards the total budget picture for fiscal year 1063-
while adding $10 billion to the total goods and services provided by our
economy.

Our estimates of the revenue effect of depredation reforni contemplated in the
substitute for section 6 are: $400 million in fiscal year 1968; $1.1 billion In
fiscal year 1964; and $1.6 billion in fiscal year 1965, with only moderate further
step-ups in revenue effect in a few succeeding fiscal years.

By enacting this legislation, Congress would be setting the general
public interest in greater economic growth Above all other domestic
considerations.

The public interest in control of competitive spending vould be
enforced by a provision requiring postponement of forward-schedifled
rate reductions when budget unbalance is threatened. This provision
would pose a clear choice for the executive branch, and the Congress,
each year. If together these brainches of Government did n6t apply
a red light against increased spending, the private economy would
suffer by postpJ6ementof thetpcoiming rate reductions.
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In view of the failure to control the upsweep in Federal, spending
I hrdilkh other means, the Herlong-Baker legislation would be 'worth
a try if fiscal integrity were its only goal.

As the economy responded in greater economic growth from more
moderate tax rates, there would be consistent enlargement of the Fed-
eral tax base and soon a greater and steadier revenue flow than could
be expected under present tax and fiscal policies.

Thank you, Mr. Chairman.
The CHAIRMAN. Thank you very much, Mr. Scaff.
Any questions?
Senator CuTis. I have a question or two. This bill is rather long

and covers many subjects; is that right ?
Mr. ScAP. Yes, sir.
Senator Cuirs. Would you mention the two or three or four, what-

ever it is, subjects in here to which you are the most opposed and cause
you to suggest that the entire bill not be enacted ? Just name them.

Mr. SCAFF. Well, we are opposed basically to the entire bill because
we feel thnt it does not accomplish the objectives that are so desirable
to our country at this time.

Senator Cfnms. I understand.
Mr. SCArF. That is the development of a tax structure that will give

us provisions for economic growth.
Senator CURTIs. I understand that.
Now, in addition to that, I take it that you are specifically opposed,

and greatly opposed, to certain portions of the bill 
Mr. SCAFF. We voice opposition to the investment tax credit.
Senator Cmrrxs. What elseI
Mr. SCAFF. We voice opposition to the expense account, the disal-

lowance of entertainment expenses, certain entertainment expenses;
we voice opposition to withholding.

Senator Curris. Do you favor the sections relating to the taxation
of foreign income ?

Mr. SoAmF. No, sir; we do not.
Senator Curris. Now, are there any portions of the bill to which

you'have no strong objections, which are not in conflict with your basic
theory and beliefin regard to taxation, spending, and fiscal policy
generally .

Mr.SOAF?. We think the two sections in the bill that do not go far
enough are the sections relating to cooperatives and the savings andloans.

Senator CuRTa. But you are not opposed to what is in there?
Mr. ScAr. We feel that they do iot go far enough.
Senator Ctrris. That is all, Mr. Chairman.
The CIInAflmAN. SenatorCarlson I
Senator CARLSoN. Mr. Scaff, I take it, after listenifig to your state-

ment and following through as rapidly as I could, thfat your organ-
ization favors a tax structure and a tax program that would create
an accumulation of capital that would, as a private enterprise pro-
gram,. give additional smpl0yment in ihis country;, is that correct?

Mr. SCArF. That-is right, sir.
Senator CAfALON. CaNf yo-tell us how many dollars w6uld be in-

vested or are lfivested or are retUflred toptit'bnie inldividual to work
in Our private enterprise system Y Do you have those figures?
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Mr. ScPF. I think the figure hag been said all the way from $15,000
to $18,000 currently.

Senator CARLSON. Well, as I understand it, then, if we really
wanted to get this economy moving, a tax reduction program would
probably be the most effective and most rapid way to do it.

Mr. ScArF. We believe so; yes, sir.
Senator CARLSON. I have appreciated very much your statement.

I share your views in regard to this.
I think we are really on the wrong track when we try to get the

Government to lose the kind of money that they are going to lose as
a result of this. As I view this unemployment problem over the past
years, I do not believe we are going to get our economy moving or in-
crease the gross national product until we get a tax structure that is
appropriate for that purpose, and I hope this committee will take
plenty of time to review this matter before us.

I appreciate your statement very much. That is all, Mr. Chair-
man.

The CHAIRMAN. Thank you, Mr. Scaff. It is a very able state-
ment, and we appreciate your coming.

(Mr. Scaff's prepared statement follows:)

STATEMENT OF HAROLD H. SOAFF ON BEHALF OF THE NATIONAL

AssoCIATION OF MANUFACTURERS

My name is Harold H. Scaff. I am vice president of Ebasco Services, Inc.,
New York, N.Y. My presentation is in behalf of the National Association of
Manufacturers, as chairman of its taxation committee.

The National Association of Manufacturers is a voluntary organization with
approximately 17,000 members. Four out of five of our members are small
business concerns. In fact, about 28 percent of NAM members have 50 or less
employees, about 46 percent employ 100 or less and about 83 percent have 500 or
fewer employees.

We appreciate the opportunity to appear in these hearings. Not only the
National Association of Manufacturers but also many other groups and Indi-
viduals are convinced of the necessity in the national interest for easing the ti-n
pact of the tax structure on capital formation and economic growth. We, of
the NAM, do not believe that H.R.. 10650 would be a constructive move in this
direction. Thus, we are opposed to its enactment.

GENERAL 0,SERVATIONS

This bill, H.R. 10650, brings to a head the two great domestic problems of our
times. One is the combination of Federal spending and taxing policies. The
other is inadequate growth in our private economy. The former is the primary
cause of the latter. If H.R. 10050 is enacted, it will compound these problems,
making their solution more difficult hereafter. It is important therefore that
this pending legislation be considered ih the light Of alternative fiscal and tax
policies.

More specifically, H.R. 10650 should not be enacted because it would provide
a green light for continued upsweep in Federal spending, and a red light against
greater a id more sustained growth In the private econoniy. In order to make
these points clear, it is necessary to review the c~urs~of thinking on fiscal policy
over recent years.
Stooktaklng o tao poliou

In the mid-OSO's, some serious stocktaking began on the relation of tax
policy to economic growth. Until that time, various factors had combined to
provide a fairly satisfactory growth record in the postwar years. Signs were
developing, however, that a slowdown ,was inevitable in the absence of much
more growth capital'than could be accumulated under the existing tax philosophy
and structure. The inadequate record of growth in succeeding years has Vali-
dated this early thinking. As a result, there is nowvbroad recognition that the
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most serious block to long-range, high-level economic growth is a tax structure
which is anticapital formation in basic design.

In the intervening years, a competing force has gotten much of the spotlight
which should have been centered on the need for enactment of a program which
would have released the tax brakes on capital formation and economic growth.
So-called loophole closing and ba8e broadening

The competing force is the so-called loophole-closing movement. This move.
ment, in basic design, was and continues to be aimed at creating the false im-
pression that upper income taxpayers, and business, escape their fair share of
the tax burden, thus placing an unfair share on average and lower income tax-
payers. This impression does not accord with the facts as related to the total
of exemptions, deductions, credits, and exclusions in the tax law, which provides
greater protection from payment of tax in the lower than in the higher income
levels.

The loophole-closing movement received a nonideological covering by its identi-
fication with the theoretic concept of base broadening as the means of achieving
lower tax rates. This concept does not contemplate tny significant reduction
in actual tax burdens. Hence, base broadening would have the result of releas-
ing the tax :brakes on economic progress only as the reshuffling of tax liabilities
released capital from taxation. To do this, it would be necessary to shift actual
tax burdens, measured by effective tax rites, from higher income groups and
business, to lower income groups. If the opposite result were achieved, that is,
ad Increase of effective tax rates on higher income groups and business, there
would be reduction in the rate of capital formation, and hence even a lower rate
of economic growth with more unemployment and lower Government revenues.-
If the proponents of so-called loophole closing, or base broadening, do intend by
this approach to effect a significant shifting of actual tax burdens down the in-
come line, then they should say so. This would provide taxpayers generally
with a new reason for taking a fresh look at fiscal policy.

However, if these proponents should not contemplate a significant shift of
actual tax burdens down the income line, then they should forthrightly state
that reshuffling of tax liabilities will not make material contributions to economic
growth, instead of claiming the contrary. Such forthrightness also would provide
the base for a fresh look at the need for spending reduction and control to per-
mit release of tax blocks to economic progress.

A rationalization for so-called loophole closing, or base broadening, has been
that Federal spending cannot be controlled; hence there is no possibility for sub-
stantial net tax reduction. This in turn gives greater plausibility to the base-
broadening movement. One idea feeds the'other, and both combine to defeat the
public interest.

Starting with the coincidence of sputniks and a new recession, in'the fail of
1957, the soft attitude in regard to public spending was made to appear more
realistic by a new academic and political thrust re the asserted benefits to be
derived from blowing up the so-called public sector of the economy. This ap-
proach has been carried so far as to assert that greater growth in the total
economy in'primarily dependent upon greater spending in the public sector.

To the present, efforts have been In vain to achieve Government policy recog-
nti6n of the fact that the public sector Is dependent on the private sector of
the economy-that, while capital-destroying tax rates are in effect, greater
growth in the pilblic sector is at the expense of growth in the private sector.
In helping to prevent such policy recognition, the so-called loophole-closing, or
base-broadening movement has been a disservice to the public welfare, inelud-
Ing our iatl6hall positibn of strength and prestige in the world. It has been
partietl~rly harmful-to The segments of the American public dependent for good
employment opporttifities on greater capittilf6rmation and more rapid economic
growth. These segments Include the unemployed, the underemployed, and the
new high school and college graduates.
Gover#met fltcal polio causes lag it eoonomtO growth

Recently a new study has become available which provides quantitative docu-
mentation for the fact that Government fiscal policies are the essential cause
of our poor growth performance. This is a study by Dr. Simon Kuznets of
the National Bureau of Economic Research. 1

' "Capital In the American Economy," by Simon Kusnets and Elizabeth Jenks, Princeton
Press, 1961. 1
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Dr. Kuznets points out, as have many others, that the growth of scientific
knowledge and technological skill is of course important to improvement of our
economic productivity. However, he goes on to say: "One persistent bottle-
neck in the use of knowledge in economic production has been the scarcity of
the resources for the production of capital goods needed for the application of
new knowledge."

Dr. Kuznets demonstrates that over the past century gross capital formation-
the part of current production diverted for use in producing future goods or
income-has been a constant or slightly declining percentage of gross national
product. However, the replacement requirement has been rising so steeply that
net capital formation has been a drastically declining fraction of net national
product. The drop (in constant prices) was from 14.0 percent in 1869-88 to
7.0 percent in 1946-55.

In seeking an explanation for this drop, Dr. Kuznets dismisses the theory that
it is due to a decline in investment opportunities. After a long analysis of this
claim he concludes: "The alternative approach, which emphasizes the supply
of savings, seems more plausible and more fruitful as an analytical lead."

Dr. Kuznets makes clear that Federal spending and tax policies, by draining
away funds which otherwise could be saved for use in the private economy, were
the principal cause of inadequate capital formation. He notes that the problem
may not be so much the quantitative weight of the Government sector as it is
the distribution of the tax burden in supporting that weight.

The spending and uneconomic taxing policies of the Federal Government not
only are the cause of the inadequate rate of economic growth; they compound
this cause whenever the Government inaugurates new spending programs essen-
tially designed to cope with the problems created by the total of the earlier
ones.

H.B. 10650

Perhaps the best description of this bill is that it is a "many splintered
thing." But, as everyone knows, the splintering is a purposeful means to readily
identifiable objectives. The overall objective is to establish a precedent for
tax manipulation and direction of our economic and social institutions. There
Is an Implication here of tax solutions of nontax problems which Is a contradic-
tion of the nature of taxation. Taxes cause problems, but do not solve them.
When we abandon the basic principle that the purpose of taxation is to raise
revenue, we do not just enter into a sea which has not been heretofore charted.
It Is a sea which defies charting, heretofore or hereafter. I could think of
no more treacherous waters than tax po. cey subject to change in purpose and
direction by the whims and predilections o0 ,v ,rnment planners, from adminis-
tration to administration.

In attempting to resolve nontax problems through tax manipulation, three
areas of H.R. 10650 are particularly meaningful.

First, the proposed tax credit for investment is designed to introduce the sub-
sidy principle into the tax law. It is well known that there is no instrument of
government which has more insidious effect on the independence and freedom
of action of affected parties than a subsidy. Those who are subsidized inevi-
tably become more dependent on and subject to the control of government.

Second, the bill would withdraw the protection of business judgment afforded
by the "ordinary and necessary" rule of expense deduction which has been em-
bodied in the income tax law since its inception. It has been said that the
Application of this rule always has been a matter of "legislative grace," and that
no protection for it is found in constitutional law. Nevertheless, it is the rule
which says, in effect, that business shall pay income tax only on its net income
or earnings. If the rule is abandoned in one area of 'btishess expense, the way
obviously will be open for its abandonment in others.,

Until the current attack on the "ordinary and necessary" rule, business had
always taken comfort in the belief that the Congress in its wisdom and judg-
ment wild never intehtionfilly legislate an abridgement of the rule in its
application to other wise lawful business expenditures. If the basis for this
belief is destroyed, the result will be a new element of adverse psychology in
regard to business forward planning.

Third, In its application to unrepatriated income of foreign corporations, the
bill would Alter basic tax principles in regard to payment of tax only on realized
Income.
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Such objectives raise broad philosophic questions which seemingly should not
be resolved in tax legislation that, on net balance, has little to commend it on
other grounds. If we are to change the basic nature of our American' institu-
tions, then we should debate and decide the issues on broad philosophic terms,
first, not move toward such objectives through the details of tax legislation pro-
moted on other grounds.

I will now proceed to specific comments in regard to provisions of the legislation
before you.

SECTION 2-CREDIT FOR INVESTMENT IN CERTAIN DEPRECIABLE PROPERTY

The proposed credit is a means for providing varying degrees of relief for some
taxpayers but not for others. It is not in form or substance a part of, or in sub-
stltution for, or in addition to, or a companion of, depreciation reform. It would
simply provide reduction in effective tax rates for taxpayers who use their
income, or other funds, as the Government thinks is best for the economy at a
particular time.

There has been a tendency to promote and discuss the investment tax credit
apart from the price which it would exact in terms of other changes in the tax
law. Even without the exaction of such a price, we would oppose the credit for
the reasons set forth in the appendix attached hereto. Very simply, we believe
that tax reduction should be afforded by direct means. We would take this posi-
tion even if, in our opinion, all of the other provisions of H.R. 10650 constituted
sound tax policy.

Consistently, we would not favor legislation of the character of H.R. 10650,
even if the tax reduction feature were of the kind to which we subscribe. De-
spite any seeming temporary advantage, we do not believe that the reshuffling ap-
proach offers significant promise for the reduction of the tax burden on capital
accumulation and use. Instead, as I have indicated, we look upon it as providing
a green light for more Federal spending, which would tend to perpetuate or even
increase the restraint of taxation on capital formation and economic progress.
This is why we say that H.R. 10650 would provide a red light against adequate
growth in the private economy. We believe that the whole approach reflected
In H.R. 10650 should be abandoned and that instead the Government should turn
to an alternative program of releasing the tax blocks to economic growth, com-
bined with reduction and control of the spending level.

SEarlON 3-EXPENSES, ETC., WITH RESPE(r TO LEGISLATION

This section deals with the deduction of expenses in connection with the expres-
sion of business viewpoints on legislative matters, at all legislative levels. Such
expressions are necessary to assure that laws do not impede or restrain the
effective function-ing of our private enterprise system. Consistently, expenses in
connection with such expressions are "ordinary and necessary", and there is no
stautory prohibition to the contrary. The present situation has been created by
an interplay of administrative regulations, and court decisions, resulting from a
failure of explicit statutory language on the subject.

The section as drafted, however, would draw a line through such expenses.
It would permit generally the deduction of those which involve expressions di-
rectly communicated to legislative bodies, or members thereof. But it would
deny deductions where expressions are designed to influence the general public,
or segments thereof, in regard to legislative matters.

We appreciate the recognition which the Ways and Means Committee, on two
occasions, and now the full House of Representatives, has given to this prob-
lem, but the provisions in H.R. 10650 do not come to grips with the full scope of
the problem. To achieve an adequate resolution of the issue we urge considera-
tion by this committee of the bill, S. 467, jointly sponsored by Senators Kerr and
Hartke.

This bill would provide a comprehensive and equitable remedy by permitting
the deductibility of legislative expenditures to the extent they would qualify as
"ordinary and necessary" business expenses related to the business of the tax-
payer and reasonable in amount. Clearly, the limitations indicated, as well as
the discretionary authority left to the Internal Revenue Service, would provide
adequate safeguards against possible abuse.

In light of the seriousness with which we view this problem, we propose to file
a more extended statement of our views for Inclusion in the record of these
hearings.
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SKOTION 4-DIALLOWANOE OF CERTAIN ENTEnTArNMENT, ETO., EXPENSES

As stated earlier, the effect of this section would be to withdraw the protection
of business judgment afforded by the "ordiry and necessary" rule of expense
deduction.

In some respects, the new rules would be completely arbitrary, substituting
statutory for business judgment as to what is an "ordinary and necessary"
business expense. In other respects, the new rules would delegate to the Revenue
Service arbitrary power to substitute its judgment for business judgment as to
what constitutes "ordinary and necessary" business expenses.

Section 4 provides that no deduction is to be allowed for any expense with
respect to an activity which is of a type generally considered to constitute enter-
tainment, amusement or recreation, except to the extent that the taxpayer estab-
lishes that the expense was directly related to the active conduct of his trade
or business. The Ways and Means Committee report states that objective stand-
ards will be applied, first as to what constitutes such an activity and, second,
whether the purpose of expenditure is directly related to the active conduct of
a trade or business.

These are fair-sounding words, but they run counter to experience. The
Supreme Court and many lower courts have confirmed this experience ti recog-
nizing the Impossibility of formulating specific and precise guidelines in this
area without subordinating business judgment to Government fiat, as stated by
Justice Cardozo in Weloh v. Helvering:

"One struggles in vain for any verbal formula that will supply a ready touch-
stone. The standard set up by the statute is not a rule of law; It is rather a
way of life. Life In all of its fullness must supply the answer to the riddle"
(290 U.S. 111 (1933)).

The fact that specific guidelines will inevitably produce an arbitrary result,
denying to some taxpayers the deduction of expenses which reflect the best of
business judgment, is underlined by the repetitive process of proposal, review,
and rejection of varlous formulas in the course of the Ways and Means Commit-
tee's considerations of the administration's recommendations. It may be taken
for granted that close study of the provisions of section 4 is now drafted will
show that their application will Inevitably produce arbitrary and capricious
results.

Specifically, under the first test, any activity which Is not directly related to
the conduct of a particular business seems to fall in the entertainment-type area,
which includes amusement and recreation. Under the second test, expenditures
for such type activities will not be deductible if the value to the business is col-
lateral rather than direct. On page A29 of the Waysand Means Committee
report a particularly illuminating example of this type of situation ie given, as
follows:

"Another example of the role played by the taxpayer's business Is determining
the type of an activity would be in connection with a fashion show. If the tax-
payer conducting the fashion show Is the manufacturer of the dresses shown
and the viewers are a group of store buyers, the show generally would not be
considered to constitute entertainment, because the fashion show is. for a dress
manufacturer, a method for introducing his product to the market. However,
if the taxpayer conducting the fashion show is an appliance distributor and tile
viewers are the retailers and their wives, the fashion show generally would
be considered to constitute entertainment."

This illustration conjures the situation of a businessman considering two alter-
nate promotion plans to increase his sales by a total of, say, $1 million. One plan
calls for an expenditure of, say, $50,000 for local newspaper advertising. The
other is an expenditure of $25,000 for putting on local entertainment-type promo-
tions which his dealers argue might get equal or better results. The law would
say that the latter Is not a deductible expense.

The intention as indicated elsewhere in the committee's report, is to prohibit
deduction where the value of an entertainment-type activity to the taxpayer Is of
an advertising or promotional nature. In effect, the bill, as Interpreted by the
report and illustrated, says: It matters not the value to the taxpayer's trade
or business of the activity, if there Is any fun or pleasure in connection with it,
it won't be deductible.

It would seem that any legislation In this area necessarily would go further
than preventing abuses in regard to entertainment and other business expenses.
It inevitably would restrict or disallow such expenses, in cases in which there
could be no question as to the good-faith application of business Judgment. It
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such cases, the taxpayer either would be inhibited from following his Judgment
or penalized to the extent of the applicable tax rate if lie nevertheless incurred
the affected expenditures. I

The "ordinary and necssary" rule for determining deductibility of business
expenses harmonizes tax law with business practices and accounting.,. it 'ip
an indispensable part of the computation of tax on net Income. Restriction of
the rule, regardless of the formulas used, would require payment of tax on some-
thing in excess of true income. This would be economic confiscation, regardless
of whether the courts would find it legal confiscation. In harassing, penalizing,
and confiscating income of the Innocent, the proposals In this area make a shhrp
break from American traditions of fairness and justice.

Any legislation in this area will complicate rather than simplify the tax law,
and compound rather than ease the problems of tax administration including
audit.

To the extent that such legislative restrictions would prevent or inhibit
business expenditures, which otherwise would be made, there would be an ad-
verse effect on total business activity and hence on Federal revenues.

To the extent that they deny deduction of actual business expenses, they
would have a comparable effect on business profits and capital supply. By
and large, it may be assumed that the $125 million revenue effect estimated
by the Treasury for these provisions would be reflected in comparable reduc-
tion in business net income.

We will file a more extended statement of our views on this subject in the
record of these hearings.

(The extended statement of views on section 4referred to above appears at
end of this prepared statement following the appendix.)

SECTION 8-MUTUAL SAVINGS BANKS, ETO. ; SEOTION I7--TAX TREATMENT OF
COOPERATIVES AND PATRONS

The NAM has long and strongly advocated equal taxation of competing enter-
prises, regardless of the form of doing business.

Mutual8
The provisions of section 8 In regard to mutual savings banks and savings

and loan associations fall short of full and equall taxation. The bill provides
alternate methods for taxing these institutions, one of which would require
payment of tax on only 55 percent of operating income, as compared with tax-
payment by commercial banks on about 80 percent of operating Income.

Cooperatlve8
In terms of competitive economics, there is no reason why the tax burden

on cooperative income should be less than that on regular corporations.
At a minimum the earnings of cooperatives should be taxed once either to

the cooperative corporation if it retains the use of beneficial enjoyment of the
Income for growth, or to the patron if the earnings are distributed in cash so
that the patron may exercise full dominion and control thereover at the time
received.

Section 19 imposes withholding on patronage dividends, and section 17 at-
tempts to impose a single tax on co-op income by providing for a deduction on
patronage dividends even if paid in so-called scrip, provided (1) the scrip can
be converted into cash within 90 days at the option of the patron or (2) the
patron has consented to include the amount of this scrip in his own income.
This may be a written consent given directly by the patron and would remain
in effect unless revoked.

Under a late revision of the bill by the Ways and Means Committee, coopera-
tive member consent may also take the form of inclusion in the cooperative
bylaws of a provision requiring patron members to pay tax on all such scrip.
Under this arrangement, co-ops would retain earnings without taxation at the
corporate rate since the patron would receive an allocated dividend subject to
taxation at personal income tax rates, as if it had actually been distributed,
while the funds--minus withholding-would remain with the co-op.

Industry had been hopeful that the provisions before the recent amendment
would result in a substantial payout of cash by cooperatives to patron members
or, as the alternative, that retained cash would be subject to full corporate tax
rates. However, the provision for member consent through a provision in a
cooperative's bylaws enhances the possibility that the bulk of cooperative earn-

82190--2-pt. 2- 5
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ings would be retained as cash for growth purposes. Such cash retentions
would be subject in effect to a 20-percent tax (the amount of withholding) as
compared with the top 52-percent rate paid by regular corporations. This
would provide continued encouragement for the expansion of cooperatives, at
the expense of their full taxpaying competitors, and consequent further loss
in Federal revenues. It is an inadequate resolution of the problem.

SECTION 19-WITHHOLDINO ON INCOME TAX AT SOURCE ON INTEREST AND DIVIDENDS

Withholding on salaries and wages is workable and generally equitable be-
cause of the allowance made for exemptions and deductions,

Using the same benchmarks, withholding as regards interest and dividends
is not workable and would be generally inequitable. It would be a hit-or-miss
proposition. Whenever the amount of tax liability happened to approximate
the amount withheld, the result would be accidental. Withholding is not
adaptable to this area, unless there is no intention that the amount of tax
withheld should be expected to generally approximate the amount of tax due.

Withholding would be extremely inequitable as regards great numbers of tax-
payers whose tax liability is substantially less than the amount which would be
withheld. No system of quick refunds could change this fact. The provision of
the House bill permitting liberal use of exemptions where no tax liability is ex-
pected is adequate proof of this conclusion. There could be no material differ-
ence in the inequity of withholding at 20 percent in the case of a citizen who has
no tax liability after exemptions and deductions, and in the case of one whose
liability is only a small percent of the amount withheld. To avoid substantial
overwithholding, it would be necessary to grant exemption certificates for all
taxpayers who estimate that their tax liability is significantly below the amount
ihich would otherwise be withheld.

Withholding on interest and dividends would add immense complexity and
confusion to the administration of the tax laws. We could be sure that what-
ever the pattern of statutory provision and administrative regulation at the
beginning, if withholding in this area should be instituted, there would be re-
petitive change and revision on a trial-and-error basis over the years.

In our opinion, and whatever the case for withholding on interest and divi-
dends may have been heretofore, now is a most inopportune time to consider it.

Automatic data processing is scheduled for complete operation by 1906. The
proposed withholding would first apply to the calendar year 1903. We cannot
accept the statement that automatic data processing will prove efficient only in
regard to unreported interest and dividend income of substantial amounts.
Regardless of whether it is profitable to follow up all tax returns in regard to
which ADP revealed, or could reveal, unreported interest or dividend income, the
fact that ADP would provide the Government with the necessary evidence as to
evasion would be a powerful inducement to honest reporting. It is strange that
the possibilities in this connection are nbt given full opportunity, instead of
being discounted in advance.

Actually# institution of withholding might do more to interfere with faithful
reporting and payment of tax on interest and dividends than to achieve this
result. Last fall, Commissioner Caplin on one or more occasions publicly encour-
aged taxpayers who are delinquent in reporting and paying tax on interest and
dividends to "come clean." More recently, this kind of public encouragement
seems to have been soft-pedaled in the interest of promoting the case for with-
holding. Certainly, the prospect of being caught by ADP, and the possibility
that those who "come clean" before 1966 would be in better position than those
who just get in under the deadline, should preciiltate a maximum response to a
continuing campaign of encouragement,

The anonymous character of withholding would enable any individual to escape
detection by foregoing any claim to the 20 percent Withheld from his interest or
dividends. In other words, withholding is purely a revenue-collecting device,
not only with no real regard to tax liability, but also one which cannot be ex-
pected to make a net contribution toward uncovering evasion in this area, or
toward compliance with the law in the future.

Withholding on interest and dividends would convert growth capital into Gov-
ernment spending through the speedup in time when taxes legally due are ac-
tually paid. Furthermore, it would defeat the objective of savers in placing
funds at the maximum rate of compound interest.
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Repeal of the 4-percent divfd end *edit and $50 dijkj#4 ecjosaon "

In his statement before this committee yesterday, Secretary of the Treasury
Douglas Dillon again recommended repeal of the 4-percenit dividend credit and
$50 dividend exclusion. He estimates thad the annual revenue gain from repeal
would amount to $475 million.

Aside from the short-range expedient of gaining revenue, the Secretary repeat
two points for repeal made last year before the Ways and Means Corhmitt" ;
namely:

(1) That the credit provides relatively greater tAx relief to investors in high-
income rather than in low-income brackets; and

(2) That the credit has been ineffective because "In the 8 years since (its
adoption) the proportion of total corporate public long-term ftiancing accounted
for by stock issues has not been significantly higher than it was in the 8 years
prior to 1955."

The first point Is true only because of uneconomic tax rates. The argunlent
could as well be made that all exemptions should be eliminated fiom' the tax law
because the dollar value of an exemption is greater in a high-income bracket than
in a low-income bracket. It is past time to discontinue this kind of class-against-
class tax talk, and give positive attention to the interest of citizens in the poorer
income circumstances In greater capital formation and higher economic growth.

In regard to the second point, a table included in exhibit IV to the Secretary's
statement shows an increase in average annual equity financing from $1.9 billion
in the years 19- to $3.8 billion in the years 1954-61. This is an average in-
crease of $1.4 billion or 75 percent. This increase is approximately three times
the estimated revenue effect of the credit and exclusion. Considering all factors,
it would be reasonable to conclude that the amount invested in new corporate
equities since 1954 would have been substantially less except for the credit and
exclusion.

The factor which has been most discouraging In regard to equity financing
has been a combined top corporate rate of 52 percent since 1954, as compared
with a top rate of 38 percent between World War II and the Korean war. Stat-
ing this factor differently, if the corporate rate In recent years had been no
higher than 38 percent, it would be reasonable to believe that corporations would
have been less Inclined to take advantage of the deductibility of interest, and
more inclined to broaden the base of their equity ownership.

At the same time that the 52 percent corporate rate discouraged use of equity
financing, it-combined with the wage-cost squeeze on profits--has forced cor-
porations to seek greater external financing for expansion in plant and equip-
ment. Under such pressures, it is somewhat surprising that they have not tended
toward relatively greater recourse to debt financing.

Regardless of how much of the tax savings from the dividend credit and ex-
clusion are directly invested in new corporate equities, the fact of stock owner-
ship is proof of the saving and investing habit. Thus, it may be assumed that
most of the tax savings from the credit and exclusion become new capital.
Whether such capital is invested in equities, in corporate debt issues, or else-
where, It becomes part of the total capital available for all uses in America.
Repeal of the dividend credit and exclusion would eliminate this source of an-
nual additions to total capital supply.

At a time when the national need for greater capital formation Is so evident,
and is in fact attested to by the administration's recognition of the connection
between tax policy and economic growth, it is difficult to understand how there
could be continued advocacy of the withdrawal or modification of tax provisions
of particular Importance to savers and investors or which otherwise contribute
to the total volume of capital formation.

The way to begin reforming the tax structure to permit greater capital forma-
tion and economic growth certainly is not to take out of the structure provisions
designed to serve that purpose.

Repeal of the dividend credit and exclusion would be a step backward in tax
policy, reestablishing the full inequity of double taxation and reducing the an.
nual increase in growth capital.

SECTIONS 5, 6, 7, o 18, 15, .6, 18, AND 21--TAXATION OF FOREIGN BUSINESS INCOME
AND S0-0ALLED TAX HAVEN OPERATIONS, rC.

The proposals for altering time-honored rules for the taxation of business in.
come earned abroad are said to be needed as a means for improving the present
adverse balance of International payments. Such thinking Is diflUtlt to fathom,
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Apparently, it stems from a very short-range view in regard to objectives to be
achieved through changes in the tax structure; a view which is in sharp con-
trast With the'long-range objectives of the administratloti'sforeign trade pro-
gram. Taking the two programs together, it seems that the administration 'is
saying: *"We want free trade, but slave capital." From an economic standpoint,
freedom of capital could never fail to serve America's long-range economic
interest.

There is no reason to believe that, on net balance, the provisions of H.R. 10050
requiring higher immediate taxation on foreign source income would have even a
temporary, beneficial effect as regards the balance of International payments.
It should be recognized that a typical American industrial corporation is neither
just a domestic producer, nor just an exporter, nor just a foreign investor, but is
a combination of all three. To assure the maximum American economic effort in
all markets over the years ahead, and to build our economic strength and prestige
in the world, short-range considerations should not be allowed to overrun long-
range objectives.
Basio coniderations

American business corporations invest abroad only because of the expectation
of making profits for distribution to their shareholders at home. By and large,
the profit expectation is not based on the original investment alone, Instead, it
is expected that the first profits abroad will be reinvested, and that this process
will continue in part as regards subsequent profits. It is these reinvested profits
which in large part account for the return flow of income to shareholders, and
revenue to the U.S. Government. Any action which serves to diminish the rein-
vestment of profits either will result in a reduced return flow of income at a
subsequent time, or be matched by a greater immediate outflow of capital.
When the building of capital abroad through reinvestment takes place in coun-
tries where tax rates are lower than ours, the need for export of American capital
is relatively the lowest in order to accomplish given objectives in regard to
production and markets.

Thus, it Is apparent, that domestic tax policy which is most favorable as
regards foreign investment will precipitate the maximum long-range rettirn flow
of income with a minimum outflow of capital.

Short-range effects
In 1961, income from direct foreign business Investments totaled $2.4 billion,

whereas direct new capital outflow amounted to only $1.6 billion. The indica-
tions are that these relationships are being approximately maintained in 1962.

In making the case for altering the historic tax rules fqr treatment of foreign
business income, emphasis has been placed on the fact that the outward flow of
capital to developed countries is greater than the rettirn income flow, while the
situation is reversed as regards the underdeveloped countries.

The assumptions that changes in the tax rules would, in the short range and
in and of themselves, effect a significant change in this pattern, or increase the
relation of return income flow to capital outflow, lack foundation

First, in some situations, there undoubtedly would be some withdrawal of for-
eign earnings which otherwise would be used for reinvestment, in amount neces-
sary to pay the additional taxes. To the extent which business Judgment dic-
tated, however, and funds were available, these withdrawals would soon be
matched by comparable additions to outflow of capital. To the extent that this
happened, there would be reduction in capital available for domestic Investment,
without change in the balance-of-payments situation.

Second, in many if not most situations, the ditposition would be to pay the
additional immediate tax liabilities out of domestfe earnings of the parent cor-
poration. In this event there also would be a reduction in capital supply for
domestic use, without not affect on the balance-of-pay>ents situation.

Long-range effects
To the extent that the short-range objects for forcing a greater current return

income flow, and a reduced capital outflow, are not frustrated by the factors re-
counted above, there wottid be adverse effect on the long-range relation of capital
outflow, and return flow of income. The latter would be less than otherwise
would be expected, and the former might well be greater.

In the absence of adverse tax or other policies, it is to be expected that the
spread between total outflow of capital and return flow of income will gradually
increase over the years, and especially that the retbrni4low from Western Europe
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will by the mid-1960's to late 1960's overrun the capital outflow to that part of
the world.

However, if the national policy of encouraging greater investment in the less
developed countries should result in a greater flow of capital to those areas for
manufacturing and distributive purposes, as contrasted to extraction of minerals,
there would be a period of digestion in which the return income flow would not
move upward as fast as the capital outflow.
Investment economics and the European Common Market

The capital which goes to Europe, or elsewhere, is not in lieu of domestic
investment for production of goods intended in whole or in part for export. The
purpose of foreign investment is to preserve or expand the market for goods
and services of American enterprises. Such investments are made when it is
good business to do so. Instead of being at the expense of exports, investment
abroad creates markets for U.S.-made goods in two ways:

First, it provides an immediate market for U.S.-made producers' equip-
ment, and subsequent markets for U.S.-made prefabrications and compo-
nents; and

Second, consistent with the fact that the best markets for American goods
are in the more developed areas of the world, the greater economic activity
generated by American investments abroad expands the markets in foreign
countries for U.S.-made goods.

It should not be believed that discouragement of investment in Western Europe
at this time would be compensated for by a subsequent reversal of policy in this
respect. The breadth and depth of American enterprise is still greater than that
of any other country, or combination of countries. If we do not invest abroad
while this situation exists, we would be forgoing a major opportunity to improve
the long-range income inflow from investments. Especially, it is of the utmost
importance that American investment be made in Western Europe in the forma-
tive years of its Common Market, before European companies preempt the best
opportunities. This will provide the greatest return flow of income. There can
be no question, looking back from, say, 1970, that American investments in
Europe and elsewhere will have proven to be an increasingly favorable factor as
regards the balance of international payments, not to mention our total position
of economic strength and prestige in the world and vis-a-vis the Communists.
"Gross-tip" not based on equity

The points made above provide a solid case against the application of so-
called "gross-up." However, arguments which require attention have been
made as regards the equities in this area.

First, the argument has been made that "gross-up" is necessary in order to
create equity between American corporations conducting their foreign business
operations through subsidiaries, on the one band, and branches, on the other.
Actually, many American corporations conduct some of their foreign operations
through subsidiaries, and some through branches. However, the companies
whose operations are wholly or mostly on a branch basis have not compained
about the tax treatment of subsidiary operations. The fact, which has been
often made but lost sight of, Is that the nominal tax advantage of the subsidiary
is often outweighed by other factors which benefit a branch operation, although
such factors will vary from country to country. There are many factors other
than taxes which influence a business decision to use a branch rather than a
subsidiary operation, or vice versa.

Second, the argument is made that "gross-up" Is necessary In order to create
tax equity between American corporations engaged only in domestic operations,
and those which also conduct foreign business operations.

There are several points to be made which make this thesis less tenable than
wotild appear at first blush. The corporate Income tax Is only one of the taxes
directly or Indirectly borne out of business income, both at home and abroad.
If all taxes were taken into account, in many cases instead of the apparent
statistical equality when the forelen corporate rate is 52 percent, the tntl charge
agailbt the foreign Income would he significantly greater than if the income
had been derived within the United States.

Moreover, despite the uniform Federal top corporate tax rate, the total direct
and indirect charges against income of American corporntlonq will vary accord-
In to itA exosure to State and local taxeq as well as other Federal taxes.

In other words, there Is no reason to believe that, If "gross-ull" were enacted,
there would be greater effective tiax equality ans between different corporatlno
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than there is at present. In fact, the overall tax discrimination now existing
against foreign subsidiaries in many cases would be compounded. Certainly, the
national Interest in preserving the existing tax treatment of foreign, business
income is greater than any case which can be made for "gross-up" on the basis
of statistical apparencies.

So-called tao haven misunderstood
The provisions designed to impose Immediate income tax on U.S. corporate

shareholders of so-called tax-haven companies are contrary to the national
interest. They do not reflect understanding of dhe national benefits which result
from maximization of profits In such companies and the free use of those profits
in further foreign Investment.

As stated earlier, the efforts to impose tax on unrepatriated business income
would establish a dangerous precedent for disregarding corporate entities in the
imposition of tax. Apart from the implications of such a precedent, the provi-
sion in question should not be enacted, for the following reasons:

(a) The transaction of business abroad through foreign operating companies
is essential in order to maintain the world competitive position of American-
owned enterprises. The existing tax treatment of Income from such companies
has been an Integral part of our tax structure since the beginning of the income
tax, and is in no sense a loophole.

(b) The location of such foreign operating companies in low-tax countries
provides definite advantage as regards the balance-of-payments situation, because
reinvested profits will be greater than in high-tax countries and the outward flow
of new capital from America will thus be less. The purpose of locating in such
countries is to minimize the burden of foreign tax, not of the U.S. tax. By mini-
mizing foreign tax, and reinvesting profits, the greatest long-range return flow
of income to the United States will be produced. This in turn will maximize
the U.S. tax revenue over the same years.

(e) The fact that serious constitutional questions are raised whether the U.S.
income tax can reach undistributed operating income of foreign corporations is,
in and of Itself, a major reason for rejecting the provisions.

(d) These provisions are extremely complex and, If enacted, would impose
formidable administrative burdens upon both the taxpayer and the Government.
This complexity is inherent, and while some improvements might be made in
the provisions. there are no improvements which would change their fundamen-
tal character.

(e) The U.S. Treasury Department already possesses powerful weapons to
deal with such abuses of so-called tax-haven companies as may be assumed to
exist. These include the right to construe transactions according to their eco-
nomic substance, rather than their legal form; and the right to allocate income
and expense between entities on the basis of economic realities. We would
caution however, against the exercise of this right where the result would be
to increase current U.S. tax at the expense of maximization of reinvestment of
profits abroad.

EFFECT OF IT.. 10050 ON CAPITAL SUPPLY AND USE

Under the provisions of H.R. 10650, American manufacturing companies as
a whole would receive much more tax reduction through the investment tax
credit than they would lose from the revenue-gaintg provisions of the bill.
Such a pragmatic benchmark of self-interest, however, is not appropriate to
this kind of legislation for a ntnmber of reasons: ,

1. The overall and subsidiary objectives of the'legislation, as summarized on
pages 5 and 6 of this statement, are inimical to sound tax policy and the most
effective ftifletiiing of our free economy over the yeprs.

2. The welfare of a business corporation cannot he considered apart' from
the welfare of its owners, its creditors, Its employees, and its customers.

3. Tn looking ahead to tomorrow's markets and profits. mnanufaclrsir could
hardly expect that they would gain from at. eontifuing program of shifting of
tax dolla..q from one pocket to another.

4. Tn the total economic sense, the important thtn to our Nation's peonomv.
and hence to manufacturing companies., is the total volume of enlltiil whIph is
available to serve the pflrposes of progress. As mich as we believe that the
natihnnl interest wotld be served by dtniinhish the tax burden on corporate
profit. wa nlso know that this tfiterest wodhe.bunlv served by inoreaning
the quantity of new. mobile venture capital in, the hftds at Individntils. Because
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of steeply progressive rates of tax on, individual incomes, on estates and gifts,
and of the taxation of gains on investment switches, the shortage of :venture
capital has been and continues to be one of the most critical factors in our
economy since World War U. We would not want to compoundthis problem by
a tax-reshuffling process.

5. In 'the ultimate economic sense, the value for economic progress of H.R.
10650 itSt be determined on the basis of its effect on total capital supply, regard-
less of whether particular provisions or objectives of the legislation are other-
wise compatible with the public interest and equitable in nature. More specif-
ically, additional taxation of mutual savings banks and insurance companies,
and cooperatives, would. have the immediate effect of diminishing capital avail-
able through these channels.

6. Despite claims to the contrary, there is no reason to believe that the effect
on capital formation of an investment tax credit would be any greater than
would result from the release of a comparable number of tax dollars through
tax-rate reduction. A company would be just as free -to remit to owners part of
the tax savings from such a credit as it would be in regard to the tax savings
from a rate reduction. It Is much easier to bring the issues involved in H.R.
10050 into proper focus when this simple fact is recognized.

7. Including the recommended repeal of the 4-percent dividend credit and $50
exclusion, a large part of the revenue gain from H.R. 10650 would amount to a
subtraction from established capital in the hands of individuals. Corporate
income taken by the revenue-gaining provisions of the bill would, except for the
new taxation, be exposed to the same alternatives of reinvestment or remittal
to owners as would apply to tax savings under an investment tax credit or tax-
rate reduction. When the effect on retained earnings of cooperatives and
mutuals is added to this picture, it is clear that H.R. 10650 could not conceivably
make an addition to net capital supply, but, more likely, would result In reduc-
tion thereof.

8. Since greater economic growth, the provision of new and better jobs, greater
advance in living standards, and greater national strength and security, are de-
pendent upon the release of capital fetim taxation, it Is Improper to claim that
1I.R. 10650 would make any net contribution in this respect.

ALTERNATIVE TAX AND FISCAL POLICY

In its recognition of the connection between tax policy and capital formation,
economic growth and job.. creation, the administration has set the stage for
searching inquiry on a subject critical to the Nation's future. Unfortunately,
H.R. 10050, or any other legislative application for the reshuffling theory em-
bodied therein, would be ineffective in regard to growth and jobs. The problem
remains, but it is clear that its resolution can be found only in some alternate
approach to the tax and fiscal problems.

The alternate approach necessarily should be designed to provide a green
light for faster growth in the private economy, and a red light against further
uncontrolled Federal spending.

One of the misconceptions on the American scene is that we always have
enough capital; perhaps too much at times. Nothing could be further from
the truth. There is no such thing as too much capital; there is no such thing
as idle capital. When more capital is accumulated, it will be used.

Consistently, whatever restrains the accumulation of capital, whatever de-
stroys capital once accumulated, limits economic growth. The more capital
that is accumulated in any nation, the greater will be its progress.

As cited earlier in this statement, the new study by Mr. Kuznets buttons down
the fact that Government spending and taxing policies are the root cause of
inadequate capital formation and economic growth over recent years.

On the one hand, uneconomic tax rates and methods restrict capital Accumula-
tion and destroy capital once accumulated.

On the other, the Government continue to use for increased spending on new
and old programs revenue which should be retained in the private economy
through reform of tax rates and methods.

To serve the national interest, it would be necessary to reverse these policies.
This would mean, on the one hand, inauguration of an orderly plan for modera-
tion of the tax rates and methods which restrict capital accumulation and de-
stroy capital once accumulated, and, on the other, forbearance by the Govern-
ment from spending on new and old programs the revenue which the refor m

of ibeconomic tax rates and methods would leave li the private economy.
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There are five major tax blocks to high-rate, long-range economic growth,
namely:

Steeply graduated individual tax rates.
Excessive top rate of corporate tax.
Unrealistic length of lives and classification of depreciable property.
Taxing of gains on transfers from one investment to another.
Destructive rates of estate and gift taxes.

Reform of these rates and methods would open the way toward reinstating
the American economy as the most dynamic in the world. Such reform would
provide new opportunity to prove that capital in a free society is more productive
of good for more people than under any other system.

Three years ago, two members of the House Ways and Means Committee,
Representatives A. S. Herlong, Jr., of Florida, and Howard H. Baker, of Ten-
nessee, introduced legislation to accomplish such reform. This original bill has
been introduced in the Senate (S. 2932) by Senator Tower, of Texas. During
its recent deliberations on the administration's tax program, as now embodied in
H.R. 10650, the Ways and Means Committee tabled a motion to report out the
Herlong-Baker legislation by a vote of 14 to 11. In making his motion, Rep-
resentative Herlong advanced the effective dates of the legislation, and proposed
a substitution for the provision in regard to depreciation reform. The manner
in which this legislation would reform tax rates and methods which restrain
economic progress may be briefly summarized:

Personal income tax
TffE PROBLEM

The ruthless graduation chokes off
venture capital at its source, discour-
ages risk taking, smothers incentives,
curtails business starts and expansion,
prevents job creation, and is the major
deterrent to adequate long-term eco-
nomic growth.

It is the scourge of small business
and of the man on the ladder.

By exacting stiff penalties on hard
work and long hours, graduation is in
direct conflict with the universally ac-
cepted principle of reward for extra
effort and achievement.

Rates top out at 91 percent and hit
50 percent at $16,000 of taxable income
from a start of 20 percent.

THE SOLUTION

Over a 5-year period the rates would
be stringently compressed with the top
rate reduced to 47 percent and the other
graduated rates lowered in a consistent
pattern.

Every personal taxpayer would get a
minimum reduction of 25 percent, with
the first rate reduced to 15 percent.

On the principle that no unincorpo-
rated business, professional person, or
other individual taxpayer should pay a
higher tax rate than a corporation, the
new top of 47 percent would be the
same as that on corporate income.

Corporate income tax and depreciation

THE PROBLEM

The excessive top rate severely limits
retained earnings, an important source
of business expansion and job creation.

The tax takes 30 percent of profits up
to $25,000 and 52 percent above that.
More of current business income, In.
corporate and unincorporated, is sub.
Ject to excessive tax rates because of
continued requirement of depreciation
allowances based on length of property
lives which are unrealistically long in
this period of rapid technological
Ch ge.

THE SOLUTION

Five annual reductions of 1 percent-
age point each would be made, bringing
the top corporate rate down to 47 per-
cent and the first rate to 27 percent.
For depreciation purposes the required
time for writing off new property would
be reduce. by 25 percent on the av-
erage.

On top of the double declining bal-
ance and sum-of-the-years-digits meth-
ods established by the 1954 code revi-
sions this would mean a 33perceht In-
crease in the rate of property writeoff.

The legislation would also substitute
broad property groupings for present
detailed classifications, brovidlng great-
est deprecifitlon relief where taxpayers
are mioqt unfAirly treated. '
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Capital gains-etate and gift taxes
THE PROBLEM

The tax on capital gains converts
capital into current Government spend-
ing whenever an asset is sold at a gain.

Estate and gift taxes also result In
conversion of accumulated capital to
Government use. Capital taxed away
must be replaced by new savings out of
current income before there is any net
addition to capital supply.

In penalizing the movement of capital
the capital gains tax also discriminates
against new, risky, job-creating enter-
prises.

The maximum long-term capital gains
rate Is 25 percent; the taxes on estates
go from 3 percent to 77 percent; those
on gifts from 2.25 percent to 57.75 per-
cent.

TRU SOLUTION

Following the rollover principle ap-
plied on the sale and repurchase of
homes, the tax on long-term capital
gains for individuals would be deferred
until the taxpayer fdils to reinvest the
proceeds from the sale of affected prop-
erty. To qualify for deferral, tranh.
fers between investments would have
to take place within the same taxable
year.

The top rate of the estate tax would
be reduced to 47 percent, the top gift
tax rate to 35.25 percent, and all lower
rates of both taxes would be reduced in
proportion.

In a recent letter to organizations supporting the Herlong-Baker legislation,
Representative Herlong provided some estimates in regard to the revenue cost
of effectuation in fiscal year 1063, and also in regard to depreciation alone over
a period of several years, as follows:

"On the assumption that enactment of H.R. 2030 as encompassed in my mo-
tion would so influence the economy as to result in a gross national product of
$570 billion in calendar year 1963, we estimated that total budget receipts would
be $90.4 billion in fiscal year 1903. In the absence of enactment of H.R. 2030, we
estimated that gross national product in calendar year 1903 would not exceed
$560 billion and that revenue in fiscal year 19063 would total $92.3 billion. If,
because of enactment of H.R. 2030, Federal expenditures in fiscal year 1963 were
held $1.9 billion below those to be expected upon continuation of current trends,
then It would be accurate to say that enactment of this legislation would have
no adverse effects as regards the total budget picture for fiscal year 1963--while
adding $10 billion to the total goods and services provided by our economy.

"Our estimates of the revenue effect of depreciation reform contemplated in
the substitute for section 6 are $400 million in fiscal year 1063, $1.1 billion in
fiscal year 1964, and $1.8 billion in fiscal year 1965, with only moderate further
step-ups in revenue effect in a few succeeding fiscal years."

By enacting this legislation, Congress would be setting the general public in-
terest in greater economic growth above all other domestic considerations.

The public interest in control of competitive spending would be enforced by a
provision requiring postponement of forward-scheduled rate reductions when
budget unbalance is threatened. This provision would pose a clear choice for the
executive branch, and the Congress, each year. If together these branches of
Government did not apply a red light against increased spending, the private
economy would suffer by postponement of the up-coming rate reductions.

In view of the failure to control the upsweep in Federal spending through
other means, the Herlong-Baker legislation would be worth a try if fiscal integ-
rity were its ofily goal.

As the economy responded in greater economic growth from more moderate
tax rates, there would be consistent enlargement of the Federal tax base and
soon a greater and steadier revenue flow than could be expected under present
tax and fiscal policies.
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APPENDIX-INVESTMENT TAX CaEnMr

1. Nature of ored t--In the administration's advocacy of an investment tax
credit, 'there has been a persistent tendency to view It as being a part of, or
in substitution for, or addition to, or as a companion of, depreciation reform.

Actually, such a credit, in form or in substance, has no connection with depre-
ciation reform. Instead, it is in form and in substance simply a means for lower-
Ing effective tax rates to the extent of qualification. The result would be to
Increase the effective graduation of the corporate tax, and also the personal
tax as applied to the Income of unincorporated businesses.

2. ubeldy.-In economic substance, the Investment tax credit would be a
subsidy. This fact was first stated by an administration spokesman in March
1961. As a subsidy, It is essentially an expenditure program. Its effect would
be no different from establishing a Federal agency for the purpose of paying
subsidies to businesses at the rate of $8 ($7 in HR. 10650) for each $100 of
expenditure for specified types of property.

8. Oarrot or atick.-As between businesses which do or do not, or could or
could not, take advantage of such a credit, or which do so In varying degree,
the credit is as much a tax penalty as It is a tax favor. The objective could
be as well achieved by reducing business tax rates and the'n applying penalty
superrates for failure to reinvest in given property categories in varying propor-
tion to profits.

This is only to say that tax manipulation of the economy Is a two-edged sword.
Favoring and penalizing by taxation are actually one and the same thing.
The abortive undistributed profits tax of 1930 placed the emphasis on penalizing,
but, as against those penalized, the result would have been to favor those who
conformed to the Government-desired pattern of economic action.

Whether the carrot or the stick is used, the end result of this kind of device is
the same. Those who do what the Government wants done at a particular time
are favored, and those who for whatever reason do not are penalized.

4. Economto effect.-Despite Its subsidy nature, there is no reason to believe
that an investment tax credit would make any greater contribution to sustained,
long-range economic growth than would result from release to business through
orthodox means of a comparable amount of tax dollars, for the following
reasons:

(a) If the administration had stayed with its original implication of a
short-term, "stimulative" device, there may have been some tendency for
business to move forward Its plans for expenditure in affected categories
in order to get sure advantage of the credit. When the administration
shifted to an all-out context of permanency, It eliminated the reason for
moving expenditures forward. The fact that the word "stimulation,"
with Its short-term or temporary, artificial meaning, is still used in advo-
cating the credit, does not Impart character to the credit that does not
otherwise exist. Reference to "stimUlation" of long-term economic growth
is an Incongruity.

(b) Regardless of the short-term or long-term nature of the credit, how-
ever, or the semantics used In promoting it, it coUld have no more effect
than the tax dollars Involved except as (1) business diverted funds from
other uses to expenditure for affected categories of property, or (ii) makes
more use of bank creditthan otherwise would be the case.

In a short-range context, It might be that a credit would excite business
to make somewhat greater use of bank credit than otherwise wotld be the
case. However, such an excitement could not-be given effect for ' long, unless

-the Nation were to accept a continually inflationary expansion of bank
credit, or credit were to be diverted from other uses. When the economy
achieves full recovery, we inevitably will be fated with a new period of
financial tightness. Under such conditions, there is no reason to believe that
an investment credit wouid affect the nattitkl allocation of funds based on
rate of Interest.

It seems to be believed in some quarters that more liberal use of bank
credit is a substitute for the savings of individuals and business. Quite the
opposite is true. The greater the total of savings, the greater the use that
can be made of bank credit without inflationary consequences. The smaller
the total of savilhgs, the less the bank credit which may be used without
inflationary consequences.

(o) 'Businesses which receive the advantage o'f a credit would be just as
free to use the dollars so gained in disbursements to ovinrs, or for klfids of
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expenditure not qualifying for the credit, as they Would be to so use tit
reduction dollars made available through other means. There is no reason
to believe that the use of business funds after enactment of the credit would
to any significant extent overrule normal business judgment as to the best
use of such funds.

5. Foreign eapeiience.-England is often cited as one of the nations which em-
ploys an investment tax credit. Such nations as Germany, France, and Italy,
with their faster moving and more stable economies, do not employ such a de-
vice. The credit in Enigland covers plant as well as productive equipment. Tho
credit has not solved their problem of an uneconomic tax structure, and it is
hardly to be expected that it would solve ours.

6. The basic ta problem.-Except for the excessive and uneconomic use of tax
rates and methods, there would be no reason to advocate an investment tax
credit. In view of the need in the national interest to remove the tax blocks to
greater economic growth, it is unfortunate that nearly a year has now been
taken in discussion of a device that runs around the problem instead of meeting
it. The public welfare will suffer further if consideration of this device con-
tiiues to becloud tax discussions.

7. Principle of credit.9-Though less complicated and manipulative than the
original credit proposed, the flat credit is no different In basic principle. As
would be expected, some of the testimony against the credit in the 1961 hearings
was primarily directed at the complications of the then-pending proposal. But
a great part if not the bulk of the testimony reflected opposition or dissatisfac-
tion with the credit principle itself.

SUPPLEMNIENTA, STATEMENT OF TiE NATIONAL ASSOCIATION OF MANUFACTURERS,
BEFORE TIE SENATE COMMITTEE ON FINANCE, ON SECTION 4 oF H.R. 10650 oN
TAX DISALLOWANOES OF CERTAIN ENTERTAINMENT, ETO., EXPENSES

The administration has urged elimination of so-called abuses in connection
with certain travel and entertainment expenses. The House Committee on Ways
and Means, after extensive hearings and reviewing the problems for many
months, reported:

"The committee agrees that abuses in this or any other area of the tax law
should not be tolerated, but it does not believe that the complete disallowance of
such expenses, as recommended by the President, is the proper solution to the
problem" (H. Rept. 1447, 87th Cong., 2d sess.).

We agree that abuses should not be tolerated but we respectfully submit that
the proposal before you is not appropriate for dealing with problems that may
exist in this area.

Since its inception, the Internal Revenue Code has provided for a deduction
from gross income of expenses "ordinary and necessary" to the conduct of a
trade or business. What appropriately constitutes such expense has been the
subject of extensive litigation and administrative definition. The Supreme Court
of the United States, and many lower court, recognize it is almost Impossible to
formulate specific and precise guidelines in this area because of the necessity for
exercise of business Judgment, in light of various business circumstances, which
must primarily be relied on to determine the propriety, for tax purposes, of busi-
ness expenses. As stated by Mr. Jdstte Cardozo In Welch v. Helvering:

"One struggles in vain for any verbal formula that will supply a ready touch-
stone. The standard set up by the statute is not a rule of law; it is rather a way
of life. Life in all its fullness must supply the answer to the riddle" (290 U.S.

The proposal under consideration runs contrary to this sound principle. To us
it is a gross distortion of our tax philosophy to seek to substitute the subjective
Judgment of Government for the business judgment of a taxpayer responsible
for a business enterprise.

Our tax system is based upon a policy of self-assessment which must be
coupled with a ftll recognition of the principle of taxation of net income. The
tax on profits from business activities Is to be directed only to such net income as
is determined under realistic economic and accounting principles. Net income
can only be arrived at by recognizing all lawful costs and expenses which, in tli
judgment of the business taxpayer, are necessary to produce or assist In pro.
ducing the income of the business. Departure from these fitfidfifiental concepts
would shift our tax system from a net income principle to a gross receipts tax
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principle, or a gross receipts tax less only those items of expense which, in the
Judgment of a Government official, are "ordinary and necessary" for the conduct
of a trade or business.

In recent years, there has been a great deal of publicity on so-called abuses in
the area of travel and entertainment expenses. Abuses no doubt exist, but we
respectfully submit that the better manner in which to deal with them is
through sound and realistic enforcement policies rather than adoption of statu-
tory straitjackets which contravene the basic precepts of our tax system.

We would take exception to the views presented to this committee by the
Treasury Department in testimony of April 2, 1962. Secretary Dillon indicated
that tighter enforcement of present law is not the answer to the problem. He
further notes, "Only clear-cut decisive legislation will remedy this ever-worsen-
ing situation, with its unfortunate effects on the morale of the general taxpayer
and on tax revenues." We respectfully submit (1) the legislation proposed by
the Treasury Department If not clear cut and decisive; (2) such an ambiguous
legislative proposal will remedy nothing but will only serve to compound con-
fusion; (3) the "situation," if one of any consequence exists, is not "ever worsen-
ing" but is being remedied through various enforcement programs and taxpayer
scrutiny; (4) the superimposing of Government hindsight judgment on the busi-
ness activities of a taxpayer will certainly have unfortunate effects on taxpayer
morale and can serve only to foment controversy and break down the self-assess-
ment system; and (5) whereas the Secretary indicates that there would be
a net revenue gain to the Government of several hundred million dollars, many
experts have questioned whether there would be any net revenue gain because
of the impact the proposed restrictive legislation would have on many segments
of the economy.

The Treasury Department, in its recommendations regarding this type of busi-
ness expense, appears to overlook several basic facts of the present tax law. At
the outset, the burden of proof for deductions from gross income always lies with
the taxpayer. Thus, the proposal at hand would not chinge the basic burden of
proof but merely substitute arbitrary rules or Government discretion in connec-
tion with lawful and legitimate business expenses. There is a wealth and
abundance of law in the form of regulations, rulings, and court cases which, over
the years, have recognized and yet restricted and defined the type of expense
which will be considered deductible for tax purposes.

Beginning In 1960, the Treasury Department substantially modified the vari-
ous return forms having to do with return of income for corporations, partner-
ships, and individuals. Under schedule E of form 1120, the 1061 corporation
income tax return, Item 7, specifically requires that expense account allowances
of corporate officers be shown in total amount, as well as the amount of compen-
sation which Is called for under item 6 of this schedule. Item 0 of the same
form 1120, contains a series of questions which must be answered having to do
with the claiming of a deduction for expenses in connection with the hunting
lodge, yacht, resort, or the leasing or ownership of hotel rooms or apartments,
and the attendance of employees' families at conventions or business meetings.
Thus, the type of detail which must be indicated on this return form provides
a sufficient indication of trouble areas, if any exist, for detailed audit and
inquiry.

The reaction of experts to the proposals advanced by the Treasury Depart-
ment, both before this committee and the House of Representatives, ha ve been
spread upon the public record. In November and December of 1959, the Com-
mittee on Ways and MIeans of the House of Representatives conducted extensive
panel discussions on the factor of business expense deductions and the general
consensus of the experts testifying was that the present law was adequate to
deal with this issue.

An essential element that seems to be lost sight of Is that business enter-
prises are In business to make a profit. The reponsihility and judgment for
the generation of such profit must be accompanied by the right to exercise
discretion and authority. The professional managers of companies are ac-
countable to the board of directors, the board of directors, in turn, is fully
accountable to the stockholders and the stockholders will continue to risk their
money in the business venture only so long as the business is prndently managed.
Thus, the system of checks and balances built into business enterprises with
the operation of the law and the demanding burden of proof reqtilred under such
tax law, make the addition of further unrealistic statutory requirements a
form of harassment that should not be condoned. I
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ANALYSIS OF SECTION 4

Section 4 of H.R. 10650 proposes to create a new Internal Revenue Code sec-
tion 274 which provides for a disallowance of certain entertainment and busi-
ness expense deductions, subject to enumerated exceptions and qualifications.
No deduction would be permitted for an activity of a type "generally considered
to constitute entertainment, amusement, or recreation," unless such activity
is "directly related" to the active conduct of a trade or business.

There are no statutory criteria as to what is meant by such an activity nor by
whom it Is to be generally considered entertainment, etc. The report filed
by the Committee on Ways and Means (H. Rept. No. 1447, 87th Cong., 2d sess.)
Indicates that objective tests are to be used in determining this issue. We
contend, however, that the vague and ambiguous statutory criteria, in practical
application, will result In a subjective--and hindsight-test with consequent
uneven enforcement based Upon personal predilections of the various revenue
agents.

The bill would also propose that expenses for the use of a "facility" for enter-
tainment, amusement and recreation will be disallowed unless the taxpayer
can establish that the facility was used "primarily for the furtherance of the
taxpayer's trade or business and that the item was directly related to the
active conduct of such business." Again, the use of statutory terms such as"primarily" and "directly related" do not lend themselves to fair even-handed
enforcement nor do they provide adequate criteria for the guidance of the
Government as well as taxpayers.

In order for a taxpayer to fully comply with the undefined requirements of
such a proposal, It would become necessary to maintain extensive records and
files for the sole purpose of attempting to establish a direct relationship between
an activity and the conduct of the taxpayer's business. The same would be
true with respect to the maintenance of facilities of this type for It would be
necessary to show that the use was primarily for the furtherance of the busi-
ness or else face the prospects of having the expense disallowed in Its entirety.
Notwithstanding keeping such detailed records, the taxpayer would still be
subject to hindsight judgment as to the propriety of the expense.

The blanket proscription against permitting a tax deduction for business
gifts in excess of an arbitrary dollar amiount Is equally unrealistic. The giving
of gifts to Individuals with whom one does business Is well established in the
fabric of our economic society. The propriety of giving such gifts, regardless of
the amount involved, must be based Upon the sound judgment of the donor.
Again, taxpayers will be required to keep elaborate records and engage In ex-
tensive bookeeping merely to keep track of what gifts have been given to what
individuals by the taxpayer during the course of the year because of the limita-
tion of $25 per gift per year per recipient. It does not take much exercise
of the imagination to visualize the complexities of this problem In the Instance
of large companies and the extent of Internal costs of bookkeeping re4dired
merely to keep track of this Insignificant item. This additional burden on tax-
payers, with no resulting revenue gain, Is an IllUstration of the unsound tax
philosophy underlying this proposal.

Paragraph (c) of section 4 of the bill Is designed and intended to overrule
the so-called Cohan principle. This rule of tax law was derived from the case
of Cohan v. Oommissioner (39 F. 2d 540 (C.A. 2d, 1930)) which held that de-
ductible expenses, not otherwise substantiated, could be approximated'by the
taxpayer. However, this rule was further limited by the caveat of the court that
taxpayers Will not be premitted to undtily benefit from this right of approxi-
mation as the law would not condone tax deductions by a taxpayer where the
"Inexactitude Is of his own making." Thus, the Cohan rule affirms that the
basic burden of proof of justifying a deduction does not shift from the taxpayer
but that approximations In respect of detail will be permitted, provided the
business character of the expense and other elements, can be adequatedly sub-
stantlated. This principle was subsequently defined in some detail in Rev.
Rul. 54-195, C.B. 1954-1, p. 47.

It Is Interesting to note that In the "Study on Entertainment Expenses" filed
as exhibit V by Treasury Secretary Dillon as a part of his testimony of April 2,
1962, at page 10, the Internal Revenue Service Commissioner notes that the
rule In the Oo1an case Is "basically equitable" but has caused administrative
problems. It would appear unsound In principle and inconsistent argument tltt
a rule of lawv which has stood the test of -time for, Almost a quarter of a cenftriy
and which IS deemed basically equitable should be overruled because, of ainihi-
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lstrative problems which will, without question, continue to exist regardless of
the form of the statute. We submit that the Cohan rule is not the blank check
for abuses that the Treasury Department seems to indicate. Moreover, the
abolition of the rule would probably generate more controversies than it would
settle.

Seemingly in tacit recognition of the inequities proposed under the bill, para-
graph (d). of section 4 would create nine separate categories of exceptions to the
general rule of disallowance set forth under paragraph (a) of the proposed new
section 274. The first of these exceptions has to do with allowing expenses for
food and beverages. However, such allowance is qualified and conditioned by
requiring a Judgment after taking into account "the surroundings in which
furnished, the taxpayer's trade, business, or income producing activity and the
relationship to such trade, business, or activity of the persons to whom the food
and beverage are furnished" and that they must be of a type "generally con-
sidered to be conducive to a business discussion."

This series of ambiguous and nebulous phrases will contribute nothing to the
effective enforcement of our tax laws or respond to the primary motivation of
tuch tax laws which is the production of revenue. Who is going to make the
ultimate objective determination as to whether surroundings in which meals
are consumed and the taxpayer's business are sufficiently related so that they
can be generally considered as conducive to business discussions. Such a series
of undefined and undefinable criteria serve only to foment litigation and make
realistic application of our tax laws a sham. Again, subjective rather than
objective tests will be applied and a taxpayer would proceed at his peril in making
expenditures of this type under such a statute.

We recognize that effective Implementation and administration of the tax
laws requires that a degree of administrative judgment be permitted. How-
ever, it seems inappropriate to best by statute the degree of latitude, interpre-
tative powers and regulatory authority such as would be given to the Secretary
of the Treasury under paragraph (g) of section 4 of this bill. Such delegation
of blanket authority is particularly unrealistic and unsound when the under-
lying statute is patently replete with vague, ambiguous, uncertain, and utide-
finable terms. Experience and the volume of litigation demonstrates that the
combination of a vague statute and undue delegation of regulatory authority
results in the distortion of congressional intent and purposes and a multilidity
of taxpayer controversies and litigation with the Government.

H.R. 10050 would also amend section 162 (a)'(2) of the present Internal
Revenue Code by deleting the deduction for the "'entire amount expended for
meals and lodging" In connection with travel expenses and providing Instead
that a deduction would be permitted only for a "reasonable allowance for
amounts expended for meals or lodging" while in a travel status, Thus, there
is a shift from permitting by statute a deduction for the entire amount of ex-
penses to the use of the ambiguous standard of "reasonable allowance." This
change of concept is unwarranted and can only lead to restrictive interpretation
and possible arbitrary monetary limitations, such as have been previously pro-
posed by the Treasury Department. No reason Is given for this marked change
of approach, other than to indicate in the report of the Committee on Ways and
Means that this is the position taken In the Treasury Department regulation.

During the consideration of H.R. 106.0 by the House of Representatives,
Chairman Wilbur Mills indicated in the course of debate that the criteria which
were to be considered In applying this vague standard are to be the locality in
which travel is performed, the customary and usual standard of living of the
person traveling, the purpose of the travel "and the relationship the travel
expense bears to the anticipated benefit to -the taxpayer's business." Such
criteria are as vague and Indefinite as the reasonable allowance principle and
would contribute nothing to a realistic administration of such a statute nor
provide any effective guides for taxpayers. Subjective determinations of
whether a travel expense bears an appropriate relationship to an anticipated
benefit to a taxpayer's business is.a factor that should not be made the subject
of Government judgment but should remain the judgment of the taxpayer busi-
nessman. This impresses us as regulating for the sake of regulation.

CONCLUSION

The ordinary and necessary rule for determining tax deductibility of business
expenses has proven, ovbr the years, that it hgrmonizes with sound business
practices and accounting. It is an, indispensable part of the computation of tax
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on net income. To arbitrarily restrict the application of this rule would be to
change long-standing concepts of business net income for tax purpOeie nd sub-
stitute Governmenit flat for business discretion. Moreover, to the extent that
such unrealistic legislative restrictions prevent or inhibit legitimate business
expenditures whioh might otherwise be made, there would be a resulting ad,
verse effect on total business activity, with the resulting impact on the Federal
revenues.

The legislative proposals in this area appear to be motivated by What some
contend to be a social evil of the expense account economy. If such evil exists,
the law is presently adequate to deal with the problem. There is not much
justification for burning the house down because there is a hole in the screen.
We respectfully urge that the Congress not distort our basic concepts of net
income taxation by creating arbitrary standards and limitations which make the
income tax law a moral code rather than a means of producing revenue for the
maintenance of the necessary services of Government.

The CHAIMIMAN. The next witness is Mr. Leslie Mills of the Amer-
ican Institute of Certified Public Accountan~ts.

Mr. Mills, you take a seat and you may proceed.

STATEMENT OF LESLIE MILLS, CHAIRMAN, COMMITTEE OF FED-
ERAL TAXATION, AMERICAN INSTITUTE OF CERTIFIED PUBLIC
ACCOUNTANTS

Mr. MiLLS. Mr. Chairman my name is Leslie Mills. I am chair-
man of the Committee on Federal Taxation of the American Institute
of Certified Public Accountants.

The American Institute of CPA's is the national professional or-
ganization of practicing CPA's in this country. It has over 43,000
members, and the committee on Federal taxation, of which I am
chairman, is a large committee with representatives from all over the
country, rendering professional services to all kinds of American
business, large and small. Because of the limited time we have had
for study of the Revenue Act of 1962 I would like p ermission to sub-
mit within a few days a detailed analysis of the major sections of the
bill. We shall expand on my comments today and make observations.

(The supplemental statement referred to appears at the end of Mr.Mills' oral presentation.). _.
Mr. MiLLS. I can thus conserve the time of the committee by empha-

sizing in my presentation now particular aspects of some of the major
provisions which cause us concern. Our detailed statement will ex-
pand on my comments today, and in particular will present our ob-
servations on what appear to us to be technical deficiencies in the bill,
with suggestions for improvements.

SECTION 2

I would like to comment first on section 2, providing a credit for
investment in certain depreciable property.

In testimony before the Ways and Means Committee last May for
my committee I expressed opposition to the credit in the formpro-
posed in the President's tax message. Our objection was based, in
part, on the belief that the proposals were unnecessarily complicated,
erratic in application, difficult to apply, and presented so many prob-
lens of adithistration that the already complex tax structure would
be further complicated.
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It is our opinion that the investment tax credit as set forth in H.R.
10650 is a satisfactory version of an allowance for stimulation of
growth in investment and productive plant and equipment. It should
be recognized that the tax credit is in no way a substitute for overall
reform of depreciation policies and practices, and that your commit-
tee will recognize that its enactment should not be taken by the Treas-
ury Department as justification for delay in its announced program
for depreciation reform and recognition of the inadequacy of present
depreciation practices.

With respect to the related section 14, gains from disposition of
certain depreciable property, we have been on record for some years
that the statute should be amended to limit the capital gains classifi-
cation of dispositions of such property. Such limitation should not,
however, fail to recognize that under some circumstances such gains
do not reflect recovery of excessive depreciation, but rather are the
result of inflation and decline in the value of the dollar. More impor-
tant, we believe that adoption of section 14 should be on the basis
that it is a part of overall depreciation reform, which we think is the
most important opportunity for stimulation of investment in new
plant facilities.

SECTION 4

With respect to section 4, disallowance of certain entertainment,
etc., expenses, we share the concern of the Treasury Department as to
abuses which have become evident in this area. However, after care-
ful consideration, we believe that legislative revision of the scope pro-
posed is neither necessary nor desirable, and that continuation of the
present very evident increased enforcement activities of the Internal
Revenue Service, together with revision of the rules for substantiation
of expenses, will solve the problem. The administrative problems
under present law are admittedly difficult, but most taxpayers and the
Internal Revenue Service are finding that they are not insoluble and
we believe that the difficulties would be enhanced rather than reduced
by the new conceptual proposals before you.

Corrective legislation should not be the occasion for creating struc-
tural flaws that deal unfairly with business taxpayers or discrminate
among taxpayer groups. The bill in its present form contains sub-
stantial elements of discrimination, especially against small taxpayers.
The proposed prohibition against entertainment activity not "directly
related to the active conduct of the taxpayer's trade or business" will
prevent much of the activity that the small taxpayer uses legitimately
in business furtherance and development. This prohibition is less
significant to the large, well-established taxpayer. In addition, the
exceptions to the pro-hibition tend to operate in favor of the larger
business; some of the exceptions relieve larger businesses of possible
nondeductibility of expenditures that the average small business is not
able to afford. To the extent that taxpayers would be forced to pay
entertainment expenses out of capital funds, instead of as deductions
from income, the small and inadequately capitalized company would
be seriously handicapped.

With respect to the substantiation requirement, we recognize that
the present court-made rule has presented a difficult administrative
obstacle to the Internal Revenue Service and we recommend that the
force of the rule be elinitlited. V
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At the same time it should be recognized that the rule stemmed orig-
inally from the difficulties of substantiation in an area where record-
keeping tends to be burdensome and inexact. The elimination of the
rule should not be in terms that create a burden greater than that in
existence before the rule was established. Where a taxpayer's record
for expenditures might not be adequate, the requirement as to evi-
dence of those expenditures should be responsive to the circumstances
under which they were made. In our detailed statement we shall offer
further comments on modification of the substantiation rules.

Finally, we wish to point out that the introduction of new concep-
tual tests which will permit subjective administrative interpretation
and possible harassment of taxpayers, can only result in serious com-
plications and further controversy in an already complex area.

SECTION 10

We recommend that section 19, providing for withholding of in-
come taxes both on interest and dividends, be rejected. We recognize
that there is underreporting in this area, and that this constitutes a
serious danger to the structure of our self-assessment tax system.
However, our conclusion is based on two considerations.

First, we believe that developments now underway can be counted
on to narrow the underreporting gap to manageable proportions. This
being so, the burden on the Government and the business community
resulting from the proposal in section 19 of the bill would be unrea-
sonable in the light of the benefits which might be achieved.

Second we believe that from an economic viewpoint the cost to be
incurred by both business enterprises and the Internal Revenue Serv-
ice will minimize, to a large extent, any increased revenues which
would not already be forthcoming as a result of other measures.

As to the first item, over the past few years, the Internal Revenue
Service has been actively engaged in a publicity campaign, through
news releases, speeches by the Commissioner and others, and so fort,
warning all taxpayers to examine their reporting practices to be sure
that all taxable income, including specifically dividends and interest,
is reported currently in tax returns. The business community, par-
ticularly large corporations which pay most of the dividends involved,
has cooperated whidleheartedly in this activity, and it seems obvious
that these steps have already had a material effect.

Furthermore, the Internal Revenue Service is actively engaged in
installing its automatic data processing system, which will provide
in the greatest detail information as to dividends and interest paid,
with complete identiflcation of the taxpayers. We are aware that
even under these modern electronic systems, there will still be a burden
on the Internal Revenue Service in associating the information sup-
plikd with the taxpayers involved and that in practice a complete fol-
owup of this material will not be possible and, I may interject, I

heard Mr. Dillon say this yesterday, and I think it is true.
BJit we think it crystal clear that the considerable publicity given

to the capabilities of these reporting systems is by itself haing a very

signfcafit effect on taxpayer compliance, and that by this activity
alone the unider reporting is being greatly reduced. The service is
making strefitous efforts to bif6rin the public, even outside the regions

821'60-02-pt. 2-
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scheduled for installation of these systems in the near future, of the
capabilities of its automatic data processing system. It should be
rioted that the service is so confident that this publicity will result
in much greater compliance, that it is informng the public that they
must examine past practices and conform to the law; indeed, it is
inviting taxpayers to take voluntary action now to correct returns
already filed and has advised themhow to do this. As a matter of
fact, we believe that the campaign to warn people of the capabilities
of the ADP system can be itself improve compliance to a greater de-
gree than the service actually accepts as obtainable under the mechanics
of the system.

With respect to the burdens on business, we believe that the busi-
ness community is just beginning to realize the extent of the problem
which they will face if section 19 is enacted. The proposal in the
President's tax message of last year was for a simple withholding sys-
tem at a single rate on all payments of dividends and interest involved.
The business community was assured that it would not be faced with
complications of identification and exceptions, even to the extent that
it would not have to identify the taxpayer from whom tax was
withheld.

Out of concern for the problems of the many taxpayers who actually
owe no tax on their dividends and interest, or who because of circum-
stances would find that excessive tax was withheld, the House of Rep-
resentatives enacted special exemptions and exceptions. This action
has the effect of making the proposal, in general, highly objectionable
from the standpoint of cost and difficulty. It should be understood
that even a single exception creates by itself an enormous problem for
business, particularly those dealing with large numbers of stockholders
or creditors.

Automation is not confined to the Internal Revenue Service, and in
fact many large organizations have necessarily installed electronic or
similar equipment for disbursing dividends and interest. The re-
quirement in the present proposal for distinguishing between tax-
payers who wll be allowed to report to the payor that they do not
expect to owe tax, or taxpayers from whom withholding must not be
made merely because of their age, will in large measure destroy the
efficient effectiveness of already installed and operating procedures for
disbursing the payments. It is equally obvious that the policing of
these exceptions by the Internal Revenue Service will be an enormous
problem. The result will be a grafting of a procedure on our tax
system, with heavy costs and administrative burdens, to solve a prob-

lem which is clearly becoming less material.
While we recognize that the exceptions are designed to provide

equity, we think that. if a. withholding system is to be enacted, at the
veiy least the burden of these exceptions should be solely on the
Internal Revenue Service. /

Finally, I wish to comment on the various sections of the bill af-
fecting taxation of foreign income and activities of U.S. citizens and
business enterprises abroad.

In our opinion these provisions are by far the most important pro-
posals in the bill, with respect to their significance to the national
welfare. The United States has spent many years and many billions
of dollars restoring the economies of the countries of the Western
World, with the intended result that we are how living in a world of
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Vigorous competition in international trade. We have encouraged
countries abroad friendly to us to group together to improve their
competitive position, and the Congress is even now considerhg au-
tlority to further promote freer exchange of goods and services across
international borders. In accordance with clear national policy wehave encouraged our country's businessmen to take a leadin part we
developing the economics of the free world. The success of our pri-
irate enterprise in world trade is completely apparent to everyone.

The foreign income and related sections of H.R. 10650 seem specifi-
cally designed to cripple our international trade at the very time when
circumstances which our country had a large part, in creating, make
it increasingly difficult for our private business organizations to main-
tain and develop their positions abroad.

The effect of these proposals on the revenues may very well not
produce the hundred million dollar revenue gain which the Joint
Committee on Internal Revenue Taxation estimates.

These sections will force American business operating abroad to
limit their activities, and in many cases reorganize them merely to
maintain their position. In fact it has been our observation that
even the threat of these changes in the Internal Revenue Code has
already seriously hampered further expansion by U.S. enterprises
in the foreign field. It seems to us abundantly clear that enactment
of these provisions will result finally in significant net revenud:losses
and injury to our national economy, rather than the revenue gain pre-
dicted.

In fact, these proposals appear designed not to raise revenue, or
to avoid improper maniipulations (we believe present law with some
relatively unimportant amendments is entirely adequate to prevent
such abuses, and the Internal Revenue Service is right now engaged in
a vigorous enforcement effort) but rather to direct by Government
fiat the type of business and manner of operation of American free
enterprise outside the United States.

In our detailed statement to be submitted, we shall expand our com-
ments on the new and untried concepts proposed to be introduced into
the Internal Revenue Code, the violence done to the spirit and intent
of 21 bilateral tax conventions approved by the Senate, applicable to
44 countries of the free world, and the onerous--and it appears to us
impossible-burdens of reporting and recordkeeping to be imposed on
the business community. At this time I suggest only that the ap-
parent intent and certainly the effect of these provisions will be to
put U.S. businesses abroad in a most unfavorable position with
competing business operating in the same areas.

The theory back of the proposals seems to be that an American-
controlled enterprise operating in a foreign country should be treated
on the basis of its competitive situation vis-a-vis a similar U.S. enter-
prise. This is not only totally unrealistic, but in fact the new pro-
posals penalize the foreign enterprise. Most' American businesses
operating abroad, and certainly those which are producing the great-
est revenue for our economy, are doing business abroad only because
they are unable for many reasons to adequately supply foreign markets
from this country. Such businesses are competitig for the same
markets sought by foreign enterprises operating'in these areas. A
local enterprise starts off with a competitive adva itage against any
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outsider, a fact of business life which is obvious to any European
enterprise that tries to break into the American market. Thus at the
very least an American enterprise which wishes to enter a foreign
market should be allowed to compete on the same basis as its compet-
itors already in that market, with the advantage of local ownership
and management.

With the growth of country groupings in Europe and elsewhere
(for example, the European Common Market), the concept of a local
market is rapidly expanding across national borders. Some of the
provisions in the bill impose tax penalties merely as the result of
organizing to compete in the Common Market group or similar eco-
nomic groups.

Not the least of the evils which would plague business if these sec-
tions are enacted is the authority given to the Treasury Department to
make unilateral determinations affecting the tax burden of the domestic
corporation. In many provisions authority is given to the adminis-
tration, including the Treasury Departmefit, to make unilateral de-
terminations, from which no appeal appears possible. As one ex-
ample, a formula is provided for allocating income under certain
circumstances, with a further provision that intercompany prices may
be determined on an arm's-length basis. However, determination of
the arm's-length character of transactions is subject to rather rigid
rules which may not give effect in every case to all of the pertinent
factors. Moreover, if such arm's-length determinations by the tax-
payer are not satisfactory to the Treasury Department, that Depart-
ment through its agents can determine the allocations whih in its sole
judgment are proper, without any opportunity for an impartial ap-
praisal. This, and similar approaches to these most difficult problems
leave American business operating abroad entirely at the mercy of
our bureaucracy. This uncertainty alone will surely cause American
business to restrict operations abroad. It certainly creates no climate
for new expansion.

I might also refer here briefly to another area calculated to produce
uncertainty, difficulty, and unfair burdens on U.S. taxpayers. To a
large extent, the provisions taxing U.S. shareholders on income of
foreign corporations are couched in terms of "earnings and profits."
This term is undefined in the Internal Revenue Code. Moreover,
there is no hint or suggestion as to the rules to be followed. It is not
even clear that the U.S. tax rules wil be applied in determining "earn-
ings and profits." However, assuming U.S. rules will apply, American
taxpayers, upon whom the burden has been thrust to make the de-
termination, must attempt to restate "earnings and profits" with no
guides as to the effect to be given to such items as depreciation, net
operating losses, and many other points peculiar to U.S. taxation.
This merely illustrates a few of the many complications which will
arise from the introduction of wholly new conceits and terminology.

Much has been said about the favorable effect of these proposals
on our balance of payments, and on utilization of American labor.
Both of these assertions have been refuted by witnesses who appeared
before the Ways and Means Comnitttee representing the American
business community, and our experience confirms these analyses. We
believe that a major effect of the provisions would be to enrich the
treasuries of foreign governthflts who would be quick to revise their
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income tax structures to capture for themselves the revenues which
these provisions are intended to bring to this country.

I have endeavored to point out that the complexities in this area,
and in other parts of the bill, are by themselves serious. The very
existence of uncertainties hampers business. Adding these com-
plexities to the already complicated problems of doing business abroad
will have the effect of discouraging many small businesses from ex-
panding into the international trade area. The legislative history of
the bill in the foreign income area emphasizes this important prob-
lem. Business enterprises have been forced to consider a regular
series of proposals in the foreign area throughout the past year, and
each one has required the immediate initiation of planning to avoid
the severe and haphazard penalties which would be incurred under
their present organization and manner of doing business. The latest
proposals are only a few weeks old, and it cannot be expected that
the picture is at all clear for the many organizations, large.and small,
whioh will be vitally affected. Yet the most basic provision, with
respect to income ofcontrolled foreign cororations, would become
effective less than 9 months from now, and presumably just a few
months after the final form of the provisions are known if they are
approved by the Congress. The far-reaching provisions concerning
liquidation and sale of stock would become effective upon enactment.
At the very least, therefore, businesses should have more time-to turn
around and reorganize their activities to avoid possible destruction
of their interests. It seems particularly inappropriate to legislate
such far-reaching, new, and untried concepts in our tax structure at
the very time when the Treasury Department is on record as preparing
to release in the near future proposals for a basic reform of the tax
structure.

We urge this committee to consider the serious impact of these
proposals on the future expansion of American business in the field
of international trade. We urge the committee to eliminate from this
bill the proposals for taxing -U.S. shareholders on unremitted and
unrealized income from legitimate businesses-businesses which carry
the American free-enterprise system to the far corners of the world.

Thank you, Mr. Chairman.
The C1IAIRnrAN. Thank you very much, Mr. Mills.
Any questions, Senator Gorei
Senator GORE. Yes, Mr. Chairman.
Mr. Mills, in your statement you are referring to the recommenda-

tion with respect to the taxation of foreign income contained in the
bill before the committee and you say:

In fact it has been our observation that even the threat of these changes
In the Internal Revenue Code has already seriously hampered further expansion
by U.S. enterprises In the foreign field.

Would you be specific and cite some examples I
Mr. MILs. I can cite experiences our people have had, with clients,

American corporations, who have been planning to expand opera-
tions abroad to make preparation for going into the Common Market,
for example, and for the past year, they have not known what the
final tax law would be.

American business groups, including those we represent, have
been watching the development, of the trade program, and have been
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watching the development of the Common Market and the common
markets in Latin America, and they naturally have been making plans
to see whether they could get into those markets and increase their
profits.

But, as I say here, the constant turmoil, if you do not mind my
saying so in. this field as to what will be the flnal law, just makes It
inadvisable in many cases to go ahead with these plans, so they have
not done it.

Senator GORE. Well, now, you are speaking generally. You say you
have clients. I will not ask you to divulge the names of your clients.
But give me an example example A of a U.S. corporation which
has been in the situation where plans for expansion have been seriously
hampered by the proposal in this bill.

Mr. MurS. Example A is a corporation which has long been estab-
Jished, owned by a U.S. corporation in Great Britain. From Great
Britain it has been supplying the market for its product on the
Continent of Europe.

Now it has been clear for the last year or so that the company, to
meet competition on th6 Continent, will be better off if it has an estab-
lishment in one of the continental countries, in one of the Inner Six
countries, because while its position in Great Britain will presumably
give it trade advantages in the Outer Seven, it will find tariff barriers
greater than at present to get into the Inner Six.

If such a company, upon advice of its business people, thought that
it would be well advised to keep the market already existing by estab-
lishing a manufacturifig subsidiary in one of the Inner Six countries,
it should go ahead and do so. But it has not known for the last year
what the tax effect would be.

Senator Gom. Now, is this corporation, example A, engaged in
manufacturing in Great Britain?

Mr. MmLS. Yes. sir; for the Europeanmarket.
Senator GoRp. For the European market. What is being hampered

now are plans for the construction of an investment in an additional
manufacturing facility in Western Europe, on the Continent.

Mr. MIL.s. Either that or divertifig some of its activities from Great
Britain, or providing expansion which would normally be made in
Great Britain for the market where these new trade barriers are not in
prospect, to another cetfitry.

Senator GORE. How would that, as you say, cripple our international
trade?

Mr. MILLS. Well, in my example, which is based on fact, although
partially fabricated to make it easier to understand, this company is
a substantial contributor to the U.S. earnings in that it is doing well,
it has been in Europe a long time, is satisfying markets in Europe from
its European manufacturing, which it do lld not satisfy from the
United States. It will lose some of its market if it cannot get over this
tariff barrier.

Senator GoiE. It is not selling exports from the United States?
Mr. Mmrs. Oh, yes. But it is primarily concerned with maiufac-

turing in Europe prodUots which it cannot bring from the United
States in a competitive situation.

Senator GoPm. Well, are you trying to say that a product of a fac-
tory in England or Germany, when- sold in'Western Europe, is tanta-
mount to the sale of exports from the Unfited States? j
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Mr. Mnis. Yes and no. The manufacture of industrial p6dutts in
the case I have in mltd and I thiik It is typical of a great many, does
two things: It creates, in a sense, a captive market for the U.S. parent
for products which it can sell it to be refabricated, and it permits the
U.S. parent, through its subsidiary, to get.a market in Europe which it
could not reach specifically from the United States because of prices
and other things. If I may expand on it I

Senator Gon. Yes, sir; indeed.
Mr. Mims. In industries such as machine tools or office equipment,

industries of that character have been achieving rapid technolo ical
increase for some time, despite the advance of Western Europe it is
my understanding-and I have spent some time with people on this-
that the European market is not as sophisticated as the United States;
the European mamifacturer is not as sophisticated as a U.S. manufac-
turer, so that there is competition in Europe from European manufac-
turers for the less sophisticated equipment. But there is still a need
for the more sophisticated material from the United States.

Now, a U.S. manufacturer of that kind of equipment can get the
best advantage for itself, its stockholders, and the U.S. economy by
entering the market and manufacturing less sophisticated items there,
using to the greatest extent possible U.S. components and at the
same time, keeping fle U.S. market for direct export of the more
sophisticated type.

If it does not get into the European market then it is in the posi-
tion of only selling a few extremely expensive equipments against
competition from abroad.

Senator GORE. Well, so many people tend to equate the manufacture
and sale of a commodity abroad with U.S. trade. Indeed, it might be
qute the reverse. The construction of additional manufacturing
facilities in West Germany, for instance, upon which venture you
say this company is hesitating now, might, if constmtmated, result i
the export of large amounts of capital from - the United States, thus
worsening our balance of payments difficulties, and, in addition in-
crease the very competition in Western Europe of which you complain.

So I donot know how you equate the expansion of a manufacturing
facility in England, even though owned by a U.S. interest, and addi-
tional production facilities mantufactuting facilities, in Western
Europe with U.S. trade, and yet you cite this as an example.

This is being cited by you as an example of how this very proposal
is hampering U.S. trade.

I think there is a vast difference. This proposed newplant might
very well replace exports from the United States, as well as exports
from England.

Mr. MiLLs. Well, it is our observation, Senator, and it certainly
was the observation of the industrialists who testified in the lower
House that the existence of the European manufacturifng or trade
subsidiaries was of tremendous value to U.S. direct exports because
of the captive markets they had. But, of course each corporation
situation-I am talking about legitimfite manuiacturing corpora-
tions-

Senator Gonh. Why do you say captive market? I do not under-
stand that.
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Mr. MILLS. Well, if corporation A in the United States owns corpo-
ration B in England, it certainly has a better chance to sell components
to B than any other company has, and that is what I mean. It can
direct its European operations to use to the greatest extent possible
exports from the United States.

Senator GoRE. You said earlier that if this additional manufactutr-
ing facility, is constructed on the Continent of Europe it might, on the
one hand, increase markets for the corporation or, on the other, it
might supply markets which had previously been supplied by the
factory in England.

If it will do that for the factory in England, isn't it likely to have
a similar effect in a great many cases, if not an overwhelming propor-
tion of the cases, on the products of the parent corporation in the
United States?

Mr. MILLS. I would say not Senator, in a great many cases. There
may be isolated cases, but this is a complex problem, as you should
know better than I.

Let me point this out: That these companies, American business,
in our experience do not go abroad merely to go abroad. Despite what
has been said, our experience is that they would much rather stay
home and manufacture here and sell abracl; even the developed coun-
tries of Western Europe are less pleasant for Americans to live in tln
America.

Senator GoRE. I understand. I do not indict the profit motive.
I take it that our-

Mr. Mims. The Secretary-
Senator GORE. Excuse me for just a momolit. I agree with you

they do not go abroad merely for the pleasure of exporting their
capital. I take it they go to make an investltieot, as you and I would,
in the hope of earning a reward.

This hope of profit is enhanced by the tax advantages, tax incentives,
to go ,abroad. It is not to prevent investment abroad'that I have been
urghtig the Senate to take action. It is to remove the preferential
treatment of income earned abroad.

Why we should penalize investment at hdohe alld reward investment
aboard I do not comprehend.

Mr. MILLs. Sir, it is not just to gt an advantage of larger profits
because of lower taxes. It is because in so many cases the market is
available only from Europe. I thitik despite the tariff results, eco-
nomic coilditions and transportation, among, many other things will
just make it impossible to ship certain items from the United states
to Eurol)e and sell them at a profit withlit considering the tax fea-
tures. They have to be processed there.

If I may comtftit on the tax advantage that concerns you, I think
myself that we ought to look at the total ta 'burden on business in a
cotlitry. I heard

Senator'GoRE. Of a coufitry?
Mr. MLLS. In each country, because I flnd myself feeling that it is

not quite fair or it is not the complete picture if one compares the
incfte tax rate with thfis country and aniotlier country and decides if
the country's tax rate on larger corporations over a certain amount
of income is 26 percent; that the tax biupdoi is half of ours, because
the country in Europe with a 264 or a 86-percent tax rate on income is
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not necessarily, in fact not usually, imposing a lesser burden on its
business community and citizens, than we are, by getting:it from other
kinds of taxes.

Now, if a U.S. corporation i through its subsidiary, decides to operate
in a country in Western Europe, it may find its tax rate on income
is less than the U.S. tax rate on income of a similar sized corporation.
But it is paying other taxes, such as payroll taxes, excise, and other
taxes, and they can be very burdensome.

Now, if on the basis whidh you suggest, Senator, ways are sought
to increase the portion- of the tax which is measured by income to our
income to U.S. rates, it seems to me it must follow that the total tax
burden of operating abroad of an independent business corporation is
greater than its competitors per se because there will be no provision
for that company to get relief from the other nonincome tax. I hope
I have made my point.

Senator GonE. Well, you make a point, the same point that was
made this morning, that in order for U.S.-owned businesses abroad to
compete on an equal basis each country must be compelled, should be
compelled, to give to these foreign business operations preferential
tax treatment. I simply do not agree.

Mr. MILLS. Well, I was trying to make the point, Senator that it is
not preferential tax treatment; it is equal tax treatment, and it would
be-

Senator GonEr. Equal with what?
Mr. MILLS. Equal with the people in their own market.
Senator Golm. Then if we compare it with income earned from a

business operated in this country-
Mr. MILLS. No. But my point was that in many cases-
Senator GonE. W611, my point was a comparison between invest-

ment in the Uffited States and investment in Western Europe.
Mr. MILLs. Yes sir. But my point is that there is not a fair com-

parison here if a i.S. investor working in the United States could not
enter thomarket at all, which is-

Senator GoNE. If he enters the market-I seek not to prevent him
from entering the market.

Mr. MILLS. I see.
Senator Goun. But if he enters the market and if he earns profits

should he not pay taxes on those profits to the Government of the
United States?

Mr. MILLS. Yes. When they are available for U.S. taxes.
Senator GonE. Well, I wish you would apply that yardstick to me.
Mr. MILLS. Senator, when the United States, when this Congress

itself, met the problem some years ago on the use of the corporation
form by people to avoid taxes, they set up a provision in the law
which is stllthere to penalize persons who used the corpotation to
avoid taxes, and they did do two things, however, that differ from the
concept of your proposal.

One is they imposed a penalty on the corporation that acciulatted
the funds, and this bill keeps saying that, 'We are not imposing any
taxes on foreign corporations."

The other thing was that they recognized that the iftetit to avoid
U.S. taxes could not be present if the funds were not available for the
tax.
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It seems to me that the proposal in this bill, as amplified by the
Secretary yesterday, ignored that economic fact that income may be
earned economically under accounting systems, but it just is not there
for taxes. Therefore, I do not see how you can take it.

Senator GonE. If it is earned income, or if it is realized profits, it is
subject to tax liability. Now whether the taxpayer wishes to retain
it and invest it in further growth, that is one thing.

Mr. MILLS. I agree with you. If it is earned ncome and realized
profits, it is subject to tax, yes.

Senator GOer. Well, I started out to question your assertion that
the uncertainty of this provision had already hampered foreign devel-
opmedit. I wonder, in the case you have cited, example A, if the un-
certainty of whether Great Britain is going to join the Common
Market doesn't have a greater effect than the uncertainty of what Con-
gress will do with respect to the administration's tax recommendation.

Mr. MILLS. It might be, but the decision is less momentous and less
final because we are using this as an example, the company has no
intention of leaving the British market.

What is feared is that it. may find its present British operation,
whieh is somewhat international, confined to the British market.

Senator Gon!. Well, the example of uncertainty that you gave was
that this company was contemplating a further expansion through
the construction o additional manufactuing facilities not in England
but in Western Eutrope.

Mr. MILLS. That is right.
Senator GoiE. %Whic you said might reduce the operations in

England.
Mr. MILrs. That is true.
Senator GoRe. Now I ask you if the uncertainty of Great Britain's

joining the Common Market isn't playing a greater part in this de-
cision-of the expansion from England to Western Europe, this leaping
of the chtannel, than the uncertainty of what the U.S. Congress might
do with respect to the administration's tax bill.

The provisions here wottld apply equally to an enlargement of the
operations in Great Britain or an enlargement of the operations in
Western Europe.

Mr. MILLS. I have no doubt it is part of their consideration. I am
not able to equate whether it is greater or less. I know that the U.S.
tax consideration is a major consideration for them.

Senator GoRE. So this is not the on.ily uncertainty involved?
Mr. MILLS. Oh, no. All these business matters are very complex.

One of their problems that is being discussed now is where to locate
in the Common Market. These are most complex problems.

Senator GORE. You tare not then taking the position that the U.S.
Congress should refrain from enacting a law which it thinks is fair
and eqttitable becattse someone is uriertain as to what it eight do.

Mr. MILLS. By no means.
Senator Gom. Thank you Mr. Chairman.
The ChAMRMAN. Any furthr qttbstotis§?
Senator CAIrLSON. Mr. Chaiiwman, may I int~ire of Mr. Mills?

YdtI discussed sections 2, 4, and 19, and the sectI n affecing foreign
taxatiOh that is affecting taxation of foreign inOme on the activities
of our citizetis ab~oad. Are there any sections of this bill that your
organizationor you personally favor?

552



IEVENUE ACT OF 19862 553

Mr. MILLS. Yes, there are some. But I think overall it would be our
belief that it would be better not to pass the bill at all.
Senator CARLSON. That is all, Mr. Chairman.
The CTIAIRMAN. Any further questions? Thank you very much,

Mr. Mills.
(The supplemental statement follows:)

SUPPLEMENTAL STATEMENT OF COMMITTEE ON FEDERAL TAX-
ATION OF THE AMEIMCAN INSTitUtE OF 0E1RTIP1ED PtJBLW
ACCOUNTANTS

SECTION 2--CREDIT FOR INVESTMENT IN CERTAIN DEPRECIABLM PROPERTY

1. ,eotou 2-Ge)eral comments
The investment tax credit as set forth in H.1. 10650 is a satisfactory version

of an allowance to stltmilate growth and investment in productive plant and
equipment. It should be recognized that the tax credit is in no way a substi-
tute for overall reform of depreciation policies and practices. Also, its enact-
ment should not be taken by the Treasury as justification for delay in its an-
nounced program for depreciation reform and recognition of the inadequacy of
present depreciation practices.

In the interest of assisting the Senate Finance Committee in considering spe-
cific provisions, should the committee decide to adopt a credit for Investmeit in
depreciable property, we present below several technical comments.

2. SECTION 2 (b) -PROPOSED SECTION 40 (C) (8)

Property used by public utilities
Property used in regulated ptiblic utilities should be entitled to the same

credit as property used in other Industries.
Utilities are competitive with other industries which will receive the full

credit; It seems only fair that there be a uniform application of the credit.
Furthermore, granting the same credit to utilities will tend to stitAUlfite expend-
itures for construction in utility operations contributing to the goal of increas-
ing capital investment.

It should be noted that granting an incentive to customers of utilities to build
their own powerplaflts could result In creation of unnecessary duplicate facili-
ties and Inhibit the orderly growth of the'controlled utility industry.

8. SECTION 2 (b) -PROPOSED SECTION 40 (d)

Limitations with respect to certain persons
The instructions with respect to which the credit is limited are generally

those which have special bad debt allowances and those which are allowed to
deduct distribtltions to particllyants. If the special bad debt allowances are
proper, either as representative of needed reserves or as a method of reducing
the impact of taxation, there is no reason to reducee the credit otherwise avail-
able. In the case of Institutions allowed to deduct distributions, the apparent
purpose is to avoid'the d6fible taxatiofts that would prevail in the absence of the
deduction. This amelioration of double taxations should not stand In the way
of allowing the proposed credit against any portion of single tax that the insti-
tution is required to pay.

4. SECtION 2 (b) -PROPOSED SEOTION 48 (i) (1) (b)

,ervioe industries and storage jaofitie8
PrOvisions should be made to tinlujde in the defliitln of "section 88 prop-

erty" tangible property of service Industries and storage facilities used for
finished goods.

Section 48(a) (1) (13) should be amended to cover service Industries and stor-
age facilities used for finished goods. While the House committee report (p. 11)
notes that such facilities as grocery counters qualify, it does not appear that
they fall within the statutory definition of "section 88 property."
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5. SECTION 2(b) -PROPOSED SECTION 48(11)(8)

Property used for lodging
Property used In the business of furnishing lodging should be entitled

to the same treatment as other property.
Property used predonuinfitly to furnish lodging or in connection with the

furnishing of lodging is specifically excluded from the definition of section 38
property. It would appear that the exclusion would extend to property used
for housing workers at a new manufacturing plant where adequate facilities
are not avallfible. It seems it would be necessary In this situation for taxpayers
to prove that the property in connection with lodging is an integral part of
manufacturing, production, etc., under proposed section 48(a) (1) (B) (1).

6. SECTION 9 ()-PROPOSED SECTION 48 (0) (2) (D)

Allocation of partnership credit
Provision should be made for allocating the credit on qunlitidd invest-

ments of a partnership.
The proposal should be clarified with respect to the method of allopating the

total tax credit generated by partnership investments to the partners. We
recommend legislative provision for such allocation.

7. SECTION 2 (b) -PROPOSED SECTION 48 (d)

Certain leased property
The right of the lessor to a separate election with respect to each item

of leased property should be made clear.
It is not made clear whether or not the lessor may elect separately as to

each item of leased property. Unless the provision Is clarified, the Secretary
may rule that each lessor must make a single election with respect to all leased
property. Such a ruling would seriously restrict the leasing business.

Provision should be made for taxpayer who leases property from the Govern-
ment to obtain the credit. It frequently is in the best interests of the Govern-
ment procurement agencies to hold title to productive property from the begin-
ning, although for all practical purposes the taxpayer contractor initiates the
purchase and has full control over the property.

8. SECTION 2(C) -PROPOSED SECTION 881(C) (23)

Certain corporate acqui8itions
The right of an acoritg corporation to any unused credit of the trans.

feror should be made clear.
In its present form, the proposal states that the acquiring corporfatlon shall

take Into account the Items reqtited to be taken Into account for purposes
of proposed section 38 in respect of the distributor or transferor corporhtiton.
This rule is stated to apply to the extent proper to carry out the putipose of the
applicable sections and under regulations to be prescribed. It should be made
clear that any unused credit of the transferor is to be available to the actpiirlng
corporation in all events.

SECTION 3-APPEARANCES, ETC., WITH RESPECT TO LEoisr.ATION

1. SECTION 3-PROPOSED SECTION 102(e)

PayMents to influence legislation
Expenses Inctirred to defeat or promote legislation should be deductible

If the purposes therefor and the methods used' do not violate .Federhl or
Stifte laws and the expenses are otherwise deductible. This should inclUde
payments to influfnce ~ililc oplt1tsn.

We call your attention to recommendation No. 0, page 5, of our booklet of
Recommendations for Amendfhents to the Internal Revenue Code which was
submitted to the Congress on February 28, 1001. With respect to code sections
162 and 212, it was recommended that:

"Expenses Incurred to defeat or promote legislation shoultld be deductible if
the purpose therefor and the methods used do not violate Federal or State
laws and the expenses are-otherwise deductible.



REVENUE ACT OF 1962

"The regulations bar the deduction of expenditures incurred for the promo.
tion or defeat of legislation without making any distinction between proper
and improper expenditures and regardless of whether the expenditures are
otherwise ordinary and necessary under the circumstances. The law. Itself
does not seem to prohibit the deduction of such expenditures, but regulations
prohibiting it have been in effect so long that the courts hold that they have
the effect of law.

"In recent cases, the U.S. Supreme Court has upheld the disallowance of
expenses incurred to defeat legislation which, If adopted, would have completely
eliminated the taxpayer's trade or business. The expenses were not illegal
or immoral and were clearly necessary to preserve the very existence of the
taxpayer's trade or business.

"The Congress and other legislative bodies frequently invite testimony of
professional and business leaders when they are considering legislation. We
believe the taxpayers not only have the right but have an obligation to express
their informed opinions and share their experiences with legislators and the
public generally. When such activities bear a close relationship to the tax-
payer's trade or business or to other activities engaged in for the production
of income and the methods employed are legal and moral, the expenses thereof
should be deductible for income tax purposes."

Proposed section 162(e) seems unduly restrictive since it prohibits expendi-
tures for the promotion or defeat of legislation which attempts to encourage
the public to take a position with regard to a matter. While informing legisla-
tive bodies is important and in the public interest, it is equally desirable that
adinlfiistrative agencies and the public be informed as to legislative or constitu.
tional matters. It should be made clear that expenses related thereto are
deductible if ordinary and necessary under the circumstances.

Whether our recommendation is or is not adopted we believe that the wording
of the bill should be changed to eliniitite the requirement that the expenditure
be of "direct" interest to the taxpayer. The requirement of a "direct" connection'
with the taxpayer's business may give rise to Unnecessary disputes with the
Internal Revenue Service. It should be sufficient if the expenditure meets the
normal "ordinary and necessary" test applicable to other business expenses.

SECTION 4-DISAMOWANCE OF CERTAIN ENTERTAINMENT, ETO., EXPENSES

1. SECTION 4-PROPOSED SECTION 274

Less severe legislation is required
We agree that widespread abuses of entertainment expense deductions

should not be tolerated and that ahy legislation should be sufocent to
provide adequate statutory strength for effective administration. However,
past abuses, which resulted in a large measure from inialequate admin-
istrative activity, should not be used as justification for changes that deal
unfairly with business taxpayers, discriminate among taxpayer groups,
and introduce difficUlt and Untried conceptual tests which lend themselves
to subjective administration and which may be used for harassment of
taxpayers by revenue agents.

Widespread abuses should not be tolerated.-A distinction should be made
between dramatic examples of relatively extreme abuses that represent excep-
tions to the general pattern and widespread abuses that constitute a general
pattern in themselves. It is our observation from dealtig with the affairs of
many different taxpayers that abuses of entertainment and travel expense
deductions have not beeb as great or as widespread as might be inferred from
the material presented to the House Ways and Means CohNittee by the Secre-
tary of the Treasury. The pattern is one of substatitihdileoltplfihce. tUhfo6tfi-
nately, extreoe excOltio9fi have been Used to suggest a pattern of noncoiiitliinee.
Changes in the law should be confined to those necessary to prevent widespread
abuses; occasional extreme abuses can be dealt with adnifilistratiVely.

Entertainment and travel expenses are not improper or immora.-Some of
the arguments made in favor of the new proposals are extreme; for example,
it has been stated that the proposals will strengthen the tax struettire and also
the moral fiber of our society. We do116t agree with any implication thlt the
present rules regarding entertainment and travel expenses are imprMJer or
immoral. Proper enterttiflfient expenses made to maintain good relations
with present customers and to foster anlicable relations with proSPeCtive cus-
tomers should be deductible. Freuiubntly, travel and entertiift ient expenses
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are another form of advertising and when based on good business Judgment,
represent a reasonable attempt to increase revenue which In turn should in-
crease taxable income.

The obvious desire of entertaining those whose favor is sought can be seen
in the numerous official functions which our Government and other governments
conduct in order to maintain and to improve international relations. Surely no
reasonable person would suggest that such expenditures are not in the national
interest. In similAr fashion, expenditures made to foster legitimate business
interests should not be disallowed arbitrarily. On the other hand expenditures
which lack a reasonable relationship to the condUct of the business should not
be deductible.

Legislative changes should be made to the cWtent necessary to pei'mit effettve
admtinistration.-A large part of the present problem stems from inadequate
and ineffective past administration of the law with respect to entertainment
and travel expense deductions. While the law should be adequate from an ad-
ministrative viewpoint, it should not be so stringently drawn as to overcom-
pensate for past administrative failures. The inadequacies of past efforts are
illustrated by the stepped-up activity of the Internal Revenue Service in recent
months in obtaining more detailed information from taxpayers, in Improving
audit activities in connection with entertainment and travel expense deductions,
and In developing more cases against deficient, negligent, and fraudulent tax-
payers. This suggests that much of the problem might have been solved in
the past by administrative action and that continued emphasis on shilar ad-
ministrative efforts May provide partial answers in the future withotit'iifringing
unduly on the freedom of taxpayers to miake sound business decisions.

orrective leigslat ion should vot be the occasion for creating structural flaws
that deal unfairly with bttsitness taxpayers or dismoiminate against taxpayer
groups.-The bill In its present form contains substantial elements of discriifnia-
tion, especially against small taxpayers. The proposed prohibition against
entertainment activity not directlyy related to the active condtist of the tn xpayer's
trade or business" will prevent much of the activity that the small taxpayer
uses legititmately in business furtherance and development. This prohibition
is less significant to the large, well-established taxpayer. In addition, the
exceptions to the prohibition tend to operate in favor of the larger business.
Exceptions described in proposed section 274(d) (2), (5), and (6) relieve the
large business of possible nondeductibility of expenditures that the average
small business is not able to afford. To the extent that taxpayers wotld be
forced to pay entertainment expenses out of capital funds, instead of as de-
ductions from income, the small and inadequately capitalized company would be
seriously handicapped.

In any event, difficulties of administration should not be used as the reason
for enacting what for many taxpayers would be puflitive legislation.

Serious complications will result from the introduction of new conceptual
tests that will permit subjective administrative interpretation and possible
harassment of taxpayers by Internal Revenue agents.-Taxpayers already are
faced with the extreme proliferation of a tax law that's topheavy with technical
complexities and, at the same time filled with 0ncepttial obscurities that lend
themselves to subjective interpretation. Section 4 of the bill is partiularly
faulty because it would add a number of concepts thit would present new
battlegrdtids for haggling between taxpayers and the Internal Revenue Service
and would reqUire substaltiM litigation before they could be interpreted ade-
quately. As presented in the bill and expla'ied in the report of the Ways
and Means Committee, they wotila -permit subjective lterpretations that could
onily result in harassment of taxpayers. It is our view that in this whole
problefh of entertafiiteit and travel expense deductions, too little has been
said of the many occasions on which taxpayers have been unable to obtain
deductions '(to which they were entitled) because of their Unwillihgness or
inability to engage in lengthy contests to-1ndftt itin their rights.

These problems will be accentuated by new requirements for determifiibg
whether expenditUres are "generally considered to constitute entertainment,
amusement, or recreation ;" whether they are "directly related to the active
conduct" of the business; whether they are more or less than one-half for the
furtherance of the business; whether the specific evidence as to their having
been made is adedtlitely more "sufficient" than In the past; and whether the
travel portions are sufficiently "reasonable" in ddItfion to being ordiilry and
necessary. We believe adequate crrective legiia tton 6ould be written withOut
the necessity of relying to this extent on obscure concepts that can only cause
diffifulties in the future.
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2. SECTION 4-PROPOSED SECTION 274

Legislation suggested
Improvements in the structure of the law can 'be made that will sub-

stantially correct its weaknesses for administrative purposes without unduly
inhibiting legitimate business activities. Such improvements would include
the proposed prohibition against business gifts and, with some modification,
the proposed abandonment of the Cohan rule. They would also include
a requirement of a primary relationship between entertainment expenditures
and business furtherance.

Business gifts--proposed section 274 (b).-We believe that a dollar limit on
business gifts intended to satisfy the personal, living, or family needs of an
individual is entirely appropriate. Recognition should be given, however, to
the fact that some so-called business gifts carry actual or implied advertising
message and are intended for use on business premises or in connection with
business activities. Where they are thus business related they represent In-
struments of sales promotion of lasting value and cannot be duplicated by
other forms of advertising. To the extent that they meet these qualifications
there should be no arbitrary dollar limit.

Substantiation requirements-proposed section 274(o).-Although the Cohan
rule has long been established as a theoretically reasonable approach to expense
substantiation, It has been Increasingly clear that the presence of the rule repre-
sents a diffiCUlt administrative obstacle to the Internal Revenue Service. There-
fore, the force of the rule should be eliminated.

At the same time it should be recognized that the rule stemmed originally
from the difficulties of substantiation in an area where recordkeeping tends to be
burdensome and Inexact. The elimination of the rule should not be in terms that
create a burden greater than that In existence before the rule was established.
Where a taxpayer's record of expenditures might not be adequate, the require-
ment as to evidence of those expenditures should be responsive to the circum-
stances under which they were made. The language of the Ways and Means
Comnittee report suggests that corroborating evidence in connection, with the
amount, time, place, date and description of an expenditure must be specific and
direct in order to be considered sufficient. This Is a very burdensome and un-
realistic requirement and may encourage taxpayers to fabricate supporting rec-
ords. If evidence Is offered with respect to each occasion for expenditure, circum-
stantial evidence should be sufficient as to details of the expenditure provided that
there is direct evidence as to the time, place, and date of the general occasion.

It shottld be recognized also thht incidental expenditures are almost impossible
to support. Although the possibility of a de minimis rule Is recognized In the
Ways and Means Committee report, the establishment of such a rule for inci-
dental expenditures should be directed in the statute.

Digallooance of ependitures for entertainment expenses should be limited to
tkose that are not primarily related to the furtherance of the taxpayer's bust-
ness.-The prohibition against entertainment expenses not directly related to the
production of Income (as that prohibition is explained in the Ways and Means
report) presents too sharp a departure from established business practices. The
problems that have arisen in this connection in recent years have for the most
part been In situftilons where there was only a tenuous relationship between the
expenditure and the general business objectiVes of the taxpayer. This situation
should "not be permitted. On the 6ther hand It Is going too far In the opposite
direction to use language that would prohibit deductibility for all practical
purposes except where an Income-produ6lig business relationship already has
been established or is likely to be established follOWing the occasion for the
expehdithtke.

To deny a deduction for goodwill expenditures infringes on the business judg-
ment of the taxpayer. To say that he may make those expenditures but not
deduct them means that t& thfAt extent he must pay tax on his gross tncoedni0stead
of on his net. Expenditures for goodwill which may at times seem large in
amount frequently result In revenue and taxalIe Ancome which also is large.

There should be adequate 0pportfifflty for administrative control If, in addi-
tion to the elimination of the Cbhan rule, the law were changed to require that
in order to be deductible expenditures for enterthithment should be primarily
related to the furtherance of the trade or business. Adopton of this approach
would also permit the eliflftion 'of most of the exceptions of proposed section
274(d).
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3. SECTION 4(a)-PROPOSED SECTION 274(a) (1) (A)
Aotivity

Subjective tests as to activities "generally considered" to constitute enter-
tainment, etc., and "directly related" to the active conduct of the business
introdUce uncertainties that will result in extensive litigation.

The subjective tests as to activities "generally considered" to constitute enter-
tatithet, etc., and "directly related" to the active conduct of the business intro-
duce uncertainties that will result in extensive litigation. If they are to be
retained, they should be described in terms that will be meaningful. In fact,
the difficulty of arriving at such a description is one reason for not adopting these
tests in the first place. It is not sufficient to say that there must be a "greater
degree of proximate relation" than required under present law or that there will
have to be "more than a general expectation of deriving some income at an Indefi-
nite future time." The arguments that will be created by statements such as
these will be endless.

If the "directly related" test is retained, the apportionment of expenditures
between those directly related and those not directly related to the active con-
duct of a business would prevent deduction for expenditures that are for business
furtherance and not in any sense personal. Thus expenditures for guests invited
to a function intended primarily for furtherance of the business would not be
deductible unless one of the specific exceptions of section 274(d) is met. This
approach seems unwarranted.

4. SECTION 4(a)-PROPOSED SECTION 274(4) (1) (13)
Facility

The requirement that a facility be primarily for furtherance of a business
could place administrative expediency ahead of equity.

While it is reasonable to require that an expenditure be primarily for the
furtherance of a business, it is not fair or reasonable to ignore the fact that the
acquisition of a given facility May require an outlay that may be useful for both
business and personal -purposes without departing from standards of propriety.
Failure to accord such recognition merely results in placing administrative
expediency ahead of equity. While there may be some de mtnImis use below
which business use of a facility should not be recognized, that point certainly is
not at the 50 percent level.

5. SECTION 4(a)-PROPOSED SECTION 274(d) (4), (6) AND (7)

speoelto exceptions
Less demanding substantiation rules should be provided for reimbursed

expenses in connection with services performed for someone other than an
em loyer. The exceptions for reimbursed expenses and for attendance at
business meetings should be equally applicable to partners. Clarifichtion
is needed whether attendance of a business-related meeting not conducted
by an exempt organization falls within the exception for expenses of attend-
ing meetings of business leagues.

Proposed section 214 (d) (4) (RB) -Eception for reimbursed expenses
The exception for reltbursed entertainment expenses in connection with serv-

ices performed for someone other than an employer applies only where the tax-
payer reports tothe other patty with the same degree of substtihtion as would
be called for by proposed section 274(e). This degree of suibstantiation departs
completely froi reasonable business practices . ,The reporting btfi'den to tax-
payers in the business of rendering services to clients and customers would be
prohibitive and should be unnecessary in view of the natural pliting thht occurs
in business arrangements coliducted at arm's dlgth. Less demanding substan-
tlitli i'tlles should be provided fortlhis purpose.

Proposed seotiong 274'(d) (4) and (O) -Exoeption8 for partners
The exceptions for reimbursed expenses and for attebdanice at business meet-

Ings should be eudily applicable to partners. This will be a particular problems
of large patherships with extensive operations throughout the coUbltry.
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Proposed section 274(d) (7) -Eception for expenses of attending mneettng8 of
btl8tfe8s leagues

This exception is entirely appropriate except that by not going far enough it
may be interpreted to mean that a business-related meeting not conducted by an
exempt organization will not be subject of an exception. The question may be
raised as to whether the deductibility of expenses of attending technical business
conferences without such sponsorship will depend on whether the conferences
were directly related to the conduct of a trade or business in that they were pro-
ductive of business income.

6. SECTION 4 (b)-PROPOSED AMENDMENT TO SECTION, 102(a) (2)

Traveling expenses
Applying a new test of reasonableness for meal and lodging expendities

in travel status merely provides a new area of interpretation and litigation.
A better corrective measure would be to reintroduce the ordinary and neces-
sary test to expenditures of this type.

The principal difficulty with present section 102 (a) (2) is that the entire
amount of meal and lodging expenditures is viewed as deductible without regard
to the relative necessity of the amount expended. All that is necessary to correct
this situation is to reintroduce the ordinary and necessary test to expenditures
of this type. Applying a new test of reasonableness would merely provide a new
area of interpretation and litigation that should not be necessary. The desired
effect could be accomplished without hardship to taxpayers by changing the
present parenthetical clause of section 162(a) (2) to read "(including expendi-
tures for meals and lodging)."

7. SECTION 4 (C)
Effective date

The effective date should be advanced to December 31, 1962. In view of the
many new and subjective tests that will require considerable clarification by
regulation and considerable adjustment by taxpayers to the recordkeeping require-
ments, the effective date should be advanced to December 31, 1902. The effective
date should not be keyed to the date of promulgation of regulations since it would
be unwise to force undue haste in the resolution of these difficult interpretative
problems.
SECTION 5-AMOUNT OF DISTRIBUTION WHERE CERTAIN FOEIGN CORPORATIONS

DISTRIBUTE PROPERTY IN KIND

1. SECTION 5--ENERAL COMMENT

Foreign corporate shareholder not engaged in trade or busine88 in the United
States

The proposal should apply to distributions of property in kind to a foreign
corporate shareholder not engaged in trade or business in the United States.

In the case of distributions in kind by foreign corporations 'to corporate dis-
trlbuitees, this section treats as dividend distribUtions the fair tharket viilue of the
property distributed. This provision embodies, in part, recommendation No. 15,
page 1, of the "Recommendations for Amendments to the Internal RevenUe Code"
submitted to the Congress on February 28, 1901. The amendment should also
incltide similar provisions regarding distributions of property in kind to a foreign
corporate shareholder not engaged in trade or business in the Ufited States. This
additional change was included in the recommendation since the distributions
to foreign corporate shareholders are not generally subject to the dividends re-
ceived dedfiction.

2. SECTION 5--GENERAL COMMENT
Reduction of earnings and profits

Provision should be made for reduction of the earfiffgs and profits of the
;foreign corporations by the amount required to be included hi the gross in-
come of the distributee'tinder proposed section 1248.

No provision is made for reduction of earnings and profits of the foreign corpo-
ration by the amftont required to be included in the gross income of 7the distributee
as Is provided in proposed section 1248 with respect to amnotfts previously in-
eluded In'the shareholder's income under proposed section 951. Proposed set4on
1248(b) (3) makes such a provision, but ofnly for the'purpose of proposed section

82100-62-pt. 2- 7
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1248(a). The proposal should take into account amounts includible in gross iW
come of distribbtees by reason of the application of proposed section 951. Other.
wise, earnings and profits will In some cases be taxed twice to the U.S. share.
holders.

8. SECTION 5(d)-PROPOSED AMENDMENT TO SECTION 902(a)

Credit for foreign taMes
It is inequitable to lithit the afolliit of the distributlOin In kind to the lesser

of the adjusted basis of the property (Ih the hands of the distributing corpo-
ration) or its fair market value.

Proposed section 5(d) provides that for the purposes of computing the foreign
tax credit, the amount of the distribution in kind is limited to the lesser of the
adjusted basis of the property (in the hands of the distributing corporation) or
its fair market value. This is an inequitable limitation on the amount Of the for-
eign tax credit available. The credit should be determined by reference to the
fair market value of the property, rather than the lower of the adjusted basis or
fair market value, to the extent that fair market value is the measure of U.S. tax.

4. SECTION 5(0)
EBffotive date

The effective date should conform to other sections of the bill.
The effective date provisions of section 5 should be equated with those of

other sectifts of the bill so that amounts taken into income under the provisions
of the bill in excess of amoults which wotild be taxed under existing law are
limited to earnings acctnulated after December 31, 19062.
SECTION (1AALLOCATION OF INCOME BETWEEN RELATED FOREIGN AND DOMESTIC

ORGANIZATIONS

1. SECTION 6-AMENDMENT OF SECTION 482

Anendmente should -not be adopted
This proposal attempts to inject a mechanical computation as a means of

allocating Income In order to make what is essentially a subjective determi-
nation. The amendment to section 482 is unnecessary because that section
as presently written is broad enough to accomplish the results which the
proposed amendment is designed to achieve. According to the explifntations
in the House committee report, this provision seems to be aimed primarily
at U.S. corporations with foreign subsidiaries. However, it would apply
equally to domestic subsidiaries of foreign corporfatlons and would present
almost insuperable problems in Its attempt to allocate income on a mechhical
basis.

Presefit law allows the Secretary or his delegate to distribute, apportion, or
allocate gross Income, deductions, credits, or allowances between taxpayers
where he determines that such an approach is necessary In order to prevent the
evasion of taxes or to more properly reflect the income of the various businesses.
The present law, by Its generality, allows a deterinthttiont to he made under
the facts and circumstances most appropriate to the situtift Ih1vhed.

Any method which attenipts to substitute a mechanical alproach to the
determina'ftiIonof the pftmpriety of the reporting of Income between related groups
must of necessity create undue hardship in some Instances and uflfttended
benefts'lin thers because hml btiinesses are not cothmdbed on the same basis, and
accordingly, any set of stndiulds developed for one business will obviously be
Inhpptropratefor a different business.. The proposed addition to section 482 wouid require allocation of income
based pritflriqly upon a three-factor formula. The provisionl does state thht the
meth d of allocation may also give considerattih to other factors including
the special risk bf "the market, but such consideration is completely discreftinary.
It is possible that special risk and other factors giving rise to hIkher sales prices
in the fOreign couflitry will not be recognized by the Cofiffissioner. It would
appear that the taipayer would have no redress if the Cothissioner refused
to recognize specifil risk aid6ther factors. Again, It is also iosaible thimt the
Income with respect to a partictilar product will nbt be determifable bY an
allocble ratio of the three factors considered. Wifle the dfthestic 'cor6rAtift
may have rather substatittal Investments and Incur substantial costs within
the three areas, the foreign operation may not bedifterent thdh the product iltx
of the domestic corporation. i
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The so-called safeguards provided are largely unrealistic and can be expected
to be ineffective. Basically, they provide that if an alternative method can be
produced by the taxpayer which will satisfy the Secretary or his delegate
that it will clearly reflect income, then it shall be used; or, on the other hand,
if it can be demonstrated that arm's-length price was arrived at then no adjust-
ment will be made. The arm's-length possibility is not expected to afford match
relief because it is unlikely that there might be similar or comparable products
sold to unrelated persons as required. A further limiting factor on the so-called
protective clauses is the provision that no amount will be allocated to foreign
organizations whose assets, etc., located outside the Ufilted States are grossly
Inadequate for its activities outside the United States. It appears that should
such a situation exist no amount of income would be allocated to a foreign
organization even though a suitable alternative method might be found or an
arm's-length price established.

This "grossly inadequate assets test" could encourage a manufacturer to
increase operations in foreign countries and discourage the manufacture of
products in the United States. This may provide the incentive that some domes-
tic manufacturers need to remove themselves from the current domestic wage
problem thereby increasing the problems confronting the economy.

It appears that any method used in determining sales prices to foreign sub-
sidiaries could be attacked. It is not unreasorftble to assume that in almost all
cases the Commissioner will take the approach of applying the mechanical tests
outlined in this proposed amendment. The realities of prices and costs inI the
foreign market must be substantiated by the taxpayer and circumstances may
not allow him to carry his burden of proof.

The enactment of this provision would be a deterrent to the investment in the
United States by foreign corporations because of the obstacles which would be
presented by attempts to reallocate income to U.S. subsidiaries of foreign corn-
Ianies. Foreign corporations would be reluctanit, and in many cases, wotild find
it impossible to make available information necessary for a reallocation of
income utnder the terms of the proposed amendment.

The amendifient provides that foreign taxes applicable to income reallocated
to a domestic corporation shall be considered as having been paid by the domestic
corporation. The House committee report indicates that income so reallocated
Is not to be considered as foreign income for purposes of deternithing the foreign
tax credit limitation. This is inequitable since in most situations the domestic
company woUld derive no benefit from the foreign tax credit unless such income
is considered to be income from foreign sources which it actually would be under
the circumstances. If the credit is not allowed to the domestic cohipany the
excess taxes paid would, in effect, be taxed in the United States and cofild never
be realized because it has beenrpaid to a foreign country.

Finally, the effect of the proposal may produce an unite led result. For
example, in a group of organizations consisting of one foreign organization and
two domestic organizations, the proposal may be construed to apply to transac-
this which involve only the two domfestie organizations. Certalhily this ihterpre-
tation of the proposal is not intended and the statute should be clarified to pre-
vent it.

SECTION 7-DiSTnrntloTIO OF FOREIGN PERSONAL HOLDING COMPANY INCOME

1. SECTION 7-PROPOSED AMENDMENTS TO SEfTIOS 5ti2 AND 556

Dflnition of foreign persomzl holding company
The proposed 20 percent "gross income test" for purposes of defining a

foreign personal holding company is too low; it may create unihtteided
hardships. Present law should be rdtainhed.

Present law taxes the income of foreign personal holding colihtilies to certain
U.S. shareholders only if 60 percent (br in certain eirctimAthiices 50 percent) of
theincomenb f such corporation is from foreign personal holding coiibihy income
sources. Uder the bill, the foreign personal holiing company income will, be
taxed proportion tely to the shareholders if it represents 20 percent or more of
its income. The 20-percent determinktion is too low and present-law should beretaith~d.

Situations may develop where temporarily unprofitable operations will case
otherwise nomiinal income from personal holding company sources to exceed
the 20-percent linithtion. In this situation, the doinestic shareholders could be
placed in an awkward position where income cannot be distributed because of
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working capital restrictions or for other reasons dictated by foreign law re-
quirements. These shareholders will pay a tax on Income which they cannot en-
joy currently, or which they may never enjoy.

SECTION 0-DISTIBUTIONS BY FOREIGN TRUSTS

1. SECTION 0-GENERAL COMMENT

We favor the principle of equating the tax position of beneficiaries of
foreign trusts with that of beneficiaries of domestic trusts.

It is difficult to envisage a poi'pose for the creation of a foreign trust for the
benefit of a U.S. person other than the avoidance of tax which would have been
payable by the beneficiary had the trust been created in the United States.

2. SECTION 9 (C) -PROPOSED AMENDMENT TO SECTION 066 (A)

Period of the throwback
If the period of throwback for a foreign trust is to exceed 5 years, then

the period of throwback should be similarly extended for domestic trusts.
Conversly, if the 5-year period is appropriate for domestic trusts, the same
period should be applicable to foreign trusts.

In the interests of uniform treatment and minimization of complexities of
administration, we believe the same period should apply to both foreign and
domestic trusts.

8. SECTION 9 (e) -PROPOSED SECTION 000r(R)

Bleeth'e fait computation
We see no reason for interjecting a second alternative method of com-

puting the tax attributable to receipt of an accumtulation distribution from
a foreign trust.

This additional alternative made available only to beneficiaries of foreign
trusts is presumably a relief measure designed to even out the impact of varying
accumulations from year to year and to eliminate the necessity of accumulating
data with respect to early years. If the period of throwback is made the same
for foreign and d6mestic trusts, and even if not, we see no Justification for
mitigating the burden for the beneficiaries of foreign trusts. A uniform rule
applicable to all taxpayers is certainly to be preferred over further exceptions.

4. SECTION 9(g)-PROPOSED SECTION 0077

0v1? penalty for /alure to file return
A civilpenalty would be imposed for failure to file a returnQtnder proposed

section 6047 regardless of whether failure to file was due to "willful neglect."
Section 7203 of present law imposes sufficient penalty for willful failure to
file a return.

An additionfitl penalty shotild r not be imposed because of other penalties already
in the code.

5. SECTION 9 (J)
Effective date

The postponement of the effective date of the application of the amend-
ments to accUflfilittio distributions made in the first taxable year after
enactment appears to offer an opportunity for avoidance in the case of some
foreign trusts if the proposals are enacted.

The proposed amendment to section 665(b) would not allow exceptions to
accumulation distribution treatment in the case of foreign trusts which are now
avallAble to domestic trusts. This treatment of distributions of foreign trusts
will not become effective until the year of the foreign trust beginning after the
date of enactment. Thus in the case of a calendar year foreign trust, it would
have until the end of the year to make distributions which would not be
affected by the proposed changes. V the distribution could-be excluded under
section 605(b), the beneficiaries would be taxed only on the distilb~itable income
of the current year. Some trusts could qualify, others not, and the difference
could be the purely fotUlitUs circumstance of attainment of age 21 or birth of
a beneficiary or the fact that the trust haid been in existence more than 9 years.
We believe that the proposals, if enacted, should all be applicable to distributions
made after the date of eftactmeflt.
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SECTION 11-DoMESTIo CORPORATIONS RECEIVING DIVIDENaS FROM FOREIoN
CoRP6AnONS

1. SECTION 11-PROPOSED AMENDMENT to SECTION 902 AND PROPOSED SECTION 78

Grossing-up foreign dividends
The proposal known as grossing-up foreign dividends is utiwarranted and

unfair. In certain instances the proposal would require the payment of
U.S. tax on a portion of the subsidiary's earnings never received by the
domestic parent company. It will provide little additional revenue to the
United States and will discourage investments in less developed countries
(contradicting the stated alms of the administration).

Present law requires domestic parent corporations to include dividends actu-
ally received from a foreign subsidiary. As proposed, the recipient corpora-
tion must iliclude in taxable income the amount of dividends actually paid plus
the amount of income tax paid by the foreign corporation on earning the distrib-
uted amount. Thus, the proposal would impose U.S. tax on a portion of the
foreign subsidiaries' earnings never received by the domestic parent corporation.
This can be IllUstrated by the following:

Assume a foreign subsidiary has ealmings of $100,000, pays $20,000 in foreign
taxes, and $80,000 in dividends.

Present law Proposed law

Dividend ..................................................................... $80,000 $100,000
U.S. tax before credit-52 percent --------------------------- 41600 000
Less foreign tax credit-20 percent of dividend-------------------- 16,000 20,000

U.S. tax after credit ..................................................... 25,600 32,000

In relation to the subsidiary's earnings of $100,000, the aggregate tax is
$45,600 or 45.6 percelit under present law ($20,000 foreign tax plus $25,600 U.S.
tax) and 52 percent Under proposed law ($20,000 foreign tax plus $32,000 U.S.
tax). However, the aggregate tax rate under present law based on the amount
of the dividend actually received also is 52 percent or $41,600 ($25,600 U.S.
tax plus $16,000 foreign tax; i.e., $80,000 divided by $100,000 times $20,000 equals
$16,000), equaling the U.S. rate (52 percent of $80,000 equals $41,600), It
should be noted that the computation of the U.S. tax under the proposal ignores
the $20,000 foreign tax actually paid and requires the computation to be made
on the basis of the ftill $100,000 earnings of the subsidiary rather than on the
dividend of $80,000 actually received by the domestic parent.

It seems to us that the existing method of computing the foreign tax, credit is
reasonable and should not be changed. The credit provision was first introduced
into the law in 1918. Its purpose was to subject the actual dividends received
on foreign investment to no more than the effective U.S. rate of tax..

One of the arguments raised in support of the grossing-up provision is that it
would achieve equality of taxatibb, between the foreign subsidiary and the
unincorporated foreign branch.

We believe the urge to achieve such equtliztiol~ is not realistic since the
ciruhstances are different. For example, foreign subsidiaries are not entitled
to certain benefits allowed to foreign branches of domestic corporations; foreign
losses suffered by a branch are deductible from the domestic corpor1ttotl's
profits.

It should be noted that the effect of the proposal is to increase the U.S. tax
on dividends front corporations i0etedin foreign couiitrles Where such countries
illipose a tax rate of less than 52 percent. It cotild be expected that any addi-
tional revenues to be obtained frbi grossing-up fimst comeottof dividends from
foreign subsidiaries in countries with low tax rates. Generally, tits would
nmean the less developed cotitiies. The result may be thlit the grossing-up
pro#bpsal will discourage the locating of foreign Investment in these countries
thereby contraditibg the stated aims of the administration to encodtrage invest.
inents in less develbPed coliitries.

Finally, the proposal could adversely affect U.S. reventies where the foreign
tax rate exceeds the U.S. tax rate. In this sititatlon; grossing-up ivotild pr6iltIce
a greater excess credit with respect to the dividend, which cofld be applied
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against tax on other income from the same country or against tax on income
from another foreign source under the overall limitation.

2. SECrIoN 11 (b)--PROPOSED SECTION '78

Dividends received
The proposal will have substantial effect on the tax status of U.S. corpora-

tions apart from the effect on the foreign tax credit itself.
The provision of proposed section 78 treating taxes deemed paid as dividehfds

received for all purposes of the internal revenue title (other than section 245)
can have substantial effects on the tax status of U.S. corporations quite apart
from the effect on the foreign tax credit itself.

For example, the increase in dividend income and gross income whih would
be caused by the proposal can result in a corporation becoming a personal hold-
ing company or a foreign personal holding company. Othe- results might be
loss of Western Hemisphere Trade Corporation status and increases in the
amount of allowable charitable contributions. Recognition should be given to
these effects by providing for exceptions to the treatment as dividend income.

SEOTzON 12-EARNED INCOME FROM SOURCES WitP OUT THE UNITED STATES

1. SECTION 12(a) -PRoPOSED AMENDMENT TO SECTION 91 (C) (4)

Amount eluded from gross income
It is inequitable to have mere passage of time as the controlling factor

in the determination of the amount excluded from gross income.
Section 911(c) (4) proposes to deny exemption to any amount received after

the close of the taxable year following the taxable year In which the services
to which the amounts are attributable are performed, even though the amount
would otherwise qualify as exempt foreign earnings.

It appears inedilthble to have the mere passage of time as the deternitning
factor. Financial condition of the eftloyer may cause delay in receiving pay-
ment, and an unscrupilous employer may use this time lithitation as leverage to
settle a dispute with a former employee to whom wages are still Owed.

An individually's taxable year terminates upon his demise hence the require-
ment that the amounts, to be exempt, must be received within "the taxable year
following the taxable year in which the services * * * are performed" could
deny exemption to an amount received by a decedent's estate (or heirs) only
shortly after the decedent performed the services. For example:

A decedent, who reports his income on the calendar year, terminates his
foreign employment on December 81, 1963. On January 2, 1964, he dies, and
2 weeks later a participating bonus relating to the last year of decedent's
employment is received from the employer.

Since death termiated the employee's taxable year on January 2, 1962, subse-
quent receipt of the bonus will be denied exemption because of having been
received "after the close of the taxable year following the taxable year In which
the services * * * are pe1formed." The credit for estate tax paid on the value
of the bonus will frequently give only partial relief.

2. SECTION 12 (a) -PROPOSED AMENDMENT TO SECTION 911 (C) (5)

Amounts not eeludable
It seems illogical to Any exemption of'iy amount received as a pension

or annuity, although the amount is attifbttable to earnings which meet the
exemption limitations of section 911(A).

Since a pensionor antilitity is paid from a fund-of savings which, in a manner
of speaking, was acecuiulated oult of the employee's exempt foreign earnings,
it seems illogical to allbw the employee exemption of the portion of the foreign
earnings (within the specified maxitittths) currently received and to deny
exemption to the portion of the earnings received after retirement. It would
seem more logical to icldde the amount of the pension contribution with the
other earnings currently paid to an employee and subject the combined amount
to the $20,000 or $35,000 limitation, and allow exemption to the pension or
annuity payments ascribable to these earnings.
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SECfrION 13-CONTOLLED FOREIGN CORPORATIONS

SUMMARY
Seoto n 1. shoud not be enacted

We believe that the principles of section 13 have no place in our tax structure,
and that it should be deleted entirely. Its new concept of disregarding the
corporate entity of entirely legitimate organizations would impose unwarranted
burdens on American-controlled businesses operating abroad. It not only would
constitute an unwise change in longstanding principles of the U.S. tax system,
but would violate the spirit and intent of bilateral tax conventions negotiated
and approved by the U.S. Senate. It will do injury to our foreign conimerce,
including exports from the United States and will substantially reduce tax rev-
enues and injure our balance of payments on a longstanding basis.

AmplflcAtion of our views on section 13 begin below.

SECTION 13-CONTROLLM FOREIGN CORPORATIONS

COMMENTS IN DETAIL

1. Section 13 will discourage foreign commerce and reduce exports from the
United States.

The Committee on Ways and Means adopted on February 1, 1962, a far less
drastic approach to the solution of the "tax haven" problem than is now con-
tained in section 13 of the bill. We believe that the February 1, 1962, approach,
with adequate enforcement by the Revenue Service under present and proposed
information procedures would effectively stop "tax haven" abuses which concern
the U.S. Treasury and which we do not condone.

The approach used in section 13 of the bill as passed by the HOuse, does not
limit itself to tax abuses but affects all business operations abroad, including
long-established legitimate enterprises which under no circumstances could be
classified as tax abuses. This broad approach can only lead to discouragement
of U.S. private investment abroad with serious consequences to the U.S.
economy. It will interfere with normal commercial transactions of U.S. busi.
nesses operating abroad through subsidiary operation and with international
commerce generally, including U.S. exports. As one example, if a U.S. corpora-
tion had Canadin and French subsidiaries, the U.S. corporation would abpar-
ently recognize "foreign base income" from a transaction whereby the Canadilan
subsidiary sold goods to the French subsidiary, and the French subsidiary in
turn sold to an unrelated person to Germany. With the existence of the
European Common Market, there will be many such transactions made i the
normal course of business.

In order to mitigate the penalties of application of the "foreign base com-
pany income" provisions to normal legitimate sales transactions, it would be
necessary for a domestic corporation to incororate a subsidiary in each of
the foreign countries of the world where they may currently or subsequently
make sales. Moreover, where, as is frequently the case, it is necessary to estab-
lish a separate subsidiary for political, legal, or other noltax business reasons,
the receipt of income in the form of dividends from such subsidiary would
result in immediate attribution of income to the ultimate 10 Percent U.S. share-
holder-unless the dividend is invested by the foreign parent corporation in
a trade or business in a less developed coulitry within 75 days of the year end.
CertAihly these arbitrary rules will affect a great many normal commercial
transactions and have an adverse effect on U.S. foreign trade.

2. Section 13 iitroduces an entirely new and unwise concept into income tax
law by disregarding the corporate entity where legitimate American foreign
businesses are conducted through foreign corporations.

It has been, said that the corfprate enity can be ignored where it is foiltld
to be a "sham." However, section 13 of H.R. 10650, in effect, adopts an entirely
new oieept'becauseit ignores the corporate entity whether or not it is a "shani"
anid -putes to a U.S. shareholder incone earned by a presumed "controlled"
corporation whether or not' it can or does distrtibite such Income to its share-
holders. Moreover, arbitrary rules are set up to define "control" of a corliora-
ti6n by designating any 50 percent plus American-owned fotign cbrpblftt1l6
(owned by five or less U.S. shareholder6) as a "controlled" foreign corpora-
tion and any 10 Pereft American owner of such corpbriftion a "1controll1ig"'
stockholder.
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Imputing of income to shareholders, in other than "sham" situations, is a tax
principle that has no precedent in the income tax system of any economically
advanced country in the world. These include countries whose income tax stat-
utes long predate the U.S. income tax system. It has been said that the United
Kingdom system of mind and management Is closely analogous to the provisions
of section 13. This analogy seems faulty. The United Kingdom income tax sys-
tem does not recognize arbitrary rules on share ownership, and gives full recogni-
tion to all phases of management and control-all basic actions necessary to con-
duct and operate a going business.

In the United Kingdom system the corporate income tax (standard tax) In ef-
fect is a tax on the shareholder and thus there is no real similarity with see-
tion 13.

We believe that it would be an unwise and regressive step in U.S. tax policy to
disregard the corporate entity recognized under the present U.S. tax system.
Adoption of this new principle with respect to foreign corporations would be dis-
criminatory, since it is not generally applicable to all corporations.

3. Section 13 would prevent U.S. businesses abroad from competing on equAl
teruis with similar businesses conducted by nationals of other countries; gener-
ally, these do not impose a home country income tax on subsidiary income from
abroad as it is earned.

Most, If not all, of the economically advanced countries competing with Ameri-
can business in world markets afford positive tax incentives to their corporations
and subsidiaries operating and trading abroad; for example, the United Kingdom
overseas trade concept and the Holland (100 percent) and Belgium (80 percent)
tax reductions for overseas income remittances. Section 13 will, by taxing (with
few exceptions) reinvested income of American-owned foreign subsidiaries oper-
ating overseas and will place a new burden on such businesses which will put
theiu at a serious competitive disadvantage with foreign-owned competition, and
may cause our enterprises to lose their share of world markets. It appears that
enactment of section 13 would involve the United States in "economic Isolation."
The Congress should provide competitive incentives and not place penalties on
American competition. Legislation such as was contained in H.R. 5, the Boggs

ill, 86th Congress, would provide these incentives and preclude ',economic
isolation."

4. Section 13 will prevent diversification of American business abroad.
Section 13 provides that (other than by investment in less developed countries)

to qualify for nondeductibility income in excess of "foreign base company in-
come must be reinvested in an already established similar trade or business
within a developed country or after 5 years of seasoning in new business in the
same geographic area." It is not clear what is meant by a similar trade or busi-
ness, but it is amply clear that the proposal will deter American owners of busi-
nesses abroad from expanding operations beyond those already established prior
to December 31, 1962. It may be assumed that this provision could be narrowly
construed by the Treasury Department. Concern has been expressed that it
may prevent a shoe manufacturer from deciding to make shoelaces, an auto
manufacturer from deciding to make tires or a petroleum company from enter-
Ing the chemical business. Of course, such businesses could qualify investment
immediately by making them in an underdeveloped country. This, however, would
frequently be quite unrealistic in the business, since because of remoteness of
supplies, unavailability of labor, added transportation expenses, and lack of local
markets, as well as exposure to exchange rules.

It seems that few businesses will be able to meet the requirements for invest-
meat of current earnings earned after 1963. The imposition of U.S. tax on such
earnings unrealized by the U.S. parent will be a sufficient deterrent to either
.starting such businesses or to allowing them to grow and prosper in a normal
manner. Accordingly, the competition will stultify the growth and perhaps
destroy many U.S. businesses which must either distribute their earnings or
accept an additional tax on U.S. earnings during the initial development stage.

It is evident that diversification of American businesses abroad will be severely
restricted. In our opinion this is not in the best long-term interest of the U.S.
econoihly.

5. Section 13 will violate the spirit and intent of 21 bilateral tax conventions
negotiated by the U.S. Treasury and approved by the U.S. Senate and applicable
to 44 coulltries of the free world.

For the past 40 years the U.S. fiscal authorities have negotiated tax conven-
tions with foreign government for avoltllhce of (ldotible taxation. To (late 21
such treaties have been ratified and alproved by'tlme Sente of fite United States



REVENUE ACT OP 1062 567

after careful deliberation, public hearings, and recommendations by its Com-
mittee on Foreign Relations. All of these tax treaties have recognized that a
corporation is a legal and separate entity and that such corporations have a
recognized court support standing where a legitimate business purpose Is served
by its form of organization. Section 13 in. imputing income to a corporation
shareholder for U.S. income tax purposes does violence to the sanctity of the

corporate entity and by so doing violates the spirit and intent of these tax con-
ventions. Section 21 provides that H.R. 10050 overrides all treaty provisions.
The Finance Committee should disapprove this unilateral action in abrogating
long-established tax treaty principles.

It has been said that tax treaties are not affected by the proposals in H.R.
10050 to provide a U.S. tax on income earned abroad, since the tax is imposed
on the U.S. parent corporation and not on the foreign subsidiary.

The rationale of this statement appears to be that since the form of the pro-
posed law does not impose a tax on the foreign corporation per se, there
cannot be a violation of treaty provisions.

This approach does not seem to be realistic. While the bill may be couched
in this language, in many if not most cases the funds necessary to pay the U.S.
tax so computed will have to be obtained from the foreign subsidiary by dividend
or otherwise. The result would be at least that the U.S. corporation would
pay a higher rate of tax on its income than is provided by the Internal Revenue
Code. If the U.S. corporation incurred a loss for the year In question, attribution
to it of income earned by a foreign subsidiary would result in effect In a tax
on capital. The actual fact that the proposed law would impose a tax on the
foreign subsidiary directly is also emphasized by failure to provide for current
recognition of losses of such subsidiaries, and of carryforward or carrybacks
of operating losses.

(J. Section 13 will superimpose U.S. tax and accounting systems on foreign
systems and create difficult and perhaps insolvable problems.

Section 13 concerns itself with taxable income of foreign controlled corpora-
tions and adjusted basis of qualified and nonqualified investments by a controlled
foreign corporation. These terms are generally understood in the United States
with respect to specific U.S. tax accounting rules. Presumably, these rules will
be strictly applied in making income determinations for controlled foreign cor-
porations even though accounting records are maintained by such foreign cor-
porations under their own specific accounting and tax rules and principles.
For example, depreciation deductions affecting income determinations and
basis of investments will have to be redetermined for U.S. income tax purposes
by a U.S. controlling shareholder, although different rules are followed abroad.
Such information may not be available nor may the foreign corporations be
willing to attempt to make such determinations at the behest of a U.S. share-
holder, when there is a foreign minority interest. The U.S. shareholder will
have to use his best judgment in reporting income and investment figures from
available data which will conform to U.S. tax accounting rules and practices.
U.S. taxpayers will be required to maintain auxiliary accounting records which
may not be accurate under U.S. standards. No provision is made in section
13 for such contingencies. Directors of foreign corporations judge and report
their results of operations on rules established in their own country and will
not accept U.S. tax and accounting concepts in reporting to shareholders, Amer-
ican or otherwise.

It is our opinion that the U.S. tax and accounting system should dot .be
superimposed on foreign systems and that legislation such as is envisaged by.
section 13, if required, should provide that generally accepted accounting prac-
tices in force in the foreign country be accepted for U.S. tax purposes.

7. Section 13 will cause foreign governments to raise their income tax rates
at the expense of the U.S. Treasury.

Some countries are already considering appropriate action (e.g., Switzerland.
Holland, Panama, and Columbia) to collect for their own treasuries the differ-
ential between the foreign and the U.S. income tax, by rate increases to absorb
the differential. Accordingly, the United States will lose revenue gains ex-
pected by enactment of section 13. In fact, the tax revenues will ultimately -
suffer. . •

8. The provisions of section 13 are so complex that difficulty in administration
is inevitable. Consequently, endless controversies and litigation can be expected
with corrective legislation required.
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Proposed sections 951 to 958 are extremely complicated and apparently have
been drafted without adequate study and consideration. For example, under
proposed section 952 a U.S. tax will be levied on income derived abroad from
patents, copyrights, and exclusive formulas and processes which are substan-
tially developed, created, or produced in the United States. Tils Income may
result from the use or exploitation by a controlled foreign corporation of such
property right. The Income from use or exploitation will be considered to he
the amount which could have been received in an arm's-length tran.qatilon with
In unrelated person.

Without adequate definition it is not possible to deterioine where such patents
or processes were substantially developed, what constitutes an exclusive form-
ula or process, or 1ow an arm's-length determination of income could be made
If such patent or processes were not usable by an unrelated person. American
businesses, both here and abroad, are continually developing through research
better and cheaper products in their established lines of business. To determine
whether and how much Income is derived from research Inside and outside the
United States is an impossible task.

The burden of proof in this situation will be on the U.S. taxpayer, and in this
difficult area the taxpayer, short of litigation, hrs little defense against arbitrary
determination by examining agents of the Internal Revenue Service.

9. Section 13 will tax currently certain annual income earned abroad but will
not recognize current losses which would be available if incurred by a U.S.
corporation.

There is no provision in section 13 to provide relief to U.S. controlling share-
holders who must report their share of annual income not properly reinvested
or distributed by a controlled foreign subsidiary, in the case of losses abroad.
A subsequent year's loss would not be recognized to the U.S. controlling share-
holder for U.S. tax refund purposes, since the section deals with annual taxable
income increments. If it is assumed that this section is designed to place U.S.-
owned foreign subsidiaries in the same position vis-a-vis a branch of a U.S. cor-
poration, it is inadequate since a U.S. branch operation's losses are recognized
in the computation of U.S. taxable income.

10. Section 13 will require U.S. shareholders to pay tax on imputed income
before receipt even though upon actual receipt such income, because of foreign
currency devaluations, may have been reduced or made valueless in U.S. dollar
terms; there is no provision for refunding taxes previously paid.

Section 13 provides new rules in accounting for income earned by foreign-
controlled corporations and gives no recognition of tile fact that these earnings
are received and accrued in foreign currency. If part of a foreign corporation's
annual foreign earnings are Imputed to a controlling U.S. shareholder and U.S.
tax paid thereon, past history shows that It Is entirely possible that a large
portion of such imputed Income could be extinguished by a sudden devaluation of
foreign currency value. Thus, when a distribution is received of such foreign
currency income and it is converted into U.S. dollar equivalent a substantial loss
would be incurred. No provision has been made in this legislation for such loss
or recognition of the resultant overpayment of tax.

11. Section 13 will severely hamper business investment abroad because of
arbitrary (and changeable) disinetitons between developed and underdeveloped
countries where for sound management. business, and economic reasons U.S.
foreign corporate enterprises operate across International boundaries.

Section 13 provides different tax effects as to developed and underdeveloped
countries. This is an unfortunate approach since in many cases a business may
operate across many boundaries and stimulate growth in all the countries in
which it operates. To draw distinction between acceptable and unacceptable
Investments, country by country, for U.S. tax reasons seems unsound. The dis-
tinction provided is an oversimplification, since no clear expression is given as
to the meaning of developed or underdeveloped countries, except that with lirhi-
tation the countries In the latter category are to be announced by Executive pro-
nnuncement. This will create many uncertainties in business Investment since
what is "underdeveloped" today may be "developed" tomorrow. Under this tax
concept an investor's tax liability can be materially changed by admithistrative
fiat despite the fact that he acted in good faith on the understafiding a particular
country qualified as underdeveloped.
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SECTION 14---GAIN FROM CERTAIN DISPOSITIONS OF DEPREOIABLE PERSONAL
PROPERTY

1. PROPOSED SECTION SJIOULD BE ADOPTED ONLY IN CONNECTION WITH OVERALL
DEPRECIATION REFORM

The recommendations under this section are submitted to simplify and
clarify the provisions and to eliminate inequities. However, our committee
believes that the application of the proposal should be limited to gains re-
sulting from "excessive" depreciation deductions, but in any event it should
not be adopted apart from a program of overall depreciation reform. More-
over, the section considered alone is not consistent with the administration's
stated policy for encouraging business to invest in new plant facilities.

While our committee approves the general proposition that "excessive" or
"unrealistically high" depreciation deductions should not result in capital gain
to taxpayers, it should be recognized that not all gains from disposition of
depreciable property reflect recovery of excessive depreciation. The gain may
be the result of inflation.

The treatment of gain on the disposition of depreciable property as proposed
under section 1245, would be more acceptable if considered as part of the over-
all depreciation problem. The need for depreciation reform to provide for proper
maintenance of investments in plant and machinery is essential to the develop-
mnent and well-being of the economy. Allowances for depreciation should keep
pace with the decline in the value of the dollar to encourage replacement of
obsolete and outworn equipment. Adoption of section 1245 without adoption
of more liberalized depreciation allowances would only further discourage Amer-
ican management from replacing and investing in plant improvements.

2. SECTION 14 (a)0-PROPOSED SECTION 1245 (a) (1)
Effective date

Ordinary income treatment is applied to dispositions of property after the
effective date of the act, and is based on the depreciation allowed for taxa-
ble years beginning after December 31, 1961. This treatment should be made
applicable only to property acquired after the effective date.

It is inequitable to subject taxpayers to the rules of this section with respect
to property acquired prior to the effective date of the act. Where property was
acquired prior to 1962, taxpayers in electing methods of depreciation, were not
aware that gain on the eventual disposition of the property might be subject to
ordinary income treatment. In electing methods of depreciation, taxpayers
should be afforded the opportunity to evaluate all facts relating to the election
at the time the election is made.

3. SECTION 14(a)--PROPOSED 1245 (a) (2)
Recomputed ba80

For the purpose of this section the term recomputed basis is defined to
mean the adjusted basis of any property recomputed by adding back de-
preciation, "whether in respect of the same of other property" allowed or
allowable to the "taxpayer or to any other person." The terms other prop-
erty or other person should be clarified.

Since proposed section 1245(b) (3) excepts from ordinary income treatment,
dispositions resulting from tax-free transactions, including transfers by gifts,
It Is clear that the ordinary income treatment .proposed by section 1245(a) is
intended to be applicable to property which is the subject of such transfers.

Also, the explanation of the bill as prepared by the Staff of the Joint Com-
mittee on Internal Revenue Taxation, states that "other persons" covers cases
where "the basis of the property was carried over from the person from whom
the taxpayer acquired it." There is no explanation in the statute of the mean-
Ing of "other property." For the purpose of clarity, the two terms should be
specifically defined In the law, and in addition, section 1016 should be amended
with regard to a transferee of depreciable property to require adjustments'
necessary to calculate "recomputed basis."
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4. SECTION 14(a)-PROPOSED SECTION 1245(b) (2)

Tran8/er8 at death
This section excepts from ordinary income treatment transfers at death

"except as provided in section 691." If a sale of property takes place be-
fore death which results in income in respect of the decedent, the property
would not be transferred at death. Reference to section 691 is unnecessary
and should be eliminated.

According to the explanation of the Staff of the Joint Committee on Internal
Revenue Taxation, "where the sale has occurred before death and the income is
treated as income in respect of a decedent under section 691," the transfer would
not come under the exception of proposed section 1245(b) (2). Clearly, a sale
before death Is not a transfer at death, so that the inclusion of the reference to
section 691 Is confusing and unnecessary.

5. SECTION 14(fl)-PROPOSED SECTION 1245 (C)

A djfitmcnts to ba818
This section authorizes the issuance of regulations to provide for adjust-

ments to the basis of property to reflect gain under proposed section 1245 (a).
The statute should specifically provide that where part or all of the gain
has already been taxed as ordinary income as the result of a disposition, the
recomputed basis should be adjusted for the income previously taxed as
ordinary income to avoid duplication of ordinary income treatment.

Recomputed basis under proposed section 1245(a) (2) starts with the adjusted
basis of property and adds depreciation, including that claimed by a different
taxpayer or with respect to different property. Therefore, the same depreciation
may be added to the adjusted basis of different taxpayers to produce ordinary
income twice, or to the adjusted basis of different properties of the same taxpayer
to produce the same result. For example:

(a) "A" transfers depreciable property to his wholly owned corporation
in a transaction covered by section 351. Because of the receipt of boot,
"A" has a recognized profit of $5,000 on the transaction which is taxed as
ordinary income under proposed section 1245(a) (1). Subsequently, the
corporation disposes of the depreciable property. In determining the re-
computed basis, it would appear that the corporation might be required
to add on "A's" depreciation as well as its own, even though "A" realized
$5,000 of ordinary income on the exchange.

(b) "A" exchanges depreciable property for like-kind depreciable prop-
erty plus $5,000 of boot in an exchange governed by section 1031. Under
proposed 1245(b) (4), "A" would realize $5,000 of ordinary income on the
exchange. Subsequently, "A" sells the depreciable property received in tile
exchange. The add-on to the recomputed basis of this property would
seem to include the full depreciation claimed on the original property
despite the realization of ordinary income by "A" on the exchange.

The statute should be clarified in order to show that the ordinary income, if
any, realized on the subsequent sales in each of the above cases is decreased
by the ordinary Income realized on the prior exchanges.

6. SECTION 14 (C)M-PROPOSED SECTION 167(f) (2)

Salvage value
The liberalized salvage value rule applies to property acquired after the

date of enactment. The new rule should, apply in computing depreciation
for taxable years beginning after December 31, 1961, with respect to prop-
erty disposed of after the effective date of the act.

Were the property is disposed of after the effective date of the act, the
excess depreciation resulting from the reduced salvage value will be subject to
ordinary income treatment regardless of when it is acquired. Since "recomputed
basis" is computed by adding to adjusted basis, the depreciation allowed for
taxable years beginning afer December 31, 1961, the liberalized salvage value
should be applied in computing such depreciation.

If the ordinary income treatment of proposed section 1245(a) (1) were to
apply only to property acquired after the effective date of the act, as recom-
mended in 2 above, this recommendation would not be necessary. Under tlese
circumstances, the liberalized salvage value should poply only to assets acquired
after the effective date of the act.
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7. SE(CION 14 (e) (4)-PROPOSED SECTION 841 (e) (12)

Collap8ible corporation
In determining whether a corporation is collapsible, under sections 841 (c)

and 341(e), the adjusted basis of assets is used in applying the various
percentages referred to in the sections. All such references to adjusted
basis should be changed to "recomputed basis."

Under the collapsible corporation provisions of sections 341(c) and 341(e)
reference is made to the adjusted basis of assets. Since a corporation may be
subject to ordinary income treatment on proposed section 1245 assets when it
disposes of these assets, the noted sections should be amended so that "recom-
puted basis" is used where applicable. Thus, the presumption that a corpora-
tion is collapsible under sections 341(c) should only apply If the fair market
value of the property exceeds 120 percent or more of the "recomputed basis."

8. SECTION 14 (e) (4)-PROPOSED SECTION 841 (e) (12)

Collapsible corporation
In computing gain from sale or exchange of stock of a collapsible cor-

poration, under section 341, ordinary income treatment may be applied to
the shareholder without regard to the application of proposed section
1245 (a) to the corporation. This should be amended to permit capital gain
treatment on gain which is or will be taxed under proposed section 1245(a).

Where a collapsible corporation is liquidated or its stock is sold, the stock-
holders may be subject to ordinary income treatment under section 341. In
addition, the corporation could be subject to ordinary income treatment
under proposed section 1245(a) at the time of liquidation or when the cor-
poration otherwise disposes of assets. To mitigate the harsh result that this
imposes, where section 341 is applicable, the shareholders should be permitted
capital gain treatment to the extent of the gain attributable to the proposed
section 1245 assets, reduced by the corporate tax applicable to the income sub-
ject to proposed section 1245 (a) (1).

SECTION 1.5-FOREIGN INVESTMENT COMPANIES

1. SECTION 15(a)-PROPOSED SECTION 1240(c)

Taxpayer to establish earnings and profit
It may not be possible for a taxpayer to establish the amount of the

accumulated earnings and profits of the foreign investment company and
the ratable share thereof for the period during which the taxpayer held
stock in the company.

Proposed section 1246 provides that when an investor sells his stock in
a foreign investment company (which either is registered in the United States
or principally owned in the United States) the portion of his gain attributable
to accumulated earnings and profits of the foreign investment company after
1962 will be taxable as ordinary income.

The burden is placed upon the taxpayer to establish the amount of accumulated
earnings and profits for the period that he held the stock in the foreign invest-
ment company. However, the term "earnings and profits" is not defined in
the Internal Revenue Code nor is it clear in the code or in the proposed bil.
what rules will be applicable in the determination of earnings and profits. Will
the U.S. tax rules apply?

2. SECTION 18(a)-PROPOSED SECTION 1246(e)

Stock acquired from a decedent
The basis of stock acquired from a decedent should be reduced only to

the extent of the decedent's ratable share of earnings and profits accum-
ulated since December 31, 1962. Also the provision should not apply to
earnings and profits accumulated after December 81, 1962 which were
subject to an election under proposed section 1247.

The proposal requires the reduction of the basis of stock of a foreign invest-
ment company acquired from decedent by the amount of the decedent's ratable
share of the accumulated earnings and profits of such company. It would appear
that in order to correlate the treatment on stock paying through an estate
with that relating to stock sold during the life of the holder, it would be



572 REVENUE ACT OF 1062

necessary to restrict the reduction In basis to the earnings and profits accuU
lated since December 31, 1962. Also, it would appear appropriate to provide
that the reduction in basis should not apply with respect to earnings and profits
accumulated after December 31, 1062 which were subject to an election under
proposed section 1247.

8. SECTION 15(a)-PROPOSED SECTION 1247

Capital gain dividends
To rectify what probably was an unintended omission, a provision sin-

ilar to the "capital gain dividends" provision for regulated investment com-
panies should be added to the foreign investment companies proposal. Capi-
tal gain dividends may be treated as long-term capital gains by shareholders
of regulated investment companies.

Proposed section 1247 provides a technique for a registered foreign investment
company to elect tax treatment which is probably intended to be substantially
identical with the tax treatment of a U.S. regulated investment company. This
should mean that ordinary dividends would be taxed as ordinary income and
there would be a "pass through" treatment for capital gains. However, as dis.
cussed below, this result is not achieved as to capital gain dividends actually
distributed.

Proposed section 1247(c) (2) clearly authorizes a qualified shareholder to
treat the undistributed net long-term capital gains of an electing foreign invest-
ment company as long-term capital gains in his own return. However, if an
electing foreign investment company distributes any of its net long-term capital
gains to its shareholders, the distribution would be ordinary dividends taxed
as ordinary income. The proposal does not contain a provision comparable
to section 8.52(b) (3) (B) relating to capital gain dividends of domestic regulated
Investment companies. Shareholders of regulated investment companies may
treat capital gain dividends as long-term capital gains. A similar provision
should be added to section 1247 since its omission probably was unintended.

SECTION 1(--OAIN FROM CERTAIN SALES OR EXCHIANGES OF STOCK IN CERTAIN
FOREIGN CORPORATIONS

1. SECTION 1f0-GENERAL COMMENT

Proposed provision unnecessary
There does not appear to be any reasonable foundation for the proposals

with respect to tax treatment of gain realized on sale or exchange of shares
as provided in section 16 of the bill. The proposals go much further than
any mere effort to equate the U.S. tax consequences of operations abroad
through foreign corporations with similar operations through a U.S. cor-
poration.

The proposed changes provided by section 16 of the bill would tax certain
U.S. shareholders in full on gain realized upon sale or exchange of stock in a
foreign corporation. This section of the bill goes much further than any mere
effort to equate the U.S. tax consequences of operations abroad through foreign
corporations with similar operations through a U.S. corporation. The pro-
visions in section 16 discriminate against the use of foreign corporations quite
apart from any motives which may be attached thereto. Other parts of the
bill (e.g., sec. 13) go to great lengths to assure that all income deemed at-
tributable to U.S. sources will be taxed to the U.S. shareholders and that foreign
corporations will not be permitted to accumulate income except for reinvestment
to a highly limited degree. Accordingly, there does not appear to be any reason
for the proposals with respect to tax treatment of gain realized on sale or
exchange of shares as provided in section 16.

The provisions would create particular hardship in cases where sales of stock
in foreign corporations are forced by nationalistic policies or laws of certain
foreign countries. It would also unjustly tax at ordinary rates gains which
would otherwise be subjected to a single capital gains tax except for the reason
that the corporation is a foreign corporation. For example, if a corporation in
Canada, or the United Kingdom had distributed currently all of its earnings and
profits over a long period of years but in connection with a liquidation its prop-
erties were sold, any gains realized by the corporation would be included in earn-
ings and profits thus subjecting the gain to the shareholders upon liquidation
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to ordinary tax in the United States even though except for the capital gain
on the sale of the properties, there would have been no earnings and profit.
Suggested modification

Although we oppose section 10 and believe that a deviation from the normal
treatment of redemptions, sales, and exchanges is unnecessary, the proposed
section 1248 would be less inequitable if, to the extent of ordinary income treat-
ment required, the treatment would be that of a dividend for all purposes, and
a foreign tax credit and foreign tax deemed paid credit, would be allowed both
to the corporation and individual shareholders for both redemptions and sales or
other exchanges. However, the tax, in any event, would not be less than the
tax that would apply if proposed section 1248 were not applicable.

Following are specific problems under the proposal:

2. SECTION 1o(a) -PROPOSED SECTION 1248 (a) AND (b)

Redemption, liquidation or sale of stock
The tax treatment of gains should be the same whether the disposition

of stock is by redemption, liquidation, or sale.
Section 1248 (a ). would include in the gross income of the U.S. shareholder,

as a dividend, the shareholder's proportionate part of the earnings and profits
accumulated after February 28, 1913. In view of the generally prospective effec-
tive dates contained elsewhere in the bill, this retroactive attack on earnings and
profits accumulated in prior years seems unwarranted.

There does not appear to be any reason to distinguish for tax treatment pur-
poses gains realized upon redemption or liquidation from gains realized upon
sale or exchange-by taxing the shareholder in the first instance on his pro-
portionate share of all accumulated earnings but limiting the impact in the
second instance to the earnings accumulated during the short period of owner-
ship. Equitably the impact should be limited in both instances to the earnings
accumulated during the period of ownership.

3. SECTION 10(a)-PROPOSED SECTION 1248(C)

Lfmitation8
Hardships will be created by application of constructive ownership rules

of proposed section 955(b) together with the proposed 5-year rule and the
10-percent ownership rule under proposed section 1248.

The application of the constructive ownership rules of proposed section 955(b)
together with the 5-year rule provided in proposed sections 1248(c) (1) and (2)
are bound to create hardship situations. The 10-percent rules in proposed sec-
tion 1248(c) (2) when separated by as much as 5 years from the "control" liti-
tation in proposed section 1248(c) (1) could be brought into play in such a
variety of ways that the possibilities are inexhaustible.

The provisions of proposed section 1248(c) (3) limit the amount of earnings
and profits taken into account for proposed section 1248 purposes by excluding
amounts previously included in gross income under proposed section 951. This
exclusion, however, is limited to the person making the sale or exchange. Con-
ceivably a substantial amount of the earnings of the foreign corporation could
have been taxed to other shareholders so that the same earnings and profits
are attributable to more than one U.S. taxpayer.

4. SECTION 1o(a)-PROPOSED SECTION 1248(d)

Taxpayer to establish earnings and profits
It Is unfair to place the burden of determination of the earnings and

profits of the foreign corporation on the taxpayer particularly when "earn-
ings and profits" Is not defined in the code or in the bill.

This section places the burden of determination of the earnings and profits
of the foreign corporation on the taxpayer. However, the term "earnings ani
profits" is nowhere defined in the Internal Revenue Code nor is it clear
in the code orin the proposed bill what rules will be applicable in the determi-
nation of ernings and profits. (Will the U.S. tax rules apply?. If so, mustrthe
income be reconstructed since 1913 giving effect to all of the different U.S. tax
rules which have been In effect since then?) The proposed amendment does
not indicate in what fashion the taxpayer must establish the amount of the
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earnings and profits. Accordingly, this places a virtually impossible burden
on the taxpayer and may be looked upon as a means of forcing a taxpayer to
treat the entire gain as ordinary income.

SECTION 19-WITHHOLDING OF INCOME TAX AT SOURCE ON INTEREST, DIVIDENDS,
AND PATRONAGE DIVIDENDS

1. SECTION 19-GENERAL COMMENT

lVithholding may be unnecessary
Tlie taxpayer identification numbering system and the establishment of

automatic data processing in the Service appear to make unnecessary the
adoption of a withholding system. Also the compliance costs to the business
community and to the Government will be heavy.

We are aware that the Internal Revenue Service Is installing its ADP system
by regions, and that all parts of the country will not be fully covered for some
time. However, the Service is actively engaged in a publicity campaign, through
news releases, speeches by the Commissioner and others, etc., to warn all tax-
payers to examine their reporting practices to be sure that all taxable income
(including specifically dividends and interest) are reported on returns for 1961
and subsequent years. It is obvious that the Commissioner himself feels that
the mere authority granted by the Congress to establish a numbering system for
taxpayers, and the potential of the ADP system to ferret out omissions of taxable
income in the dividend and interest area particularly, will go a long way to
reducing or substantially eliminating the reporting gap. We believe it is
abundantly clear that the considerable publicity given to the capabilities of these
reporting systems is by itself having a very significant effect on taxpayer com-
pliance, and that by this activity alone the underreporting is being greatly
reduced.

It seems to us that the campaign to warn people of the capabilities of the
ADP1 system can by itself improve compliance to a greater degree than the
Service actually accepts as obtainable.
Should the Congress in its judgment decide that a system of withholding on

dividends, etc., must be established, following are some observations on the
provisions of the proposal.

2. SECTION 19(a)-PROPOSED SECTION 3401(C)

Amount o dividend unknown
The withholding agent should be relieved of any liability for the payment

of taxes required to be withheld when he determines in good faith that a
distribution is not a dividend.

Withholding agents would be required to compute tax on the entire amount of
a distribution where the agent "* * * is unable to determine the portion of a
distribution which is a dividend * * ." Where a corporation pays a dividend
at a time when it does not have prior accumulated earnings or profits, a with-
holding agent would have a difficult time determining the status of the distribu-
tion. The status of the distribution may not be determinable until the end of
the taxable year, or in the case of audit adjustments not until some time there-
after.

In view of the liability imposed on the withholding agent under proposed sec-
lion 3481, proposed section 3401(c) would require withholding where there was
any chance that a ditribution might, at some future date, be defined as a divi-
(lend. Either proposed section 3481 or proposed section 3461(c) should be
amended to relieve the withholding agent of liability when he determines in good
faith that a distribution is not a dividend.

3. SECTION 19(a)-ROPOSED SECTION 8488

Exemption certifIcatee
The, provision for exemption certificates seems unnecessary in view of the

quarterly refund procedures. It would place an undue burden on the with-
holding agent.

Exemption certificates may be filed by anyone who *** * reasonably believes
that he will not * * * be liable for the payment of any tax * * *." The pro-
vision for exemption certificates seems to place an undue burden on the with-
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holding agent, and it hardly seems necessary in view of the quarterly refund
provisions of proposed section 3484. Moreover, it does not seem appropriate to
place the recipients of interest and dividends in a preferred position as compared
to individuals having wages subject to withholding.
The expense to the agents in processing exemption certificates and the ex-

liense to the Government in verifying the propriety of the certificates would seem
to outweigh any advantage which might accrue as the result of establishing a
system of exemption certificates. The burden to the Government will also be
great because of filing of improper exemption certificates, either fraudulently
or because of ignorance on the part of taxpayers, particularly in view of the
provision that the Treasury will continue to make refunds in future quarters
unless the stockholder notifies it of a change in exemption status.

SECTION 20--IFORMATION WITu RESPECT TO CERTAIN FOREIGN ENTITIES

1. SECTION 20(a) -PROPOSED AMENDMENT TO SECTION 0038

Information to be Itrnthed by individuals, domestic corporatiots, etc.
Very broad powers would be granted to the Secretary or his delegate

regarding Information to be furnished with respect to certain foreign cor-
porations. The proposals are more complex and onerous than existing
statute and the proposed extension of the concept of "control" could create
many problems in the submission of data and information not necessarily
needed with respect to foreign corporations. Moreover, the penalty for
failure to comply is severe in relation to information requirements.

The Secretary or his delegate would have the right under the proposals to
require a taxpayer to furnish "any other information which is simllar or re-
lated in nature to that specified." This new element seems unnecessary In view
of the full disclosure which is required under present law and which iifay be
prescribed by regulations. Because of the severe i)enhlties (through reductions
of foreign tax credits otherwise allowable) which would be imposed in the
case of failure to comply with all the requirements with respect to any "foreign
corporation," all additional information required should be specified by statute
if it is to be required at all.

Present law and the proposed law impose penalties without regard to any
Intended avoidance of tax and thus may be considered punitive. A wholly in-
advertent failure to accurately and completely furnish the required information
could result in a penalty. Where there is no willful failure to furnish the in-
formation no penalty should attach. Civil penalties could be related to the tax
avoided. The arbitrary reductions in tax credits called for by any faillure on
the part of the "U.S. person" are beyond the needs of enforcement.

Tie proposals relating to (a) ownership rules, not merely holdings of record,
(b) application of constructive ownership rules, and (o) details with respect
to reporting and circumstances under which "persons" qualify or do not qualify
within the many requirements are complex. Complexities to the development of
the information will burden industry without real benefit to the Secretary.

2. SECTION 20 (b)-PROPOSED AMENDMENT TO SECTION 0046

Information as to organization or reorganization of foreign corporations, etc.
The reporting requirements should be confined to stockholders, and not to

officers or directors.

It seems particularly inappropriate to require filing of information by a
person solely because he is a U.S. citizen. Many U.S. citizens are officers or
directors of foreign corporations which have no business relations at all with
U.S. enterprises, or only a minimum of such U.S. connections. Furthermore,
even resident citizens who are employees of a U.S. corporation controlled by a
foreign corporation may for legitimate business reasons be an officer or director
of tie foreign corporation. Certainly this will be so with aliens resident in the
United States. In such cases the U.S. citizen or resident is unlikely to be even
aware of the reporting requirements proposed, and it Is unlikely that he will be
able to obtain the information required by the Secretary or his delegate.

We recommend that the requirements of section 20(b) be limited to persons
with the requisite stock interest in the foreign corporation. The requirement
for reporting by 5 percent or more stockholders should be sufficient to provide
necessary information to the Treasury Department.

82190-62-pt. 2- 8
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3. SECTION 20(C)-PROPOSED SECTION 6678

Civil penalty for failure to file return
A civil penalty would be imposed for failure to file a return under section

(1046 regardless of whether failure to file was due to "willful neglect." Un-
der present law, section 7203, sufficient penalty is imposed for willful failure
to file a return.

An additional penalty should not be. imposed because of the other penalties
already in the code. Should section 6046 be amended as proposed, many share-
holders could unknowingly fail to comply with the reporting requirements. This
would be a very severe and unwarranted penalty.

SECTION 21-TREATIES

1. SECTION 21-APPICABILITY OF SECTION 7852(d)

Nonapplicability of treaty obligatirns
We believe this ".shotgun" approach to abrogation of treaty provisions wN'ill

prove to have an unfortunate effect on future negotiations of tax treaties.
Assuming the bill Is enacted in substantially the form proposed and that this

results in conflict between existing treaty provisions and some of the provisions
of the bill relating to taxation of distributions by foreign trusts and taxation of
the income of controlled foreign corporations, the solution of this problem should
be approached on a selective and section-by-section basis. Over the years the
practice of negotiating tax treaties with various countries has assumed increas-
ing Importance. The proposed amendment of section 785,2(d) in this peremp-
tory manner may have serious repercussions in terms of raising questions as to
the good faith of such negotiations when they can be negatived by a one-sentence
provision In a subsequent revenue bill.

In any event, the proposal should be made by amendment to the code and
not merely by interpretation of section 7852(d).

The (1 [\ItRCAN. The next witness is Mfr. ,Joseph R. Barnes of the
Illinois .Mianufacturers' Association. Take a seat, Mr. Barnes, and
proceed.

STATEMENT OF JOSEPH R. BARNES, ILLINOIS MANUFACTURERS'
ASSOCIATION

A[r. BAI NES. For the amazement of the committee, I only have a
51/ -page statement here, double spaced.

Mr. Chairman and members of the committee, my name is Joseph R.
Barnes. I am the director of the tax department of the Illinois Manu-
facturers' Association. Unfortunately the expert witness originally
scheduled to present this statement to you found it, at the last mo-
ment. impossible to be present here today. However, I am here to
read to you his prepared statement which reflects the views of the
Illinois M-anufacturers' Association with respect to House bill 10650.

Section 2 of the House bill provides a credit fcir investment in
depreciable property. Briefly it is provided that at the top limit 7
percent of the cost of qualified investment may be taken as a credit
against Federal income tax liability, limited to the tax liability or,
if such liability should exceed $25,000, then 25 percent of such amount.
There is a. 5-year carry forward for unused credit..

We believe that this is an expedient to adjust effective tax rates
whereas there should be fundamental, long-term liberalization of de-
preciation. For businesses that are presently hard pressed for cash,
the credit incentive for investment does not offer an immediate means
for expansion or modernization of facilities. This provision quite
certainly provides a windfall for large corporations who have adequate
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financing and whose expansion and modernization programs will not
be significantly affected by the incentive investment credit. Thus, we
believe that big business will be more greatly benefited than will
medium and small business.

Now, because rates of depreciation are always the subject of review
by the Internal Review Service and frequently lead to disputes, so
will the amount of credit provided by section 2 of House bill 10650
be subject to review and to dispute, because the credit is tied to
depreciable lives of qualified investments. This can mean that tax-
Iayers will be uncertain of the actual amount of credit for long
periods of time. This is undesirable and expensive. It is our belief
that these undesirable results can be avoided and the objectives of
the investment credit achieve by liberalization of depreciation. Also,
such liberalization would eliminate a large area of dissension between
taxpayers and the Internal Revenue Service as to salvage value and
lives of assets.

This brings us to our position on the ordinary income tax treatment
of gains from the sale or disposition of depreciable property as pro-
vided by section 14 of House bill 10650. We would approve of
such treatment only if it is a part of a program to liberalize
depreciation.

Section 4 of House bill 10650 provides for amendments to code sec-
tion 274 and covers the disallowance of certain entertainment expenses,
and so forth.

As for these amendments, we believe they are unnecessary. We
agree with the Internal Revenue Service that there are presently
a buses. However, we are not convinced that the proposed legislation
will eliminate them. We believe that the abuses can only be mitigated
by more tax returns being audited. This we know is the objective
of the Internal Revenue Service and will be realized to a large extent
when it has in full operation the EDP program recently started.

Section 19 of the House bill 10650 provides for withholding of
income tax at source on interest, dividends, and patronage dividends.

As you are well aware, industry and business for the most part is
strongly opposed to this section of the House bill 10650. The member-
ship of the Illinois Manufacturers' Association is also opposed to
this legislation.

It has been said that the Job of withholding on interest and divi-
dends will not be any more difficult or any more expensive than with-
holding on salaries and wages. We think this is not correct. For
one thing, there is not the close relationship and control over the
stockholder in a medium or large corporation or the depositors in
a medium or large bank that exists in the case of the employee. This,
more time and paperwork will be required to administer the program.
Again, legislation is being proposed which takes away from the.pro-
ductive time and effort of business and adds to its burden of operations.

As with the travel and entertainment expense legislation proposed
in section 4 of the bill, more complex laws are being added to an
already complex code of taxation by the dividend and interest with-
holding provisions. This additional administrative job is to be borne
by industry and business at-its sole cost. It hasbeen said that business
would receive compensation for its job of withhlolding because it has
the use of the withholdings of interest and dividends for a period
of time before such withholdings are deposited. Evidence has been
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given to the effect that in the case of a suburban bank, it would earn less
than 10 cents annually per savings account on the retained with-
holding as provided by House bill 10650.

Thus it is that business under the interest and dividend withholdin
provisions of this bill is required to take on added fixed overhead
expense that does nothing to maintain or increase its lrofits. Here,
we believe, is an area where the educational campaign started some
time ago by the Treasury Department in cooperation with business is
causing taxpayers properly to include in their tax rturns dividends
and interest. This problem is also one which can be practically elimi-
nated by audit of additional tax returns which will be done under the
Internal Revenue Service's EDP program.

While time does not permit us to detail our objections to those
sections of House bill 10650 which provide for the current taxation of
earnings of foreign corporations owned by U.S. persons, we do want
to go on record as opposed to such proposed legislation.

We should like also to record the fact that we do favor those parts
of the bill which provide for the taxation of cooperatives. We believe
this is desirable because cooperatives without this legislation have an
unfair competitive advantage with the rest of the industries of which
they have become an important part.

Another matter which is of concern to our association members is
that we understand that amendments to House bill No. 10650 will be
offered in the Senate which would eliminate the $50 dividend exclusion
and the 4-percent dividend credit against the income tax of individual
taxpayers.

We wish to be on the record as opposed to such amendments. The
dividend exclusion and the 4-percent. credit is a step in the direction
of removing the double taxation of corporate dividends. We believe
such provisions encourage the taxpayer to more freely invest in
American enterprise.

Thank you for the opportunity to present our views.
The CHAIR-MAN. Thank you very much, Mr. Barnes. Are there

any questions?
Senator McCAUTHY. Mr. Chairman, I would ask one question about

the last statement.
Dr. Barnes, you said you are concerned about the double taxation

which results from the taxation of dividends as ordinary income.
Could you tell me why, when you considered this along with the
extension of the corporate profits tax, spokesmen such as you did not
simply advocate that we reduce the corporate profits tax and not
bother to complicate the code by dealing with this special dividend
credit?

You are for a simple code. You don't like complexities in terms of
double taxation. You would have gained just gs much if you had
come in and said, "Let's cut the corporate profits tax by I percent, and
not complicate the code and the tax returns with the dividend credit."

Mr. BARNES. Perhaps here, Senator, we are grasping at straws in
trying to keep what we have got.

Senator MCCARTnY. You didn't have it. You were trying to get
what you didn't have. But in terms of the principle of double taxa-
tion which you invoke, it shotildn't have made any-difference.

Mr. BARNS. We have long been on record as favoring a reductin
in corporate and personal income taxes.

578



IBVENUE ACT OF 1062

Senator MCCARTHY. I know you are on record against every tax.
This is the kind of a problem we have. You know everybody is for
a balanced budget, but when you get to dealing with taxes, they are
against every specific tax. .

W"hen we go to appropriations, everybody is against appropriations
in general but they are for eyery specific appropriation, and we have
to kind oi try to balance this thing out. The taxes we impose are
specific taxes. It makes it tough.

You should never campaign too hard against the members of the
Finance Committee, I should think, Mr. Chairman, because we might
panic when we get back.

I wish the national association would try to reconcile what seems
to me to be kind of an unexplained contradiction between their gen-
eral support for the continuation of the corporate profits tax rather
than to drop that tax and eliminate this dividend credit provision.

Mr. BARNES. I don't believe that we are on record as favoring a
continuation of the present corporate income tax.

Senator MCCARTHY. You are on record as being against double
taxation. My question is: If this is your principle, you would be just
as well off if we simply reduced the corporate profits rate rather than
give you a dividend credit which complicates the whole tax structure
and the reporting procedures.

I wouldlike an explanation as to why you don't simply concentrate
on the one, say, in terms of amounts. You would get just as much by
reducing the corporate profits rates and not bother to complicate this
with dividend credit. I don't expect the answer today, but I hope
at some future time we might have this explanation.

(The explanation requested will be furnished Senator McCarthy
at a subsequent date.)

The CHAMMAN. Thankyou very much, Mr. Barnes.
The next witness is Mr. Raymond A. Hoffman, of the Illinois State

Chamber of Commerce. Proceed, Mr. Hoffman.

STATEMENT OF RAYMOND A. HOFFMAN, ILLINOIS STATE CHAMBER
OF COMMERCE

Mr. HOFFMAN. My name is Raymond A. Hoffman. I am a partner
in Price Waterhouse & Co., a firm of certified public accountants.

This statement is presented on behalf of the Illinois State Chamber
of Commerce, a statewide organization with a membership of more
than 18,000 businessmen in 418 communities in every part of the State
of Illinois. The members are engaged in virtually every type of.
business and range from the self-employed to those associated with
some of the Nation's largest corporations.

The recommendations which will be presented in behalf of the
State chamber, were prepared in the first instance by the State cham-
ber's Federal taxation committee of 76 members and were subse-
quently endorsed by the State chamber's 70-tnember board of directors.
The viewpoints presented broadly represent those of Illinois business
with respect to H.R. 10650. I have personally been a member of the
State chamber's Federal taxati6i eOmrtlittee for over 10 years, td
have served as the chairman of its subc6flhtnittee on technical prob-
lems. Before turning to the specfic proviions of thlit bill I should
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IiIe to make some general comments that inli.ress us as being of basic
importance in any consideration of tax policy.

OENE RAI COMMENTS

h Illinois St ate Chamlber of Commerce regards present high rates
of income tax as producing many undesirable consequences. These
rates, both for cor)orate and individual income, impair incentives to
work, produce, and invest.

High rates also case many decisions to he made in consideration of
tax results rather than on fihe basis of sound business reasoning.
Moreover, the high rates have impelled Congress to adopt various tax-
rlif 1)rovisions that woul( not e otherwise lecessarvy and that have
aIdded ogireatlv to the complexity of the tax law. Because of these alld
other (ifficul'ties created by present rates the rate-reduction lrogral
4)f iIt(, I hrlong- Jlla p hills 'is tidvo(11 tp(l ii ilriliii pie.

Mr. (hairnilii, our written statement eove'.- eight of the sul)stainl ie
.ect ions of I1.R. 10(150 its reported by the loise W1ays and Means Coln-
iuittee. These particular sec loins were selected bfY'ause they contain
issues of special voneern to uisines, in Illinois, and are as follows:
,Seclt on

2. Investmnt credit.
3. Appearances, an( so forth, with respeet to legislation.
i. I)illowslnees of certain entertainment, and so forth, expenses.

13. Controlled foreign corporations.
14. Gain from disqpositions of certain depreciable properties.
17. Tax treatment of cooperatives and patrons.
119. Withholding on interest, dividends, and patronage dividends.
20. Information witi rp.spect to certain f6reign entities.

sECTi"ION 2-I XVESTEN' 'T CREDTT

] )vmnnndation: In lieul of elactinl.' the complicated, dis, rinullla-
tory provisions of section '2, ellcollrage the needed expansion and mod-
(,1'nizntion of manufaeturing plants and equipment, by amending the
code to permit the use of ii"bracket" system for determining useful
lives of dpreoiable property.

Senator , MCCATY. Walit does that mean?
Mr. -IoPF'3IAN. The bracket system of deprecitioin is similar to what

has been used in Canada flthat is to provide by legislation a range of de-
preciation rates that cMuld be used for certain classes of property.
The, taxpayer would have the option of choosing a depreciation rate
within that range.

Explanation : Expansion and modernization of the Nation's produc-
tiry plant are important to supply the jobs and to make the prodtlts
essential for an increasing population. In addition, such expansion
and modernization will permit more effective competition with prod-
iets of new foreign plants.

Though there is widespread agreement. as to those objectives, there
are differencess of opinion as to how they, can. best.)e .achieved. Clearly
however, the tax treatment of depreciation is an important factor, and
certain principles seem to be basic:

1. Management should have maximum discretion in writing off in-
vestments in depreciable property.
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2. Requiring the recovery of cost to be stretched out over an excess-
ively long period of time discourages expansion and modernization.

3. Further expansion would be encouraged by liberalization of de-
preciation allowances based upon established income tax and account-
ing concepts understood by management.

4. Novel incentive devices should not be used when conventional
measures are available.

.' Recovery of an investment should be sufficiently rapid to mini-
mize the impact of inflation, whether the investment is 100 percent or
93percent of the M'iachinery manufacturer's invoice price.

Tho administration's announcement that it will permit depreciation
allowances to be based upon shorter useful lives in the textile industry
in certain situations and that it contemplates action in other in-
(lustries will not bring forth the widespread modernization and ex-
pansion of productive facilities which a specific statutory liberalization
will induce.

Years ago taxpayers were assmed.-4-th.tL depreciation allow-
ances would not be challenge ess there was a and convic-frqetyapyabiy ailrsi de ermnnalis' aa
ing" basis. Nevertheless Nsinessmen have found that enue agentsfrequently aplyh arbitry tanrsinderining wtisalr

and convincing).' A!imllar situation cqkd,,develop with r ect to
any liberalization f (leprecifatiop.4Dy a inis 've action. Vhen
returns covering clurrent peri-dW arelauditied Sever]. years from ow,
taxpayers cure (ly embarkig upon a costly expi nion or modern aodel're ,

a -¢

tion program ill not be protected &.nle8 iberiizatiozrpf d-
ion is brought bout by staffitoryaf4d(med ell
The oinvesti ent credit approach A iui be bcaus it reduce

taxes impose upon the income of restricted 4rofip-th ose person
investing in ertain t p f pHO rtis-: during. 1 062 andI such sub
sequent yen as the ,edit'lno r6iahnIJ~efl 1tcis
against flie ta payer wl o expan d or mdrnizhd his facilities in 196't -.in that it doe
or some prior vear. F1 rther, i disr it
apply to inves ments in )uild f'gs, 'pd py_9_idg or'W.arbitrarv seal
of percentage allowance fu life of ach asset/-
with full credit for property ha vin g.uful life of 8 years or mQte,
whether the life s estimated at,."$2, 16' 20, oi some,' tther nul1er
of years. '

Advocates of the n vestment it.hIavestated'Ihat it would stim-
ulate economic grow i. This claim is subject to questioi/because,
first, the credit appie. whether or not it actually infilenced the
taxpayer in his decision to pire a facility, and se the amount

s small in comparison with t investment-i ured t tain
a business. The investment redit- weterl Pt be 7 percent, cent,
or even 10 percent of the cost of the tangible personal proper yiiavffig
a useful life of 8 years or more-will be small in relation to the capital
needed to hose and fully eqttip an operating unit of a business and
to finance the payrolls, inventories, and accounts receivable.

A discrimiiator;y, limited investment credit is merely an income
tax redfctibn for those who qualify for it. Actually, the best stim-
ulant to economic growth in this country would be a reduction in
income tax rates. If such reduction is not now possible in the judg-
ment of the Congress, adoption of the "bracket" system of basting
depreciation allowances would be a broAder and more effective stimu-
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lant to economic growth than the proposed credit. In addition, it
would satisfy simply and expeditiously some of the needs for do-
prcilation reform discussed b Treasur Secretary )ilon before the
Joint Committee on Internal Revenue Taxation on January 18, 1962.

SECTION 3-APPEARANCES, ETC.9 WITH! RESPECT TO LEGISLATION

Recommendation: In lieu of enicting section 3 of H.R. 10650, adopt
lie )rinciples of H.R. 640 introduced January 3, 1961, by Mr. Boggs.

Explanation: In a statement addressed to the Commissioner of In-
Iermi Revenue November 12, 1959, in relation to then-proposed regu-
itions, the Illinois State Chamber of Commerce described its activi-
ties in supplying information to the business concerns comprising, its
membershipp" Such information relates to complex legislative issues
of direct. concern to business. The chamber's statement also pointed
ouit that it, seemed inconsistent to require a chamber of commerce
t1xeml)t from income taxes under the provisions of th e code to evaluate
its detailed activities in an attempt to segregate certain lobbying ex-
penditures. I.R. 640 seems to eliminate the difficulties. Thatbillpro-
hibits tax reductioti for political contributions or for costs of. partici-
i)ating in any political campaign. These provisions offer adequate
sa feguards. "

By contrast. H.R. 106i50 appears further to complicate, rather than
clarify, the present, situation. Among other things, this bill raises
doubt's about the tax treatment of ex1)enditures incurred for dissemi-
Iating information to the public. Also, in the ease of dues to mem-
bershinp organizations, this bill imposes the virtually impossible task
of ascei'taining what portion of the organization's activities are oni
account of appearances and communications to legislative bodies.

c:ECTION 4.-DISALLOWANCE OF CERTAIN EN'rERTAINMEN'r, ETC., EXPENSES

Recommendation: Improvement in reporting business expenses
should be sought through the present program of the Internal Rev-
enue Service rather than by statute; further, no "ordinary and neces-
sary" business expenses should be arbitrarily disallowedT so long as
they are not contrary to public policy.

Explanation: The Internal Revenue Code presently provides ade-
qiate standards for the determination of the deductibility of business
expenses, and its provisions can be enforced by adequate review pro-
(edutres which should be improved, if necessary. Enactment of spe-
.iflc roles would only coniplicate and retard the review process.

In 1960 the Internal Revenue Service announced a threefold pro-
gram of stricter checking to deal with abuses involving business enter-
t tinmnont, travel, and similar expenses: (a.) new reporting require-
ments for employers, (b) encouragement of. adequate employee ac-
counting practices, and (o) instruction to field offices to place increased
emphasis on the examination of returns involving the expenses. The
effectiveness of these procedures has not yet been tested; consequently,
legislation would appear premature.

Entertainment involves ordinary and necessary business expendi-
tures, and is an accel)ted and legitimate method of business promo-
tion. It is among the few means of business promotion available to
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lawyers, accountants, doctors, and other professional groups Ihat are
restrained from advertising and solicitation by ethical considerations.
It is inequitable to use tax legislation to destroy a method of doing
business merely because of extreme situations which can be corrected
by enforcement procedures.
It has been stated that under present conditions the review of travvel

and entertainment expenses is difficult and time-consuming to all con-
cerned, often involving detailed examinations of records and recon-
struction of inadequately substantiated expenses. Much the same
contentions could be made with respect to other areas of frequent dis-
agreement between tile Internal Revenue Service and taxpayers, such
as depreciation and obsolescence allowances, abandonment losses, re-
pairs versus capital expenditures, valuations in connection with basis
problems and gift and estate tax matters, hobby losses, and in many
other areas where factual determinations are necessary. It would be.
easy to solve all of these problems by making restrictive laws which
would have the effect of disallowing legitimate deductions and losses,
but this would destroy the basic conlcei -)lt-g net income, which,
in substance, means gross inco '.nltius ill expe ns.. d losses attrib-
utable to the production of t'income.

The report of the Con ipittee on Ways and Aeans expre .y states
that the proposed secti2 f274-

disallows, in whole, orK' part, certain - ei es w Ieli would be fully deduc lble
tinder present law . /i I be _ c n t te

Consequently, prove exp enditure -ha! dly constitutes-

would be disall wed. In the ast, tf11h i expse Wo*ou4 be taken
into account in ofnputinl taxa dq, le except w Jeie its nment or
allowance was ontraro p"lie Ioy 1 Disallo, aice o 1 gtimate
deductions for any otheil reaso-'o.ji "us'n ied,

Further, it i l proosej to chha' e the i Aefth~tcal clause in the
Internal Reven ie ('ode idicati gthe sc -"6f!1l0wable traveling
expenses from "'includiti en7tie a oulnlkt-x lefi#tfor. meals and/
lodging" to "inc ding a i.-,onable a - 'iV.'fot amout-Yxpende
for meals and o( itig." The report (4-fthV Coillim ittee on WAysI an
Means states the p 'posal is inteodr~ to refl ect tl~e positron ta'kenjin
the Treasury regular tions for ni n ye e seteten the ru-
lations reads: /
Only such traveling expense as are reasonable and necessary In the 4nduet of
the taxpayer's business and d -ctly attributable to it may be dedoeted.
The proposed statutory langu tay be susceptibl~of a bro 1r In-
terpretation than that in the regun a-Hii not inten be
broader, there is no need for the amendment. The Internal nue
Service may be in the position of being able to say that $15 is a reason-
able allowance for a hotel room even though $18.75 was actually
expended.

The proposed legislation relative to expenses for travel, entertain-
ment and business gifts is opposed because:

1. Whe Internal lRevenue Code presently provides appropriate
standards for administrative solution of the problems cited as reasons
for the legislation.

BEST AVAILABLE COPY
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2. Legislation in this area is at least premature in view of current
administrative action.

3. Entertainment is legitimate business practice, and tax legisla-
tion should not purport to deny its status.

4. By imposing such objective tests as an arbitrary $25 limitation
on business gifts the bill presumes to question the right of businessmen
to exercise t. ieir individual judgment in making expenditures believed
to be helpful in increasing business volume and income.

SETMON 13-CONTROLLED FOREIGN CORPORATIONS

Recommendation: Do not make undistributed income of foreign
corporations subject to tax.

Explanation: The bill would destroy, for tax purposes, the foreign
corporation's separate existence. Income accumulated in foreign
countries will, in many cases, be completely unavailable to shareholders,
and the earnings may be lost as a consequence of future operations.
There is no justification for taxing the undistributed earnings to the
shareholders prior to the time tie income is realized through the
payment of dividends.

Among the stated purposes for this proposal are the improvement of
the balance of payments by discouraging foreign investment and
forcing immediate realization of the foreign earnings. The proposal
could have exactly the opposite effect on the U.S. economy. Exports
will be impaired. The number of jobs available may be reduced, and
total income tax revenues may be curtailed.

A manufacturing subsidiary located in a foreign country may
actually result in increasing exports. Few of the machines produced
abroad are manufactured directly from raw materials. Many of the
component parts are produced In this country and shipped abroad
for assembling.

Exporting component parts or materials to be further processed
abroad benefits not only the company doing the exporting and having
the controlled foreign corporation,. but also suppliers of raw material
who think of their business as being completely domestic.

SECTION 14---GAIN FROM DISPOSITIONS OF DEPRECIABLE PERSONAL
PROPERTY

Recommendation: Section 14 should not be enacted in its present
form. Ca pital gain treatment of gains from the sale of depreciable
property should not be eliminated unless and until there is a corre-
sponding liberalization of depreciation by statute. In no event should
the elimination of capital gain treatment be made retroactive.

Explanation: It is recogifized that problems exist in according
capital gain treatment to the gain from the sale of depreciable property
under section 1231 of the 1954 code. However, the categorical state.
meant that gains from the sale of depreciable personal property are
ordinary income in nature is not correct. Part of the gain is due
solely to inflationi-to the fact that the fraction of the useful life of
a depreciable asset remaining at the time of salemay simply be worth
more than the same fraction cost originally.

We oppose the enactment of section 14 because it is not coupled
with a further liberalization of depreciation applicable to the property
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to which section 14 would apply. We are also opposed to it because
it would be retroactive in application. Thus, gain from the disposi-
tion of an asset would be taxed as ordinary income to the extent of
depreciation taken with respect to that asset after the effective date of
section 14, whether or not that depreciation was excessive, was exactly
equal to the reduction in the value of the asset during that period, or
was less than the reduction in that value.

To avoid discouraging new investments in plant, and the moderni-
zation of existing plant, any restriction upon the application of sec-
tion 1231 should Ve limited to assets acquired in the future. Moreover,
the restriction should only be applicable with respect to property
over which management has a greater voice than now in determing
the useful life to be used for depreciation purposes. In this way an
investment in depreciable property can be recovered before inflation
has taken its toll and gain resulting from the disposition will truly
be ordinary income in nature.

In summary, our position with respect to section 14 is based upon
the following:

1. Gain from the disposition of depreciable property which has
been depreciated over long useful lives as required by the Internal
Revenue Service consists, in part, of gain which is capital in nature.
It is not all ordinary income.

2. The only equitable way to eliminate the section 1231 problem
which does exist is by doing so prospectively so that present deprecia-
tion allowances and expansion and modernization plans will not be
disturbed. The elimination should not be applicable to property in
use at the present time.

3. The elimination of section 1231 without coupling the elimination
with a further liberalization of depreciation Will discourage expansion
and modernization at a time when such expansion and moderfiization
is most needed.

SECTION 17--TAX TREATMENT OP COOPERATIVES AND PATRONS

Recommendation: The provision of section 17 should be enacted
to subject cooperative income to a single effective tax in the year
earned.

Explanation: Section 17 would close a loophole in the revenue
laws which has existed since the intention of Congress to tax the
income of cooperatives by the passage of section 314 of the Revenue
Act of 1951 was thwarted by jud lial decisions holding that deductibn
of patronage dividends by the cooperative did not necessarily require
their inclusion in gross income of the patrons, and that patronage
paper allocations could be taxed to the patrons only to the extent of
their fair market value.

Enactment of this section would guarantee the imposition of a
single tax on all cooperative income, either at the cooperative or patron
level. Corporations operating on a cooperative basis would continue,
to retain a substantial competitive advantage over business corpora-
tions whose income is subject to a double tax burden. Nevertheless
the legislation would eliminate the present -situation where much oi
the income earned by cooperatives is immune froin Federal taxation.
This situation, whidh Congress previously attempted to correct and
which was never intended to develop, unjustifiably compounds the
competitive advantage of cooperatives.
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SECTION 19-WITIIIIODING ON INTEREST DIVIDENDS, AND PATRONAGE
DIVIDENDS

Recommendation: Tax withholding should not be extended to div-
idend and interest income.

Explanation: It has been said that substantial amounts of dividend
and interest income are now escaping taxation. The basis for that
statement appears to be an assumption based upon a comparison of
dividend and interest payments with reported income, taking into
account additional assumptions concerning amounts which need not
be reported. In view of the substantial increases in investments by
nontaxable funds, it is reasonable to expect that an increasing portion
of dividend and interest income is truly nontaxable.

An intense effort has been made in recent years by dividend and
interest paying entities to inform recipients of the taxability of the
income, and it is too early to typify those efforts as failures-if in-
deed there actually are substantial amounts of improperly unreported
income. Results of the efforts which have been made should not be
prejudged.

The detailed withholding proposals place substantial burdens on
the paying agencies, persons holding securities as nominees, invest-
ment dealers, stockbrokers, and others performing vital functions in
the securities market. Further, the proposals would add heavily to
the work and expense of the governmental agencies. Taxpayers now
conscientiously filing complete and proper returns would have added
burdens, not only in return preparation but in securing refunds. Tax-
payers entitled to refunds would, for a time at least, be deprived of
funds which are properly theirs and should be available for their use.
These additional burdens upon the Nation's economy would not be
negligible and should not be imposed.

Even if some amount of dividend ad interest income is improperly
escaping taxation, the proposals would not assure correction of the
problem. The proposals would accelerate cash collections by the Gov-
ernment, but the amount of net increase in true tax revenue is seri-
ously questioned.

Detection of improperly unreported dividend and interest income
will continue to be dependent upon enforcement procedures now in
existence, or improved procedures which are expected from the pro-
posed automation-of tax return reviews.

In summary, we oppose tax withholding or dividend and interest
income for the following reasotis:

1. It is based upon An unproven assumpti6n that there is substan-
tial improperly unreported dividend hnd interest income.

2. It imposes an unjustified burden upon the economy.
3. It will not result in a substantial correctiofi of the problem of un-

reported income, if the problem does exist.

SECTION 20-INORMATMIN WiYI! RESPECT TO CERTAIN
FOREIGN ENTITIES

Recommendation: Sectioh 20 should not be enacted to extend the
nature and amount bf rep erting required by both domestic corpora-
tions aid individuals co:,t rollifig foreign corpdri l1ns. If the Treas-
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ory Department believes present law is being avoided, it should pro-
pose amendments to cure the specific abuses alleged.

Explanation: Public Law 86-780 adopted in 1960 added section
6038 to the code and amended section 6046. The former section re-
quires domestic corporations which controlled (more than 50 percent
ownership) foreign corporations to file annual information returns
for each controlled foreign corporation and subsidiaries of controlled
foreign corporations. The Treasury Department has now proposed
to increase this burden by extending the requirement to subsub-
sidiaries of the controlled foreign corporation. In addition, the Treas.
ury Department would extend this burden to individuals. The pre-
sent law puts an onerous burden on U.S. corporations operating in
the international field. Any further extension of the already too ex-
tensive information requirements is unwarranted.

Section 6046 was designed to supply the Treasury Department
with information about newly formed or reorganized foreign cor-
porations. With this purpose in mind, information with regard to
the creation, organization, or reorganization of foreign corporations
was required of all U.S. citizens who were officers, directors or share-
holders of at least 5 percent of the outstanding stock within 60 days
after the creation, organization, or reorganization of the foreign cor-
porations. The Treasury Department now contends (without any
apparent experience since the law is only a little over 1 year old)
that--
It is possible to avoid this information requirement where the U.S. citizen or
resident becomes an officer, director, or owner of 5 percent or more of the
value of stock of the corporation after the 60-day period.

The solution proposed by the Treasury Department would require
any U.S. citizen who is an officer, director, or 5 percent shareholder on
January 1, 1963, or who aquires such a position later, to file this in-

ton. The effect of ts provision would mean that although
information had been previously given to the Government a new on-
cer, director, or 5 percent shareholder would have to file tie informa-
tion return and to do so even if the company had not been organized
or reorganized within the last 10 or 15 years or even longer period.
To require continued reporting of the same facts and information is
repetitive and will not give the Government any useful information
that it does not alreadyhave in its possession. To place this burden
on taxpayers is unwarrhted. I

However if the Government is convinced that the present law is
being avoided, then it should limit its proposedamendment to cover
only those situations. The old provision could be amended to provide
that if there are no U.S. citizens who are officers, directors, or 5 per-
cent shareholders within 60 days after a foreign corporation is
created organized, or reorganized, then the required information
should befled by the first U.S. citizen who does become an officer,
director, or 5 percent shareholder any time thereafter. A provision
such as this would plug the "loophole" that the Treasury Department
apparently feels exists but, at the same time would not require an
endless stream of reports covering the same facts.

In addition to the comments covered in our prepared statement) I
have a few notes I would ilke to have included in the record, pertain-
ing to the recommendation made by the Secretary of the Treasury
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yesterday for repeal of the $50 exclusion and the dividend received
credit.

The Illinois State Chamber of Commerce has adopted a position
in the past against the repeal of the $50 dividend exclusion and 4 per-
cent credit. The sections of the Internal Revenue Code providing for
special treatment of dividend income were enacted in 1954 after exten.
sive study.

The purpose was to recognize, though to a limited extent, the in-
equity of subjecting income of corporations to two taxes, the corporate
tax when the income is earned and the individual tax when distributed
as a dividend.

The $50 exclusion and the 4 percent credit do not eliminate, but do
somewhat alleviate, this double taxation of income, and they are sound
in principle. Their repeal would be equivalent to a tax rate increase
for all shareholders, which cannot be justified under the objectives
stated for H.R. 10650.

In his statement to this committee yesterday, Secretary Dillon rec-
ommended repeal of the exclusion and credit by contending that in
the past 8 years the proportion of total corporate public long-term
financing accounted for by stock issues has not been proportionately
higher, in relation to bonds, than it was in the 8 years prior to 1955.
The statistical data upon which this contention is based are not sus-
ce tible of ready analysis.

However, it seems beyond question that, first, the $50 exclusion is
an inducement to the small investor to acquire an eqtity interest in
the Nation's busiftess economy, and the impact of this inducement is
reflected by the growing popularity of the monthly and other periodic
investment plabs successFlly promoted by the members of the stock
exchanges and, secondly, the 4 percent credit is a factor taken into
account by every individual when considering whether to invest funds
in corporate stocks, corporate bonds or tax-exempt bonds.

Further, the recommendation to extend double'taxation of corporate
incb n6 is contrary to the principle recognized in section 17 of H.R.
1OO0 which is approved by Treasury ecretary Dilli and by the
Illinois State Chamber of Commerce.

This section is designed to insure that the earnings of cooperatives
wotild be taxed currently either to the cooperative or to the patrons.
There is no implication that any part of the income of a cooperative
shotldbe subjected to two taxes.

Thank you very much, Mr. Chairman.
The CxRAnMAN. Thank you2 Mr. Hbffman. Any questions?
The next witness is Mr. William Flynn of the U.S. junior Chamber

of Commerce.

STATEMENT OF WILLIAM FLYNN, U.S. ,3UNTOR CHAMBER OF
COMMERCE

Mr. FLYN. Mr. Chairman and members of the committee, as vice
president in charge of governmental Tffairs for the U.S. Junior Cham-
er of Commerce, it is a distinct pleasure to speak before this distin-
tuished committee for the more than 200,000 y6uigmen of our organ-

ization. In our role of young leaders, we accept responsibility for
clearly stating our posifidt in regard to tax -policy which is so critidal
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to the future economic progress and achievement of the individual,
business and the Nation in all its diverse elements, at home and abroad.

In expressing our total objection to the tax proposals being consid-
ered, the Jaycees are motivated by a desire to reverse a tax philosophy
and approach which has limited and is continuing to limit our coun-
try's economic potential. Our organization is intent upon securing
an approach to taxation which minimizes to the greatest extent pos-
sible the harmful economic effects of taxation while providing the
maximum potential for the Nation to fulfill the role of which it is
capable, domestically and internationally. The pending tax bill fails
completely in this respect and no amount of alteration within the exist-
ing philosophical framework can change this. What is wrong in
principle cannot be corrected except through the adoption of a new
principle.

For the last 30 years, this country has been wrestling with a tax
straitjacket which is highly restrictive in relation to our competitive,
free enterprise system. Claims are continually being made by some
economic planners that Government intervention, direction, and con-
trol are the only means of assuring that the economy can achieve its
real potential. But I ask you-have you ever seen a man perform
at his best in a straitjacket

Our recent record of inadequate growth which is of such great con-
cern to the President, the Congress and the citizens of this country is
due in large part to an earlier taxation policy formulated by tax policy-
makers who erroneously believed that our Nation had reached the point
of being a mature, stagnant economy. The tax program before you
is an example of refinement and sophistication of te'-hniques but it is
basically unchanged in underlying approach. Unfortunate but true
is the fact that today we are completely lacking in a tax philosophy
which is realistically based on the dynamics of growth.

Dr. Alvin Hansen, dean of the aforementioned mature economy
theory, many of whose disciples are influenitial in tax and economic
planning for the Government today, has within the last month had an
article in the New York Times megazine which pays lipservice to the
need for an energetic growth policy.

In reading this article, it is interesting to note that the facade has
been altered but the brick and mortar are still set in the same old
style. There is a continual effort to encourage the use of so-called
stabilizers by government, although Dr. Hansen seriously questions
the value of the investment credit while proclaiming that adequate,
long-range economic growth has been thwarted by lack of private
investment which from 195 to 1960 actually decreased from $74.7
billion to $72.7 billion based on 1960 prices. It is readily apparent
that we cannot stabilize and control the private economy on one hand
and then expect it to perform at optimtim capacity on the other hand.
Dr. Hansen's article confirms that the polities of the past have been
inadequate but he resorts to the same devices in attempting to resolve
the issue for the future. Such an approach falls of its own weight.

Some may say that a reversal of the existing approach is to go b6iuk
in time but to these critics we reply that sound and sure progress is
based on discarding that in the past which has proven to be deteri-
mental tand replacing it with an approach which assures to the greatest
extent our future. Let us lift our sights on. the future by resisting
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what is wrong in principle and starting on the track toward a tax
philosophy which offers the most promise in the long run.

Therefore, it is essential to document the fallacies of the proposed
tax program in order that the two philosophies may be fully con-
trasted in approach and effect.

The investment tax credit would incur a revenue loss which would
be offset by a number of revenue-raising measures. Because of this
fact, it is assumed, and I believe correctly, that the underlying attempt
of this legislation is to dilute opposition to the bill by Including sev-
eral self-interest provisions whh are attractive to enough segments
of the taxpaying public to overcome opposition to the other provisions
which are decidedly detriment to the public and national well-being
from the standpoint of governmental intervention, control, and ma-
ipulation. This raises the question then as to the basic motivation of
those devising the plan. Are we producing a tax program designed to
work to the advantage of the Nation and its people or are we attempt-
ing to buy. support for a program on the self-interest motivation of
the beneficiaries? It is readily apparent that all taxpayers, regardless
of whether they gain or lose in the immediate future, are being
utilized for the primary purposes of the Government in its continuing
attempt to keep pace with the spending programs which are accelerat-
ing at a faster rate than the economy can provide for them through
existing tax revenues.

Reflect if you will upon the evolution of the investment tax credit.
It was advanced originally at a 15 percent rate with a direct tie-in to
the taxpayers' level of depreciation. This was later changed to a flat
rate credit of 8 percent.

Its latest form in the House of Representatives was at a maximum
rate of 7 percent, scaled down according to lives of equipment, and
limited to a maximum credit of $25,000 plus one quarter of the credit
in excess of this amount. Despite all the modifications which -have
altered the credit to the point where the so-called advantages claimed
for it can no longer have the effect which its proponents originally
maintained, the investment credit still retains the basic principleii-
tended-the authority for the Government to determine how funds
in certain segments o? the economy should be spent. It is this restric-
tion and control which is identical to the tax policies of the 1980's
fand which actually was embodied in the unsuccessful undistributed
profits tax.

However unattractive the element of control and manipulation may
be, this approach has an even more significant meaning. By the
establishment of such control, the Government has placed itself in the
position of securing the revenues it needs at, the time it needs them.
Although this years direction is one of bestowing benefits on those
who do the Government's bidding, the future may -demand that a dif-
ferent approach, directly contrary to that presently advocated, best
serves the Government's purposes. Such a situation, is found in the
tax bill before you in the modification of foreign tax provisions so
as to impose severe limitations upon investment abroad. It seems to
me that we have reached the point where we had better start looking
at gift horses in the mouth.

Gentlemen, I ask that we be honest with ourselves and' with the
future of this country, in relation to the tax action contemplated.
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Let us not be motivated on a basis of that which proclaims the virtues
of free enterprise and the encouragement of capital formation on one
hand while acting in a manner which goes directly opposite on the
other. For those who believe that economic control by the Govern-
inent is in the best interest of the public welfare and in keeping with
our traditional economic beliefs, let them say so in order that the
American public may be in a position to make a choice on the basis
of the true alternatives. I realize that such forthrightness will never
be achieved because once the distinction is apparent the choice is too
easy to make.

Looking beyond the investment credit provision, the revenue-raising
provisions are a combination of items which elicit support from some
and opposition from others. Our reaction to these sections of the bill
must be completely negative. The imposition of withholding on
dividends and interest, the tightening of expense account provisions
and the limitations on foreign investment are completely wrong in ap-
proach and effect. The provisions in regard to mutual and coopera-
tive forms of business and legislative expense deductions must be
opposed on the basis that they are completely incapable of doing what
must and should be done in these areas.

The key revenue producer in the bill is the imposition of withhold-
ing of dividend income at a rate of 20 percent. Although we agree
that any attempts to defraud the Government of taxes rightfully due
requires appropriate enforcement measures to collect such revenue, we
strenuously object to the Government withholding additional taxes on
income which it must eventually return to the taxpayer. The with-
holding rate against wages and salaries presently results in overwith-
holding for approximately 40 million taxpayers presumably bulked
in the lower taxable brackets, with temporary loss of income to these
people. To establish another withholding system for dividends and
interest in the face of these conditions, particularly when small
amounts of such income are due from a large number of first Income
bracket taxpayers, is a most unjust and harsh form of taxation. There
can be no condoning of tax action in which all taxpayers and payers
of dividends and interest are being penalized because of the illegal
acts of a minority of taxpayers.

Claims to the contrary notwithstanding, the withholding provisions
impose a far greater and unnecessary burden upon the general public
than would be the case if the Government utilized its existing enforce-
ment procedures in conjunction with the automatic data processing
system which will be in effect nationwide in 1966.

All taxpayers receiving interest and dividend income, but not eli-
gible for exemption, will be required to make two additional entries
and calculations on their tax returns. However taxpayer determina-
tion of his status as to exemption, refund, ana credit is even more
difficult. There are three categories of both dividends and interest
which are exceptions from any type of withholding. There are seven
similar exempt categories conine'dto interest alone and five such cate-
gories excluslvelv for dividends. There are refund ad credit ln'oce-
dures for individuals, State and local governments, tax-exempt insti-
tuti6ns and corporatits. Exemption certificates are available to two
classes of individual taxpayers as well as to State and local govern-

:mnents and tax-exempt institutions. Under the proposal before you,
82100-62-pt. 2-9 1
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disbursing agents and taxpayers will be confronted with a mass of
compliance requirements which are sure to leave even the technical
experts shaking their heads.

The total situation is further complicated by the fact that disburs-
ing agents will send only one check quarterly to the Government with-
out identification of the'recipient except as might be available through
information returns presently filed with the Government. Neither
would such payment reveal thle amounts of such income applicable to
each recipient. It. is conceivable that anyone intent upon defrauding
the Government will claim credit on their returns even though they
have received no interest or dividend payments.

In light of the foregoing, it is extremely difficult, if not, impossible
to rationalize the installation of withholding in contrast to verification
of information returns against tax returns through automatic data
processing equipment. Under the latter procedure, the only people
penalized are those actually failing to report income. A simple mail
followup in most of these instances should produce the collection of
delinquent taxes. The record would seem to indicate that the pri-
mary purpose of this measure is to support the revenue loss under the
investment tax credit and nothing more.

On expense accounts, it is apparent that the Government is intent
upon setting aside the rule of "ordinary and necessary" business ex-
pense. In this situation Govertinent is reqlesting the authority to
supersede business judgment with its own. This is confirmed by
the administrative discretion which is granted to the Se-retaiy of the
Treasury in carrying olit the provisions of this section. Contrary to
all accepted principles, the Government wishes to be the silent partner
of business in determining what constitutes doing business and what
good will expenditures are directly beneficial to the taxpayer's busi-
ness. Although a. step in this direction would be a. serious blow to the
freedom of business management in one aren, an even greater danger
lines in the fact that once a precedent is established for entertainment
and expense account allowances it opens the door to similar interven-
tion into all types of business expenses regardless of business need, pur-
pose, or intent. This provision would be. a major step in the direct
governmental control of business operations.

In the foreign tax area, we are faced with a, direct contradiction in
terms of Government policy and objectivs. In H R. 106!0. the intent
is to eliminate or limit existing tax provisions which have longstand-
ing acceptance, benefit, and precedence in order to curtail foreign in-
vestments. In the proposed trade bill, the course of the Government
is to encourage trade by Americans abroad. In the internationally
competitive markets of today it is absolutely essential that we pro-
vide the maximum opportunity for Americans to compete. Any and
all effeorts which are contradictory to such an objective can only be a
step in the wrong direction.

It is readily apparent that we are at a crossroad in relation to thefuture director of tax policy. The choice is clear. We can persist

in adhering to the outmoded techniques and approaches of the past
with future intrusion of Government into the workings of the pri-
vate sector ofthe economy and pay the tax dollars necessary. to achieve

a Government directed economy, which offers ofily more and more gov-
ernment spending and programing as the onlyr solution to the problem.
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The record of history speaks clearly enough on this point to make us
at least stop and pause before continuing down such a path. There is
another path which offers real promise for economic growth on a sound
basis over the long run. This approach requires no shifting of tax
burdens and no complex gimmicks to make the economy respond to
the tune of the piper. It calls for a comprehensive reform of tax rate
and methods in order that the barriers to capital accumulation and
usage may be lowered so that the economy, freed of existing restraints,
may move to higher levels with resulting prosperity and opportunity
under our system of free enterprise.

The U.S. Junior Chamber of Commerce since 1959 ha been sup-
porting the need for such reform of tax rates and methods. It
is our i rm belief as young men tliat the greatest opportunity for our
success and future rests in a tax system which fully develops the ad-
vantages found only under our free enterprise system. The enhance-
mont of our way of life is dependent to a large part on a tax structure
which does not inhibit capital and thereby reduce opportunities. On
the contrary, the release of capital through reduction i individual, cor-
porate, and gift and estate tax rates and alteration of capital gains
treatment and depreciation methods provides a real chance for young
men on their way up to realize the great American dream-to aspire to
the maximun point of individual accomplishment. Although we are
bound by the events of history in terms of our present status, we are
not content to acept this as otur fate. We winti to e'iiham'o our indi-
vidual opportunities at the same time that we work for tie progress
of our country. We do this by supporting the only legislation and
philosophy which hold genuine promise for the well-being of all seg-
ments of the economy.

We believe that free enterprise is more than good words. Jaycees
express this belief in their creed which states that, "Economic justice
can best be won by freemen through free enterprise." Further we
are convinced that capital growth is an indispensable element of iree,
dynamic, and progressive economy. It is only when we tear down the
impediments to capital formation that the economy is in a position
to take its head and show what it can really do. Capital, contrary to
some erroneously held beliefs, is never in sufficient quantity to meet
all the uses to which it could be put if available in unlimited quantity.
The United States, though it has been richly blessed, has never experi-
enced the situation of having enough or too much capital because there
is -no such thing.

Capital is always in demand and except for insignfleant amounts it
is always in use. When more capital is available it too will be used.
T}ho limitless uses to Which capital can be put makes it impossible to
siate precisely in what marner capital will'be used but there is no
question but that it will be put to some purpose as soon as it becomes
available.

Oir difficulty in recent years has been du6 to the fact that we have
failed to learn and accept this very basic economic troth. We have
incurred no difficulty in recognizing and helping nations abroad to
increased levels of economic growth through mak&g capital available
to them but we have been unwilling to recognize that exactly the same
need exists here. Many nations of Western Europe today are pri ze
examples of vibrant, groWing economies due to the American capital
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which has been fed into these countries through both private and gov-
ernmental sources. It seems that we would be far better off to recog-
nize this fundamental fact in preference to accepting the principle of
the investment tax credit which has been so prominent in some of the
slower growing, semisocialistic nations in that part of the world.

Gentlemen, we can avoid an issue for just so long and then escape
becomes impossible. I am convinced that we stand on such a threshold
at this time. What we place before you is not a plea for a Democratic
or Republican solution to a most urgent and pressing need. It is an
approach which this Nation must have for the enhancement and devel-
opment of its fullest resources in an economic sense. If those who plead
for greater economic growth are sincere and dedicated to the achieve-
ment of this objective then let us not waste valuable time in deliberating
on half measures or on solutions which recent history confirms as
totally unsuitable. _

We live in an age of momentous decisions which determine whether
our country and its way of life shall survive and prosper or whether
State control and human enslavement shall succeed. I am sure that
none of us would think twice about defending our country from its
enemies-perhaps we have been overly generous in not fully question-
ing the huge expenditures made annually for military defense, yet we
make this decision on the basis of necessity for survival. I ask you,
Is our economic defense as adequate and as well supported? Cer-
tainly the President does not think so and I am sure that you would
agreee. But we cannot continually resort to politically expedient
methods in the hope that perhaps this will be successful. Time is run-
ning out and we cannot just hope that our actions will prove to be
successful.

I am 100-percent convinced, as are Jaycees throughout this country,
that we need a big answer, a far-reaching solution, and courageous
action to overcome the deficiencies which have been built up under
our existing tax system. Yet the solution for comprehensive reform
of tax rates and methods, now in legislative form before the Senate
in S. 2932, and in the House as the Herlong-Baker bills, is moderate
in its approach and provides for gradual reduction of tax rates annu-
ally over a period of 5 years. Should a major financial crisis threaten
budget balance, the President and the Congress would have full power
to postpone any scheduled reduction for I year.

The provision for gradual rate reduction over a 5-year period would
put the choice squarely up to the Congress-do you favor tax rate
reform which would benefit the private sector of the economy in
terms of economic growth and greater opportunity for the creation
of new risk ventures and expansion of existing businesses which in
turn provide new and better job opportunities, a higher standard of
living, improved capacity to meet our domestic and foreign commit-
ments and competition, or do you prefer increased Government spend-
ing and with it the continuation of an inadequate growth rate and
increased competition for a larger portion of a less rapidly expanding
revenue fund,, There is no question as to what the answer is.

Nevertheless, the Government will not suffer as a result of this
action for in the long run the reveiuos available to Govermnent will
expand with the economy so that the Government will be in a better
position to fulfill its necessary obligations than under an insufficient
growth rate.
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Gentlemen, the economy can be incited to maintain its present level
or perhaps an even slightly better record through the use of props
and temporary stimulants, but the result can never cure all the attend-
ant problems stemming from insufficient growth. However, noninfla-,
tionary, long-term growth with readily -attainable growth levels of
5 percent or even higher is not only possible but easily within reach
once the decision is made to release the restrictions on the economy
through the expansion and creation of new capital.

The potential of our free enterprise economy can be unleashed by
breaking with the past and making the one choice which will assure
the most promising of futures for Americans and reaffirm throughout
the world that freemen under our economic system can achieve a level
of progress and achievement unmatched by any other system.

Ihank you very much ,gentlemen.
The CHAIRMAN. Mr. Flynn, I want to congratulate you on a very

excellent statement.
Mr. FLYNN. Thank you, Mr. Chairman.
Senator CARLSON. Mr. Chairman, I certainly want to commend Mr.

Flynn for his excellent statement. I think the representatives of the
members of the junior chambers of commerce in this Nation can well
be proud of the presentation you have made here today. It is an
excellent statement on the preservation of our private enter rise
system, and being personally acquainted with the president of the
Junior Chamber of Commerce of Salna, Kans., James Wymore--you
may have met him, you may know him-

Mr. FLYNN. Yes, sir.
Senator CARLSON. I know that you are speaking his views, and I

want you to know that personally I appreciate it very much.
Mr. FLYNN. You are very kind, Senator.
The CHAIPfAN. Thank you, Mr. Flynn.
The committee will adjourn until 10 o'clock tomorrow morning.
(Thereupon, at 4:40 p.m., the committee recessed, to reconvene to-

morrow, Wednesday, April 4,1962, at 10 a.m.)
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WEDNESDAY, APRIL 4, 1962

U.S. SENATE,
CoMmrit= oN FINANCE,

Washington, D.C.
The committee met, pursuant to recess, at 10 a.m., in room 2221, New

Senate Office Building, Senator Harry F. Byrd (the chairman) pre-
siding.

Present: Senators Byrd (chairman), Kerr, Smathers, Douglas,
Gore, Williams, Carlson, Bennett, Curtis, and Morton.

Also present: Elizabeth B. Springer, committee clerk; and Coln
F. Stain and L. M. Woodworth, of the Joint Committee on Internal
Revenue Taxation.

The CHAMMAN. The committee will come to order. The first wit-
ness this morning is Mr. Stanley Ruttenberg of the AFL-CIO, ac-
companied by An-drew J. Biemiller.

Take a seat, gentlemen.
Proceed, sir.

STATEMENT OF STANLEY H. RUTTENBERG, DIRECTOR OF RE.
SEARCH, AMERICAN FEDERATION OF LABOR AND CONGRESS OF
INDUSTRIAL ORGANIZATIONS, ACCOMPANIED BY ANDREW .
BIEMILLER

Mr. RUTTIENBFHO. Thank you very. much, Mr. Chairman.
I have a longer prepared statement that runs to about 40 pages

which I should like to have inserted into the record.
The CHAIRMAN. Without objection it will be inserted at the end of

your testimony.
Mr. RUTTNBERG. And might I then spend my time orally sum-

marizin the document?
The NiAIRMAN. You may proceed sir.
Mr. RV rENBERG. We think the effort of the Ways and Means Com-

mittee to put together this bill was a good step forward in terms of
'basic tax reform. We commend the committee and the Congress for

onsidering tax reform at this point, and taking a first step toward
basic changes in our tax law.

This statement of ours today deals with certain improvements that
we would like to see made in H.R. 10650 as it has been passed by the
House.

My statement deals with eight different issues: investment credit ,
dividend and interest withholding, repeal of the dividend credit and
exclusion, endifig capital gains treatment for depreciable assets mi real
as well as personal property, the tightening of expense account allow-
ances, the removal of the provision in H.R. .10650 dealing with lobby-
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ing expenses, a discussion of thrift institutions, and lastly but not least
the problem of taxing foreign income.

I should like in the course of my oral presentation, Mr. Chairman,
to deal in the main with three of these eight subjects, and then, if time
permits to refer very briefly to the others.

The first issue I would like to deal with is the question of the in-
vestment credit.

We think this is certainly a new and different and novel proposal.
But we do not think that it will do the job that it is designed to do.
We do not think that it will accomplish its purpose of making our
productive machinery more efficient. Nor will it reduce our balance-
of-payments deficit or increase our export trade, and it will not pro-
mote the economic growth and expansion that it is designed to do.

We cannot and we do not support the investment credit. It is
justified by its supporters on the ground that, one, it will improve our
world competitive position. We deal in my statement with this prob-
lem. Suffice it to say that I can't see how our world competitive po-
sition can be improved as a result of this bill. In the year 1961 our
export surplus was already $51/2 billion as compared with an export
surplus over imports in 1959 of only $1 billion.

As a matter of fact, more than $5 billion of the $51/2 billion sur-
phis is due exclusively to a surplus in manufacturing export items
over manufactured import items. If we were not competitive, it seems
to me we would not be able to maintain this kind of an export surplus.

So much for that.
The second point which is advanced as an argument in support of

investment credit is that it would increase the cash flow to corpora-
tions and thereby supplement funds that corporations need to promote
financial investment.

We do not think that any of the facts justify the view that there is
a shortage of investment funds on the part of American corporations
today.

In the post-World War II period from 1946 through 1961 Ameri-
can corporations, excluding financial institutions, invested $374 bil-
lion in new plant and equipment. And over this period of time an
amount equal to 96 percent of that total investment was sup plied by
two sources, depletion allowances and retained earnings a er dis-
tribution of dividends. And in the year 1961 these sources of corpora-
tion funds exceeded plant and equipment expenditures by 6 percent.
These figures are very clearly dealth with in the Council of Economic
Advisers report in a table dealing with sources of funds for expendi-
ture by corporations.

It is interesting. to note that in 1953, prior to the Revenue Act of
1954 which liberalized the depreciation procedures in our tax laws by
moving from straight line accounting to douls declining balance and
sum of the digits, total depreciation set-asides equaled 49"percent of
the funds used for plant and equipment; by 1961 depreciation set-
asides equaled 80 percent of equipment and plant expenditures.

So we don't think there is a basis for saying there is a shortage of
investable futids for corporations; certainly, if one looks across the
board at our 500 major corporations, companies like General Motors,
General Electric, Westinghouse, Ford, alli have had sources of funds
in the last 8, 4 or 5 years that considerablyrexceed the total amount
of money whiA they have invested in new plant and equipment.
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So from that point of view we see no justification for the invest
ment credit.

Thirdly, it is argued that it will stimulate private capital invest-
ment that wouldn't occur otherwise.

It is argued that our equipment is older and, therefore ipso facto,
not as modern or as efficient as that of other countries. We challenge
those who say that our equipment is not as efficient and modem as
that found in other countries around the world and we challenge the
statistics which try to show that the average age of our equipment is,
therefore, much older and, therefore, consequently, they say less effi-
cient in other countries around the world.

There is another argument which is being made currently. As a
matter of fact, the Secretary of the Treasury made the argument in
his presentation here the other day. He said that if you compare
depreciation rates in the United States with rates of other countries
around the world, you find that the representative tax life of equip-
ment in the United States has averaged 19 years as compared witi an
average of anywhere from 5 years in most of
the other European countries to 16 years in Japan, and 27 years in
Great Britain.

Therefore, the argument is made if we want to compete with these
companies overseas it is essential for us, in our approach to tax laws
through investment credit or depreciation changes to change our
law so that Americans too can write off equipment master.

I have a table and a memorandum which deals with this subject.
I wish I had time to go into it but suffice it to say that the general
conclusion is that if you look at these average lives of depreciable
assets in countries abroad and in the United States and then compare
these rates with the rise in industrial production, there is no correla-
tion whatsoever.

Some of the countries of Europe who write off 90 or 95 percent of
their equipment in the first 5 years have had lower increases in indus-
trial production and gross national product than some of the other
countries that write off equipment, not in the first 5 years at 90 percent
but write it off at 60 or 65 percent.

I have such a table here, Mr. Chairman, which I would be glad to
insert in the record if you would like.

The CHAiRMAN. Without objection it will be inserted in the record.
(The information is as follows:)

The attached table points up one serious fallacy in using international com-
parisons to prove that the United States needs to adopt the investment credit
and faster depreciation incentives: There is no correlation between faster tax
writeoffs or liberal incentive allowances and changes in economic growth rates
or industrial production Improvements.

All but the last two columns in the table have been used by Secretary of
the Treasury Dillon (see table 1, p. 9, of his testimony on April 2 before-the
Senate Finance Committee) to demonstrate that U.S. depreciation and other
allowances are not so rapid or so liberal as those in other industrial countries.
The last two columns, however, point up some of the inconsistencies of using
this type of data to prove that America must try to emulate foreign tax systems
in order to accomplish faster growth or needed rises in industrial prodtidtione

For example, Sweden is the country with the fastest tax writeoffs and possibly
"life span" for equipment, according to the table. Equipment may be written
off 100 percent in 5 years in Sweden. The "representative tax life" of Swedish
equipment, according to the Secretary's table, is 5 years. But the rise of
Swedish gross national product between 1953 and 1960 was among the lower of
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the countries shown on the table, 80 percent in the period; its industrial produc-
tion increased 85 percent.

But Japan, a country whose tax writeoff is considerably less than Sweden's--
only 68.2 percent in the first 5 years, for equipment with a representative tax
life among the longest, 16 years-had the most rapid growth both in gross
national product and in industrial production-77 percent and 168 percent,
respectively, between the years 1958 and 1960.

Again, Belgium, with 92.5 percent writeoff in the first 5 years, has equipment
with the short lifespan of only 8 years. But even the United Kingdom, with a
representative equipment life of 27 years and only a 64 percent writeoff in the
first 5, shows a faster growth rate than Belgium, both in terms of gross national
product and in terms of industrial production.

Or, if there is a correlation, why should France, whose equipment is written
off 76.3 percent in the first 5 years have a slower growth rate than West Ger-
many, whose equipment is written off 67.2 percent in that period? Yet the table
clearly shows France well behind West Germany, in both growth and industrial
production rises between 153-60.

The table does show that U.S. depreciation allowances and typical lIfespans
of equipment as well as growth and industrial production rises have been less
rapid than other countries. It also shows, however, that changing the U.S.
tax provisions would not mean that the U.S. industrial production or gross
national product increases would improve.

It is not only wrong to consider these items in a vacuum, as this table does.
It Is also wrong to draw from the table's data policy conclusions which the data
itself does not support.

Comparison of depreciatio deductions. initial and incentive allowances for
indtstrial equipment in leading itndfsfrlal contrie8 with similar deduotlonts
and allowances In the United States

Depreciation deductions, initial Rise In gross Rise in
Roprevnt- and Investment allowances (per- national industrial

tire tax centage of cost of asset) product, production,
lives (years) (percent) (percent)

1st year I st 2 years Ist 5 years

Belgiulml ................ 8 22.5 45..0 92.5 21 27
Canada ................. 10 30.0 44.0 71.4 22 30
France .................. 10 25.0 .13. 0 76.3 36 68
West Germany ......... 10 20.0 36.0 67.2 fl s0
Italy .................... 10 25.0 50.0 100.0 49 82
Japan ................... 16 43.4 .51.0 ,. 2 77 168
Netherlands ............ 10 26.2 49. 6 85.6 42 57
Sweden ................. 5 30. 0 51.0 100.0 30 35
United Kingdom ....... 27 39.0 46.3 64.0 22. 80.
United States ........... 191 10.,5 19. 9 42.7 19 19

I The deductions and allowances for each of the foreign countries have been computed on the basis that the
investment quAlifles fully for any special allowanceR or deductions permitted. The deductions in the
United States have been determined under the double declining balance depreciation method, without
regard to the limited st-year allowances for small business.

Source: Statement by Douglas Dillon before Senate Finance Committee, Apr. 2, 1962, table 1, p. 0; and
Organization for European Economic Cooperation, "General Statistics," July 1961, No. 4.

Mr. Rurr iNnBuo. There are other arguments certainly-
The CHAIPMAN. Mr. RIuttenberg, before you say that, I want to say

to you you have made one of the best arguments I have heard in op-
position to the investment credit and Tam very glad that on this
matter we are in complete agreement. [Laughter.]

Mr. RU "BNERO. Thank you very much, Mr. Chairman. I am glad
we are in agreement-on this issue.

We certainly-
Senator GoPE. Mr. Chairman that is about as unusual as for me to,

be in company with the U.S. Chamber of Commerce. [Laughter.)
Mr. RuVTmxu o. I hope, Mr. Chairman, we are in opposition for

the same reasons, and I think we are, as we look at these facts.
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I agree with you fully when you made the statement the other day
you can't quite see how you can retroactively accelerate investment in
American industry. I thought that was a very excellent and short
and quick summary of the issues involved in this case.

We would urge you to delete this provision from the bill because
we think it is a multibillion-dollar windfall that will not really con-
tribute anything to our national goals and will not relieve our balance-
of-:payments problem as it is claimed to be.

Senator GonE. May I point out one thing there, Mr. ChairmanI
The C A . Senator Gore.
Senator Gopn. Though it is advocated on the basis of meeting a

current situation, it is recommended as permanent legislation.
Mr. RUtJrNBEIG. That is so right, Senator Gore.
I would like, in this connection, to make a couple of suggestions.

I would hope that the committee would delete this provision from
the bill.

But if it feels it needs something in this connection I would like to
throw out a couple of suggestions, not that I think they ought to be a
substitute for what is there because I think what is in the bill ought to
be deleted. If you really believe, however, you need to help our for-
eign competitive trade situation, rather than having an investment
credit which goes across the board-it helps barber shops, it helps
agriculture, it helps bowling alleys, it helps equipment in shopping
centers, thank goodness it doesn't apply to plant-but only to equip-
ment as it is written in the bill, that is a help; it applies also to utilities
which obviously don't need the help-why don't we direct the invest.
ment credit to just those industries involved in international trade,
export industries and others that have serious import disadvantages.
In this way we could apply the use of this mechanism selectively for a
limited period of time as ]ong as we have a balance-of-payments crisis.

Senator Goim. Couid i make one addition?
I feel myself in sympathy with much of what you have suggested

if you would add to it that the credit only apply to that degree ofplant
improvement which is over and' above the normal experience of theindustry.

Mr. Rwu1 aafmo. I would wholeheartedly agree with that. Of
course, it was President Kennedy's original recommendation that, the
credit would apply only to that level of investments which exceeds
past depreciation allowances, and I think that is a very excellent idea
and certainly I would join with you, Senator Gore in urging at least
that it be restricted to that area, if it is accepted at all.

I would like, Mr. Chairman, to pass now from that issue to the sec-
ond one which I deal with in my statement beginning an page 80;
namely, the area of foreign income.

Our general, position is that taxes should be neutral in investment
decisions of American corporations. As it is now, with the general
provision that income earned overseas is deferred until repatriated,
this becomes a factor in the decision of a corporation as to where it.
will Invest its money and when.

If we did not have such tax deferral, if we removed it completely
from income earned overseas, the decisions would then be made legit.
lately in line with the normal reasons for capital' to flow from this
country to other countries.
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The tax angle or tax factor would not be a consideration. And,
therefore, we would urge you, Mr. Chairman, in terms of the commit-
tee bill, as we do in our statement, to improve it to the extent of making
all income earned overseas subfeet to immediate U.S. tax with, of
course, an allowance for the foreign tax paid.

This is the provision which is in the bill as it relates to income from
patents that flows to foreign subsidiaries of American companies, but
there are these loopholes, there are these provisions, for example, in
the bill as it now stands that in the so-called tax-haven operation in-
come derived in a tax haven like Switzerland or the Bahamas or the
Caribbean area, that such income shall also be deferred from tax if it
is invested in less-developed countries. Then, of course, there is also
a provision in the proposed bill relating to the manufacturing-type
corporation which sells directly, say, from its manufacturing sub-
sidiary in Germany, that tax deferment applies, if it is reinvested in
less-developed countries or if it is invested in itself.

We would suggest that these provisions be removed and that the
income be subject to tax when earned and that tax deferral for in-
come earned overseas be continued only for income which is generated
in less-developed areas.

So that income earned from a manufacturing subsidiary, let us say,
in Germany would be subject to U.S. tax, the income would come back
to the United States, I think-thereby improve our balance-of-payments
position by returning more dollars to the United States than flows
out. If, in turn, that corporation wants to invest that income in a
less-developed country it could invest it and enjoy tax deferral there-
after for income generated in the less-developed area.

Senator DouoLAs. Mr. Chairman, may I request a question?
The CHAIRMAN. Yes.
Senator DOUGLAS. We do this to avoid the possibility, I take it, that

firms would locate subsidiaries in a less-developed country which were
built on the profits made in the developed countries; is that it?

Mr. RmUrENrBERo. Yes, that is right, Senator Douglas. Because if
there is a legitimate reason for the income to be invested in the less-
developed countries, let that reason be the generation of income in
that area, not the generation of income in Germany or developed areas.

Senator Dotrors. In other words, this danger is guarded against,
that Liberia might take the place of Lichtenstein?

Mr. Ru r"mW O. Right.
I think that is perfectly right. I think the principle should hold

and we-
Senator GoRE. Mr. Chairman, may I ask a question?
The CHAIRMAN. Senator Gore.
Senator Gone. I asked the Secretary of the Treasury the other day,

if, in his opinion, Congress would be' but piddling with the question
of preferential treatment of income earned 4broad unless it attacked
forthrightly the deferral of tax liability, and his answer was "Yes."

Do you agree with that ?
Mr. Rm-wnmioG. Yes, I agree with that.
Senator Gom. Senator Douglas has just illustrated the fallacy of

the piecemeal approach contained in the present bill.
Unless we apply tax liability! annually on profits earned abroad,

the preferential treatment of profits earned abroad remains,-
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If we put our finger in one, hole in the dike, three more may break
out, either through the like or under it. What we need to do is to
take down the dike, which is the deferral privilege.

Mr. RUnTNBERO. Perfectly right, Senator Gore, and I would add
one word to that. If you put your finger in the dike the way the
House bill does, all we are doing is in effect giving a tax-free loan, an
interest-free loan to the corporation that decides to reinvest in the
less-developed area.

Senator GORE. Well, that might be the least that we are doing. We
might be giving them complete tax exemption forever.

Mr. R UTENBERG. Yes, because the income would never be repatri-
ated. Yes, that is true. There is one other provision which we, of'
course, touch in-our testimony that I would just like to mention in
passing. We would hope that if you accepted the notion of giving tax
deferral only for income generated in less-developed areas that you
would include a provision which would say that tax deferral would
not apply to that part of income earned in a less-developed country
that is derived from the sale of products in the American market.

If ~weinvest money 'in India, so long as the income from that in-
vestment is from the sale of products in India or in other countries
of Asia, Africa or other parts of the world, fine.

But if there is a certain proportion of that income earned from the
sale of products back on the American market, then the tax deferral
should not apply to that portion of the income which is earned on the
American market.

Senator BEzNNEz;r. May I ask a question, Mr. Chairman?
The CHAmmAN. Senator Bennett.
Senator BENN T. Suppose you had the firm manufacturing in

India and selling in Germany, wfruld you deny deferral for profits
earned by production in an underdeveloped country and based on
sales outside the United States but in a developed country I

Mr. RUTEN E RG. No, I would not.
The only exemption to tax deferral for income generated in less

developed areas I am suggesting is if it is from the sale of products
back on the American, not German, market because if we gave them
tax deferral on products in Germany we would open up the same loop-
hole by suggesting the closing of tax deferral derived from sales of
the tax haven.

Senator BENN=T. Maybe I am misunderstanding.
It isn't the tax deferral you give them if they sell in Germany, it is

a denial of the tax deferral you give them because they are manufac-
turing in India. You are going to deny them the deferral if they sell
in the United, States; are you going to deny them the deferral if they,
sell in Germany?

Mr. RtrXNERO. If it is from a corporation, manufacturing corpo-
ration, in India, that is what we are talking about now as a less
developed country.

Senator BENNET. That is right.
Mr. RvTn-NBEiRo. Yes. Yes we would give them the tax deferral

on the income earned in India if it is generated as a result of sales in
Gerr-afny, but not if it is generated as the result of ' sales from the
United States.

Senator BENNTmv. I wanted to get that clearly in my own mind.
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Are you talking about manufacturing companies only or companies
that develop raw materials that are located in a less-developed coun-

.. r. RrrrENBaERO. I am talking about all types of manufacturing,

mining, or production operations ;yes.
Senator B z z;=. Well, then, let nie put this question to you: An

American oil company let's say, develops an oilfleld in India, manu-
factures its commercial products there, but sells them exclusively on
the European market.

They would have the benefit of the tax deferral because the oil came
out of IndiaI

Mr. RvwrNBn.Ro. They would except that under.present laws, and
present methods of operation the petroletim companies normally oper-
ate through a domestic branch and consequently do not now take tax
,deferral on income earned overseas; they do this for the peculiarly
interesting reason that if they took tax deferral they would not W
.eligible for depletion allowances, but if they give up their tax de-
ferral and operate overseas as if they were operating in the United
States, the oil and petroletun companies then take their depletion
allowances and they find this is a greater advantage. So wlat we
are talking about, Senator Bennett, does not really apply to the
peti'oleum companies because of the peculiar way in which they now
currently, and I assume will continue to in the future, operate over-
seas.

Senator BENNETr. Thank you.
Mr. RU 'rmwinno. There are a few other aspects of the foreign in-

come provisions affecting individuals which I would like to just
briefly refer to, if I might, Mr. Chairman.

We agree with the suggestion of the Secretary of the Treasury made
here the other day that the first $20,000 of income earned by an in-
dividual who resides in a less-developed country, either on a perma-
nent basis or 17 out of 18 months should be exempt.

The bill as it now stands'provides for continuing the $20,000 exemp-
tion for those individuals residing 17 out of 18 months regardless of
the area of the world in which they reside. Then it extends it to
$35 000 if they reside overseas for 3 years or more.

do not think these provisions are equitable. We think that an
individual who works in Rome as a movie star, or an individual who
works in Hollywood as a movie star should pay the same income as
long as they are American citizens.

We would suggest the first $20,000 of income earned overseas in
less-developed areas be exempt from taxation if the individuals stay
there for 17 out of 18 months or establish foreign residence but that
would be the only exemption that we would suggest making in the
individual area.

Senator BrmxNmr. Mr. Chairman, may f take the witness back
again into this tax deferral business?

It's been called to my attention that the President recommends
that Puerto Rico be considered as an underdeveloped country. This
presents an interesting problem.

If American domestic mainland corporations can go to Puerto
Rico get the benefit of tax deferral that is considered to be an under-
developed coutitry, do you think it should -be so considered in this
context V
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Mr. Ru rNBF.O. I would think Senator Bennett, the thing which
one ought to keep in mind about VPuaerto Rico as underdeveloped as
it is, is that the citizens of Puerto Rico are citizens of the United
States as contrasted to the Bahamas or the Caribbean countries where
there are tax havens and where we ought not to continue tax deferral
they are not citizens of the United States.

think we have to look at Puerto Rico in a slightly different way
than we would look at Liechtenstein or fie Bahamas or other'Carib-
bean countries, Bermuda.

Senator BENNNIT. Well, the people of Puerto Rico already have a
tax haven so far as personal income taxes, American income taxes,
are concerned and many corporations go down there because they get
tax advantage.

They escape the American corporate tax rate and the Puerto Rican
Government gives them certain privileges.

Now, on top of that,. if they can.go down there and can use that as
a manufacturing base and sell their material in South America with
complete American tax deferral, this is just an interesting aspect of
this attempt to set spots in the world where we give taxpayers certain
privileges that we deny in other spots in the world.

Mr. RUTMFNBEIG. Except, Senator Bennett, of course, that the
Puerto Rican Government has made it quite clear they will not grant
tax privileges nor do they want corporations to come to Puerto-Rico
who are running away from operations in the United States.

This is very clear cut--it isn't part of the law, there are clear-cut
rules and regulations which govern the applicability of the special
tax provisions that exist in Puerto Rico as they relate to corporations.

So that I think that is the important consideration to keep in mind
when we look at the problem of Puerto Rico.

Senator BEmNNmxr. But there are many American corporations that
find their way down there and do escape the taxation.

In other words, the Government of Puerto Rico has the power to
decide whether in their opinion these people are running away or
whether they are desirable sources of jobs in Puerto Rico.

Mr. RU 'nwDRG. Yes, but the important consideration to keep in
mind is that the plants that move to Puerto Rico are in the main, if
the Puerto Rican Government holds to its rules and regulations which
it tries very hard to do, corporations which are increasing their total
level of operations throughout their entire structure in the United
States including Puerto Rico.

If they close their operations in New England, close their plants
and move to Puerto Rico, it tends to deny them the privileges.

They refuse to give them, and deny them a runaway situation, al-
though there are times when it is difficult to decide when it is runaway
or not.

Senator HI rir. Do I understand yotir statement to be if it goes
into Puerto Rico it is an underdeveloped county by definition and if
it makes the product it ships back into the United States it would
lose its deferral because it is an underdeveloped country.

Mr. RuT=BEno. As I said, Puerto Rico ought tobe looked upon
differently than an underdeveloped country. I0 what you say, instead
of taking Puerto Rico as the example you took-

Senator GoiP. Mexico? / '
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Mr. RuT rmuo. Mexico, India, or Indonesia.
Senator BEiwx . I am taking Puerto Rico because it is a special

case.
Are we going to have to write special legislation in this bill for

Puerto Rico or aren't we giving Puerto Rico an additional attraction
for American business?

"Come to Puerto Rico, manufacture your stuff, it is only a little
way off the coast, you can defer your tax indefinitely on products
that you sell in South America."

Mr. RUTrENnERG. Of course, as far as some of the States in the
United States are concerned they give tax advantages to companies
that move into their areas, so we have this internally within our 50
States.

I think when we get into Puerto Rico we have a special kind of prob-
lem that I think needs to be looked at specially and separately and
distinctly from the whole concept of less-developed countries where
citizens are not citizens of the United States. I think this is the key
problem, Senator, as I see it.

Senator BEN-EITT. Yes.
Mr. Ru'rmNEuGno. If I might just briefly state that some of the provi-

sions in the foreign income section such as the gross-up provision for
foreign taxes, the elimination of exclusion of real property from estate
tax base, and the development of a formula for a locating profits for
the sales company located off the U.S. shores for purposes of selling
American manufactured products are all good provisions and we cer-
tainly would urge that they be retained in H.R. 10650 in the foreign
income section as they are.

Senator GoRE. Mr. Chairman, if I may ask a question.
TheC IAIRMAN. Senator Gore.
Senator GORE. Mr. Ruttenberg, the recommendation you have made,

that the first $20,000 of personal income of American citizens residing
in underdeveloped countries be exempt from U.S. taxation, might well
move the American movie colony from Geneva and Rome to Mexico
City.

'Why would it be any more justifiable-well, I won't call the names
of any of our stars-for any of them to have a $20,000 exemption from
taxation in Mexico City than in Geneva.

Why are you prejudiced against Switzerland?
Mr. RU'ImNBERG. Well, I am prejudiced not against Switzerland

because I think that is a lovely country. I am prejudiced against all
the movie stars, of course, that are making movies in Italy and in Great
Britain and in France and other countries of the continent of Europe.

I think the issue, the justiflation for the $20,000 exemption as it
relates to less developed countries is-

Senator GORE. There is no justification; let's talk of it in terms of
excuses.

Mr. RuTrENnERa. Well, the excuse for it would be, if you want to
use that term, I think there is in part a slight justification.

Senator Gor. What is your excuse for it?
Mr. RTwJTErN.BIO. Weli, my excuse for it would be, my justification

for it would be-
maughter.]
Mr. R RTrr BEO. My excuse and/or justification-
[Laughter.]
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Senator Gon. We are coming lose to understanding.
Mr. RUrMNERo. What was that book years ago done by Stuart

Chase called "The Meaning of American Language," but words have
different meanings.

Now, my reason for looking at it would be we do need to encourage
American individuals to take jobs in many of the developing countries
of the world that are really hardship areas.

Senator GojE. All rilit.
Let's not talk about the movie star. Let's talk about the American

workman a member of the AFL-CIO, working in San Antonio or
Los Angeles, who has an exemption of what?

Mr. AUTrENBERO. Now, of course, lie gets his $600 exemption for
himself plus each of his dependents, plus a minimum of 10 percent
of his gross income.

Senator GoRE. But if lie works in Tia Juana or Monterey, under
your recommendation how much would you give him?

Mr. RUIrENBERO. Of course, lie would have to work in Tia Juana
and Monterey for 17 out of 18 months or become a permanent foreign
resident of 1ia Juana and Juarez or any of the other areas.

Senator GORE. Well, this permanent residency is partly a fiction.
I don't care to discuss this for too long. But suppose lie met the

requirements of your recommendation. You would give a member of
your organization working in San Antonio an exemption of $600 for
each ofhis dependents and for himself, but if he worked across the
line and had a so-called residence across the line you would give him
an exemption of $20,000.

Mr. Ru rENBERG. This would be the consistency of the position
which I have taken and which we have taken in terms of the exemption
for less-developed areas.

Senator Go. Are you very proud of the consistency?
Mr. RUTIErBERG. I think in using Tia Juana and Juarez and border

towns of Mexico and Texas makes the problem look ridiculous in its
extreme, I will grant you that.

Senator GoRE. Let's place it in Toronto then.
Mr. RUTiNBRa. Well, Toronto, of course, it wouldn't apply be-

cause Canada would not be a less-developed area.
But I guess you could say that it would apply to Chile, Brazil,

Argentina.
Senator GonE. Bahamas.
Mr. Rur mrn . Colombia.
Senator Gone. The Bahamas, it is a 30-minute flight from Miami,

you know.
Mr. RurrENBEno. Bahamas and Bermuda, I grant you that

there-
Senator GoRE. Are you getting prouder of your consistency or less

proud? (Laughter.]
Mr. RUmzFNBERa. I must say, Senator Gore, you give me pause for

thought.
Senator GORE. All right, let me give you another pause.
If you are going to give it to a movie star who is making a movie

in Mexico City, what about the U.S. Ambassador to Mexico?
Mr. RurrPNnEno. Well, he would be, I guess, entitled to it if he

stayed there in a tour of duty for more than 18 months.

82100-02-pt. 2-10
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Senator GonE. No* he is not.
Mr. RUTIOI7 BERG. Iot as a Government employee?
Senator GoRx. Of course not.
Do you recommend we give it to him?
Mr. RUPrNBE RG. Senator Gore, I think, I don't want to-I guess

I do want to beg the question. [lAughter.]
I want to, though, put what we are talking in the proper context.
Senator GonE. I am trying to do that, too.
Mr. RUrrENBERO. Well, mind you
Senator GonE. Just go right ahead at it.
Mr. RuTPrE.sBEnO. TIie suggestion which is now in the bill, which is

now in H.R. 10650, is a provision which says that $20,000 exemption
for any individual establishing foreign residence or living for 17 out
of 18 months anywhere in the world, shall be entitled to exemption
and if he resides abroad for more than 3 years he shall be entitled to a
$35,000 exemption.

That is the current provision in the bill.
I would hope that at least it would-be closed, narrowed down to this

very little area that you and I are now talking about as it relates to
that exemption.

Senator GoRE. It is not a little area.
Mr. R-rENBERo. If you want to remove it from the less developed

areas.
Senator GonE. It is two-thirds of the world geographically.
Mr. RurrPnBERO. Yes, but not in terms of where American citizens

are really living, carrying on their normal activities.
Senator GonE. Let s talk about-we have talked about the Ambas-

sador.
What about the lowly stenographer in the U.S. Embassy? You

would still allow her a $600 exemption I
Mr. RtYrrrNBERo. Well, I must say, that in my own mind I am a

little confused at the moment as to whether Ametican citizens work-
ing for the Government who reside overseas for more than 18 months,
I am not clear in my own mind whether they are exempt from current
taxes or not.

Senator GonE. They are not.
Mr. RI'NBERG. The American citizen is not who works for the

Government?
Senator GORE. That is right.
An American citizen who works for some private concern is. How

do you justify that?
Mr. ItrTTEPBiERo. Well, I don't, I would not. I think that is wrong.
Senator GoRE. Well, you recommended,-though, we give them an

exemption for income up to $20,000.
Mr. RvfTrhNBErO. Well, I would apply it to any of our citizens,

whether they work for the Governmetft or don't work for the Gov-
ernment. I think that would be a degree of consistency which ought
to beborne out.

Senator GonE. You can be proud of that one.
Mr. Ri'r InERo. Certainly I think our Government employees, as

badly underpaid as they are, even with their allowances for living
in hazardous areas or difficult areas of the world, they. ought to be
entitled to the same exemption in the less-developed pext of theworld
as an individual who works for General Motors or Stan.trd Oil or
any other corporation around the globe.
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Senator GoPw. Then you would take the position that a postal clerk
in Miami would have an exemption of $600 but an employee in the
U.S.-

Senator Moirrow. The consulate in Nassau.
Senator GoiE. Consulate.
Mr. Ru ErEnBEo. Consulate, Senator Morton says.
Senator GORE. The head of the consulate in Nassau would get an

exemption of $20,000.
Mr. RUmrENBERO. Senator Gore, I would be glad to pursue this

question with you; I .hink you have a good point and I am not at
all interested in creatirxg further inequities.

My only feeling in terms of this reconunendation was if the bill
stands as it is, and applies what we are talking about around the world
all over this is much too much. We ought to, if there is any justifica-
tion at all, it ought to be narrowed down to as narrow an area as you
can and I, therefore, say put it in less developed areas.

If you want to take it away from them, too, I don't hold to that.
Senator Gonn. I congratulate you, sir, we find that you are moving

in the right direction.
Mr. RUTTENBE nO. I thought we were moving awfully far in terms

of saying that the bill as it came from the House and applied to the
worldwas much too much. [Laughter.]

But I have already taken a lot of time, Senator, Mr. Chairman.
Senator GoRE. So have I, I will quit.
Mr. RUTrNBERO. I just want to very quickly refer to the fact that

we would ver strongly urge you, as we do in our statement, to re-
peal the dividend credit and exclusion.which President Kennedy rec-
ommeded for repeal last year, and which the House did not take ac-
tion on.

It is true that $460 million is lost in revenue through this provision,
and it is a provision which in the main is a glaring inequity in our
Federal tax structure because it moves to a concept of giving a credit
for unearned income.

We used to have a credit for earned income in American law. We
abolished that and substituted for it years later this concept we
adopted in 1954 in the Revenue Code, of credit for unearned income.

Now, if we really look at the problem, I guess one could put it most
succinctly by saying that less than 6 percent of all American families
own 64 percent of the value of all stocks, and when one really gets
down to it, I have some very interesting tables which the Secretary
of the Treasury also had in his testimony, these tables are in my pre-
pared statement, and I might just call your attention to the table
vhich really shows that the dividends on returns as a percent of total
adjusted iicome are less than 1 percent for those people with incomes
of less than $10 000, but they become anywhere from 82 to 52 percentfor people with ihcemes above $1002000.

This is, it seems to me, a provision which hits at only a specific
group of the populhtion.

If were to sumhtaize these tables completely, I would 'shy that
the dividefls obviously are highly concentrated in the upper income
brackets.

Taxable returns of Persons with incomes of niuder $5,000 constitute
41 percent of the total returns. These persons receive only I percent
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of all the dividends and only 5/Y percent of the dividend credit. In
contrast, persons with incomes above $50,000 make up only two-tenths
of 1 percent of all the income tax returns but they constitute one-
third of the total dividends and constitute 36 percent of the dividend
tax credit.

I would urge, Mr. Chairman, that in view of this, that the dividend
credit and exclusion which was written in in 1958 ought to be cur-
rently repealed, and I would hope that the committee would include
it in the.bill as it reports it out.

I just wanted in passing now, as time goes on, to quickly say the
dividend withholding and interest proposal which is in H.R. 10650
is a very good one.

The concept of withholding is a very old principle, old in the sense
of having been applied in 1942 to wages and salaries in America..

Many States, including my good State that I now reside in, which
is the State of the chairman of the committee, has applied withhold-
ing now to wages and salaries beginning January 1, 1963, and more
and more States are moving in this direction, ana I think it is about
time that we applied the same concept of withholding to dividends
and interest.

Certainly, only 3 percent of wages and salaries go unreported on
income returns while 9 percent of all dividends and 35 percent of all
interest goes unreportedon all income tax returns for a total of $2.&
billion which go unreported on dividend returns now. If one were
to close this loophole in the law, it would pick up some $650 million
of revenue as the House bill does.

In my prepared statement, I deal with thrift institutions, with
expense accounts, and lobby expenses. I might just say on lobby
expenses we strongly urge that this provision be removed from the
bill. It is a provision which, in effect, would permit corporations
of America to double their amount of expenditure on lobbying, and
thereby increase substantially their lobbying activities.

We think that there is no reason to give them tax exemption for
lobbying expenses any more than there is reason to give the individual
worker who pays dues to his organization the right to deduct expenses
for lobbying activities.

The corporation, ought to be on the same basis as the individual.
The tax-free institutions, the nonprofitable institutions like the
United States Chamber of Commerce, National Association of Manu-
facturers, American Farm Bureau Federation, AFL-CIO, other
organizations have tax-exempt status and, therefore, their expendi-
tures can be made on various activities.

Only a minor proportion bof the AFL-CIO's expenditures are made
on lobbying but that fits within the concept of a tax-free organization.

But as far as an individual union member is concerned, any portion
of his dues which are attributed to lobbying is not a deductible item
on his income tax return just as expenditures by corporatiotis should
not be as they are not now an item for deductible allowances. Under
this bill such lobbying expenditures now not deductible by corpora-
tions would be permitted to be deductible and we thiik this provision
ought to-be removed.

We deal also in this testimony with the problem of having capital
gains treatment for personal property extended to real property as
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-well. We agree fully with the recommendation of the Secretary of
the Treasury on this subject and that it would probably be wie to
return to straight line depreciation for real property as a means of
getting around part of the depreciable asset problem on real property.

We would hope that the capital gains treatment would be removed
from such privileges.

With that, Mr. Chairman, I might just point out that on the very
last page of my statement is a summary of the eight specific recom-
mendations which we make in the statement, and without going into
those.i thank you very much for the time you have allotted me this
:morning.

I have taken more than I should have and I apologize for doing
-that.

I 'appreciate the opportunity of appearing before the committee.
TheCHAIflMAN. Thank you, Mr. Ruttenberg.Senator CaRLSON. Mr. Chairman, may I say, Mr. Ruttenberg, that

I always appreciate your appearance before this committee. You are
.a very thorough and know'ledgable student of taxes and always give
us information that I think is very helpful.

I was not privileged to be present at the opening of your statement
when you discussed the investment credit. I did hear the last part of
'it in which you mentioned that, I believe, that you were in favor of
accelerated depreciation by selective industries.

Have you given enough thought to what these industries should be?
Mr. RUTrSNBERO. Well now Senator Carlson, let me make clear that

we are not in support of accelerated depreciation. We think that if
eone were going to find a technique of encouraging certain industries
the technique of investment credit is far better than the technique of
:accelerating depreciation.

The total effect to the corporation is the same in terms of the cash
flow. It doesn't vary much. But in terms of the concept of a hidden

.as against direct open assistance the tax credit is far preferable.
Aid accelerated depreciation gets written in as a cost of doing busi-

ness, and therefore, gets into the price structure, and this would not
necessarily be true of a tax credit.

But aside from that, assuming now that a tax credit is the technique
.you want to use in terms of the specific industries which we have sug-
,gested, you try limiting it to those that are actively engaged in for-
eign competition, just as we tried quite successfully, during World
war II and again during the Korean war to apply a concept-of tax
assistance to those specific companies engaged in producing for the
war effort.

I think that same concept could be applied to those industries en-
-gaged actively in exporting, such as the machine tool and the electri-
,cal-machinery industry, and those industries actively confronted with
imp'ort competition such as textiles and similar industries,

Having said this, let me say that we support the idea that Btullotin
F ought to be revised, and thatIt oWf ht to be revised to reflect as accu-
rately as we can whatever the usefi life is of u piece of equipment.

Bulletin F ought not to require a lohiger depreciation than actual
life expectancy 'but it ought not to be revsed in a way, to produce, a
depreciation which is less than life expectantey. We thiii ti lp il life
expectancy ought to be determined and written into the regulatibs.
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This is as far as we would go in the broad general approach too
depreciation reform.

If you real wanted a place to apply the investment credit it should
be directly in e export and import industry.

Senator CARLSON. Do you think our industry should be in position
to meet competition in world markets today and increase our exports,.
first, of course, to furnish employment, second, to balance our pay-
ments?

How important do you regard that to be ?
* Mr. RuTrNBERO. Well, Senator Carlson, and I think I said it be-
fore you came in, we are not in a position of lacking competitive
ability. If we could move from an export surplus of $1 billion iii
1959 to an export surplus of $4.8 billion in 1960, to an export surplus
of $5.5 billion in 1961 we have not exhibited any lack of competition,
particularly if we look at the fact that of the $5.5 billion export sur-
plus in 1961 more than $5 billion came from a surplus in manufactur-
ingexports over manufacturing imports.

So we are competing actively and effectively in manufacturing
around the world.

Now, therefore, we don't need it for that purpose.
I do agree that in terms of our balance of payments problem, that

we have to maintain an export surplus. I am not so sure that it is wise
to maintain an export surplus of larger than the one we have been
having in the last 2 years, around about $5 billion or $5.5 billion. If
we do we are going to get into the problem of denying many friendly
nations around the world their opportunity to maintain export sur-
pluses which they need to keep their economies healthy.

But I don't think, if we look at our 1961 balance of payments prob-
lem, it is as serious as it is made out to be. The $2./a billion unfavor-
able balance of payments in 1961 turns out to be only a $600 million
basic deficit, if we remove the short-term flows and if we really look
at the accounting principle involved.

The Japanese loans of some $800 million which are recorded as an
outflow of dollars, are basic assets to the banks that made those loans,
and they ought not, therefore, to be refltted as part of an unfavorable
balance of payments because those dollars remained in the United
States and are used to pay for Japanese purchases in this country.
Yet our balance of payments bookkeepers calculate them as being an
outflow of dollars.

Well, this just goes to exaggerate our unfavorable balance of pay-
ments and make people feel we have to do more to increase exports, et
cetera, when it isn't true.

Senator COAnuo0. You do realize, of course, that our gold reserves
are down to $16.6 billion, and that we have a currency requirement
of probably $11.8 billion, and we don't have, therefore, but $4 billion
or $5 billion, maybe 5 of free gold, and it has been diminishing rather
rapidly, and based on this last quarter it is sill cfontit 'Ini to go down..

Mr. RUTmr Do. Well, I could comment on the gold situation if
you would like.

The hour is getting late but I would be perfectly happy to discuss
it if you would-like.
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I think frankly we would strongly recommend removal of the 26-
percent limitation against outstanding currency of the Federal Re-
serve System and thereby make our entire gold supply available as
backing for our foreign assets in this country, plus the gold that we
haye on deposit at the World Bank. The International Monetary
Fund ought also to be made available. i don't see what is wronf with
a situation in which our gold supply is about $17 billion or $18 millionn
or more than that, if we consider the assets we have on deposit With
the World Bank et cetera. We then have more than 100 percent
reserve against &he short-term dollar holdings in this country. We
don't operate a 100 percent reserve system in terms of our currency
for our banks why do we have to operate a 100 percent reserve of
gold against the outstanding short-term securities in this country.

I think if we operate a fractional reserve system in our banking
structure we ought to be willing to accept a fractional reserve system
in terms of our dollar holdings versus our gold.

Senator CARmLso. Mr. Chairman, Mr. Ruttenberg and I could dis-
cuss that for some length so I will pass on.

Mr. Rru TNBERG. I am sure we could, Senator Carlson. Thank you.
The CHAMAN. Mr. Ruttenberg, I understood you to say the export

surplus was $5 billion is that correct?
Mr. Rvmn'NB=Ro. The export surplus total in 1961 was about $5.5

billion, yes, sir.
The CHAMAN. Did that take into consideration the food and other

things that we did not receive payment for t
Mr. Ru aNBERO. It does take ito consideration the Public Law 480

selling of foodstuffs overseas, for local currencies.
Andit--
The CHAnIMAN. Local currency doesn't come back to this country.

If you take the dollars that come back, I think you will find instead
of $20 billion, as a number of newspapers have published, it is about
$17.5 billion.

You might check on that and see-
Mr. RU rTENBERiO. If you make allowances for Public Law 480, the

export surplus dollarwise is not as great; you are perfectly right,
Senator.

The CHAMIMAN. But when you get foreign currency, that foreign
currency doesn't come back here in the form of dollars. I just wanted
to get that straight for the record.

think our export balance is not as much as you indicated.
Senator Gore, do'you have any questions I
Senator Goe. No sir.
The CnAm AN. Senator Bennett?
Senator Morton?
Senator Mowrozr. Just very briefly, Mr. Chairman.
Getting back to, the tax on foreign subsidiaries of American corpora-

tions, I agree with you on this question of the third country in the
tax haven and I hope we can do something about that, but it is my
i pt0 d!n that most foreign investments-most of our American
companies making investments overseas do so with a profit motive and
they want to get the profit back and I thilk actually 68 percent of
the earnings in Europe of American companies have been recovered,
or a ratio of about that for the last few years, and 'that is about the
practice here at home.
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In other words, most corporations after taxes pay out about half
of what they earn in dividends and one form or another and retain
the other half for the expansion of their business.

Now, I think it is historically true that exports of American-made
goods have followed the investments of American industry abroad.

In 1960 the figures show that the foreign subsidiaries of American
firms accounted for the sale abroad of $2.7 billion of products made
in America.

These same firms brought $475 million back into this country. In
other words, exports developed by our foreign subsidiaries amounted
to almost six times the imports, and I think this helps to build Amer-
ican jobs, and I think that it is an important factor in our exports,
the influence of investments abroad.

Don't you think there is a connection between the two?
Mr. RUTri NBEnG. Senator Morton, I was very much impressed with

one of the exhibits contained in Secretary Dillon's testimony on Mon-
day in which he illustrates that, if I recall the figures correctly, if you
take Western Europe and Canada combined that for every dollar of
investments going overseas there is a 4-cent net export surplus flowing
from this and that this is a very minor proportion of-minor return
on the dolar investments as contrasted to Latin America, where for
every dollar invested you get a 40-cent net export surplus.

So that I think the concept of trying to take the tax deferral away
from the developed countries and applying it to the less developed
countries will cause a greater degree of net export surplus flowing
from dollars invested in less developed areas and I think the statistics
in exhibit 3 of the Secretary's statement on Monday clearly illustrate
-this, and I very carefully have studied these figures, and they seem
to me to be exceedingly valid.

Senator MorroN. -Well, there seems to be a good deal of disagree-
ment downtown on these statistics and their interpretation.

March 16, the Secretary of Commerce said that-
U.S. investment abroad Is important to our export expansion program. Direct
investments in manufacturing facilities abroad stimulate our exports of capital
equipment, our exports of parts and raw materials, and our exports of finished
products to fill out the lines of subsidiaries producing and selling abroad.

Our overall economic objectives require the continued expansion of U.S.
investment.

He makes no differentiation between developed and underdeveloped
-countries, and the facts are that these subsidiaries-and most of that
is shipped to the subsidiary, component parts and things of that
kind-it is not a sales organization that is run parallel to the sub-
sidiary.

It is true in the development of a subsidiary that manufactures a
certain item, other items of the parent company would go along with
that and that would stimulate the sale, but in any event it is because
of the existence of that foreign subsidiary that we have, that accounts
for many of our exports to Western Europe, and I don't want to see
us take any steps here that will prevent that foreign subsidiary to im-
pair its ability to compete, not with American companies, not with
American jobs, but with jobs there in that country. in the business they
do in thil or other countries, and I am just afraid that by following
a tax program here which is certainly unusual, with no precedent
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for it at all and some even question of its constitutionality-that in
following a tax program here we are jeopardizing American jobs that
we see represented in the form of exports,

Mr. RUrTENBERG. Of course, I hope that the constitutional argument
has been-I am no lawyer-but I trust it has been dispensed with by
the eo le who have carefully looked at the problem.

We h~ave foreign personal holding company. acts applying to in-
come through foreign personal holding companies overseas that Con-
gress adopted many years ago.

They have been challenged and have been held to be constitutional,
and I think it is the same concept which has applied to a foreign cor-
poration, foreign subsidiary but I do think there is no inconsistency,
Senator Morton, between what Secretary Hodges has said and what
Secretary Dillon has said, and far be it from me to reconcile the vari-
ous points of view of various branches of the administration on fig-
ures, but I think it is clear there does flow from a dollar invested over-
seas a net export surplus.. This is true.

But I think the figures illustrate that there is a 10-to-1 greater ratio
from the exports which flow from a dollar invested in a less devel-
oped country to a dollar invested in a developed country; namely, be-
cause the developed country frequently sends back to the united States
a large proportion of its production, and therefore this is subtracted
from the exports which we send to that subsidiary. As a conse-
quence, the net export surplus is 4 cents on every dollar invested M
Europe and Canada, as against Latin America which exports very
little back to the United States in the form of its product, and there-
fore the net export surplus in Latin America is 40 cents to the dollar.

Senator MoiRrow. Are you talking about what the country sends back
to this country or what the American subsidiary operating-

Mr. Ru rsN~ui. The American subsidiary.
This is the net export surplus as calculated on the basis of what that

subsidiary buys from us and in terms of what that subsidiary sends
back to the United States, and this is where the 40 cents and 4 cents
come from.

Senator MomxroN. The fact, however, remains that the exports even
to Western Europe of manufactured goods, and the return ofmanufac- ,
tured goods from those subsidiaries, is in the ratio, if we consider all
subsidiaries in Western Europe alone, $712 million for our exports,.
$9(4million for our imports.

If we consider only manufacturing subsidiaries in Western Europe,.
exports amounted to $291 million and imports to $90 million,

If that difference of $201 million represents only 4 cents on the dol-
lar, of course, obviously we have a substantial investment and I assume
that those figures of the Secretary's are right and it means we have
an investment of 25 times 2 or some $50 billion, wouldn't it --$b bil-
lion or $50 billion overseas--$5 billion it probably is in Western
Europe-that is $200 million times 25.

And that may be-that probably is our investment in the area of
$5 billion overseas.

Mr. RnrrmnEzRo. $5 billion; because our total foreign investments.
are about $50 billion. U.S. 8foreign~iTivestments in American subsidi,
aries overseas gets to about $50 billion currently'.
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Senator MoRoN. Nevertheless, whether it is 4 cents on the dollar
or 40 cents on the dollar, the amount of our exports to Western Europe
is quite large, and does make for many American jobs.

Mr. RuTihnERa. But Senator Morton, all that is being said by this
proposal to remove tax deferral is simply let the tax situation be neu-
tral.

Let there be no consideration in terms of the American company
investing overseas as to what its advantage would be because of taxes.

Let it make that decision to invest in Europe because it either wants
to get there to produce for a third market or wants to get there to pro-
duee to get behind the external tariff of the Common Market or for any
such other reason.

But I think it is awfully important to keep in mind that all we are
saying is, if this is going to be a tax incentive entering into investment
decisions, let it enter into the investment decision which takes Ameri-
can investments to the least developed countries where they are needed
far more than to the developed countries where they really aren't
needed.

Senator MomroN. All right, you use the word "neutral." We could
use the word "equal."

Now that Amferican company in France that is doing business in
north Africa and elsewhere is competing with French, German, or
British companies, and I say give them an equal opportunity to com-
pete with the companies in the countries in which they are operating
and then they will use American components, then they will use Ameri-
can parts and stimulate American exports and American jobs.

Yes, you want to make it neutral, you want to give him equality with
a company producing here. But that doesn't give him equality with
his competitor. His competitor is the French company or the British
company, and yet he in the case of the manufacturer of mining
machinery, say, would be bringing many American components, com-
ponent parts made by American labor or in American factories, and
American foundries to this point in France or elsewhere where he is
competing with a French company and then you want him to have a
tax structure which is not competitive with the French structure, let's
say, but the structure of this country. He pays the French tax any-
way.

Another thing, we get so, it seems to me, misled on this balance-
of-payments things as to our investments versus our recoveries, in the
decade of the 19506's we had terrific investments abroad, that is based
on past history, and yet we recovered in'that decade in profits that were
paid back here, so some of these companies put something into tax
haven and deferred payments for one reason or another. I am for
getting at this third country thing just ad everybody else.

SBut the fellow not using the thfrd country they brought back $20
billion in a decade, we invested a tbtal of $12 million, so that we actu-
ally from profits rendered abroad recovered in dollars $8 billion more
in the 10 years than we actually investediout in capitalIfnvestments.

Now American industry can't do anYthit g like that here at home
and that was a contributing factor in keeping the balance-of-pay-
ments programs less out of line than they were in the decade.

Mr. Ra NPIRO. Well Senator, I thifk a very good argument
can be made for the fact that one cannot look at the total outstanding
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American investments and decide what the dividend return is and
the earnings are on the total investments, that the dividends that
come back to the United States and then say, say in the year 1961, I
think it turned out to be $2.6 billion returned to the United States on
American investments overseas and during the year 1961 we invested
only $1.6 billion overseas, and, therefore, the concluson is, "Well,
look in terms of our balance of payments. This was a favorable
billion dollar return to the United States."

But it isn't fair to make that kind of a comparison. What is the
return to the United States in this year, 1961 or 1962 when we have
the balance-of-payments problems we have from the $1,600 million
that was actually invested and I think as the Secretary of the Trea.
ury pointed out in his testimony on Monday, that it would take until
the year 1975 before that billion and a half invested in 1961 produces
a return which exceeds the amount of the outflow.

Now it is all well and good to talk about returns from past invest-
ments but if we are confronted now with an excessive out%low of pri-
vate capital in terms of our balance-of- ayments problem we ought to
look at what is the return from the dollar.outflow last year and it
isn't until 1975 that we recover it.

Senator MoiroN. Well, I mean you don't expect in this country or
anywhere else to make a capital return in the year in which you invest
the capital, but-and I must say I don't follow the Secretary's appre-
hension on thmt poit, because I think that m long as we are getting
back a return and we have been doing it for the past 10 or 12 years,
greater than the outflow of capital, and we know that in future years
that will continue to prevail unless the pattern changes, I mean if you
follow your argument, I should think we would probably instead of
approaching tins from a tax angle just embargo the capital investment
in developed countries with U.S. capital, try to stop it that way.

Mr. Rdr mmio. Of course, this is what many of the countries in
Europe now do, and the Continent including Great Britain, they do
have very strict controls over the outflow of capital.

Nobody is suggesing that here in the United States, at least not
now andl don't think it will be suggested.

Senator MoRON. I .think this tax proposal may well reach that.in-
directly, reach that same end or develop that same thing as a matter
of national policy.

Mr. Rvurrnroio. You see, Senator Morton, the tax proposal only
sayih let taxes not be a factor that enter into the decision.

Let the decision be made because there isl need for capital receipts
for other purposes, not for the purpose of having a tax advantage
and that is all this proposal does and it gets only to that point and I
think that is what ought to be kept in the forefront of our inind as we
look at it.

Senator. MomroN. But it would not apply in Puerto Rico or the
Bahamas and places of that nature.

Mr. "Runs n . Well, we get into the Puerto Rico versus'Bahama
problem again.
Senator MoftwoN. I don't care about pursuing that. But we have a

plant in Louisville, the International Aarvester, that does a substan-
tial export business in South and Central America.
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I don't know but it accounts for the major operations of that plant,
I don't know whether it is a major but an important percentage of the
operations of that plant...

And I am concerned that the thing might well be, after Senator
Bennett pointed out all the advantages that they would have, I am
afraid if they read this testimony they might think of locating that
plant in Puerto Rico.

It is all right if they want to put another one but I want to see my
people in Kentucky keep the jobs.

Mr. RurrNmU . If the government of Luis Mufioz-Marfn of
Puerto Rico follows the regulations as vigorously as hie has now it
would be a new plant and not a substitute one of Louisville in order,
to get the tax advantage.

Senator MoirroN. A now plant to take our customers away?
Senator BzNNmr. A new plant in 1962 and then by accident the.

Louisville plant is closed in 1964, a. situation that could easily happen..
Senator MORTON. That is all.
Senator GoRs. Mr. Chairman.
The CHAIRMAN. Senator Douglas.
Senator DouaLAs. Senator Gore.
Senator GoRE. The 1961 report of the Du Pont Co. reported and I

am quoting, "substantially" increased profits of foreign subsidiaries..
They reported that foreign business rose to $368 million but at the.
same time exports fell 12 percent below 1960 to $192 million.

Mr. Chairman, Mr. H. J.-Heinz, Jr. gave some very interesting testi-
mony and statistics in appearing before the House Ways and Means
Committee last year, and I hope that when that gentleman appears.
here he will be prepared to answer a series of question with respect
to his statistics and the companies that he purportedly represented.

I would like to cite, Mr. Ruttenberg, that among 82 of the large.
U.S. corporations, 5.2 percent of their total assets in 1950 was in for-
eign investment.

1y 1955 that had increased to 7.2 percent.
By 1960 it was 9.8 percent.
By 1962 It is much more.
Among 81 large U.S. companies, foreign sales as a percentage of'

total sales amounted in 1950 to 7 percent, in 1955 to 10 percent; 1960,.
12.2 percent.

Let's take 73 so-called blue chips: In 1950, 7 percent of their profits.
were earned abroad.

In 1955, 11 percent.. In 1960, 14"percent. Yet it is seriously ad-
vocated here that we contihtue to give tax deferral on the profits earned'
abroad.

It is seriously argued that we continue this deferral which in many'
instances amounts t6tax exemption.

Among 75 firms with substantial foreign sales, goods produced in
foreign plants, as a percentage of total sales abroad, in 1950 was 36:
percent. I assume that the 64 percent of foreign sales would cone.
from exports from the United States.. By 1955 sales from their plants abroad had increased to 56 percent,.
and I take it their sales from exports here had been reduced from 64
to 44.

By 1960 goods produced in foreign plants had ifiereased to68 per-
cent of their total sales abroad. I I
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. Now, those statistics hardly bear out the contention that we are
increasing American employment and tfhe strength of 'American in-
dustry by tax subsidy to plant expansion and investment abroad.

Senator MonToN. Will the Senator yieldI
Senator GoiR. Yes.
Senator MORTON. Have'you got the total dollars for exports that

you mentioned?
Senator GoRE. On these particular plants ? I have it in percentages

before me, not in dollars.
Senator MORTOx. You have it in percentages because those plants

:are growing abroad. The fact that the percentage of American ex-
.ports to their total business went down doesn't necessarily mean that
the exports of American products abroad by those plants in dollars
and in American jobs went down.

Senator GoRE. As a matter of fact, what I - ave just cited is that
the goods produced in foreign plants as a percentage of goods sold
abroad by these companies increased from 86 percent in 1950 to 68
percent in 1960, 10 years.

Senator MORTON. I don't question that.
.sMy point is that these businesses were expanding so that the figure

that i-left, the residue that is left after you take the amount that they
manufactured as a percentage of their total business, could have well
been expanding even though percentagewise it was going down.

Further, the component parts used by these companies abroad to
build up from 82 to 65 percent, or 68 percent of their business abroad
with products manufactured abroad could well have increased sub-
stantially and added to the exports from the United States and to
goods manufactured in American plants and with American labor.

Senator Goiw. What you are saying, as I understand it, is that the
businesses ma have grown in the united States at the same time the
foreign subsidiary was growing.

Senator MoRToN. No-business is abroad.
Senator Goiw. And that their exports may have increased at the

same time.
Senator Motoe. Exports of finished goods and component parts.
Senator Goiw. This may be true. But the fact stands that the rate

.of expansion of U.S. business abroad has greatly exceeded the rate of
-expa on of U.S. business in our own country.

Senator MoRTox. That I fully recog ze and had it not expanded,
who wOUld have -had the business, France, West Germany, Great
Britain, Italy ?

Senator Goiw. And one of the reasons why the expansion of U.S.
investment abroad has greatly exceeded the growth of U.S. investment*
at home, is the tax subsidy which operates as a lodestone, as an in-
centive, and it is that which I desire to remove and which, as I under-
stand, the AFL-CIO desires to remove.

Senator MoRTO. I want to remove the tax inequities, the ability
for avoiding any taxes through the third country, through haven
countries through the Swiss. arrangements, and so forth.

But I aon't see why American companies doingbusiness in France
should have, it is not a tax subsidy, it is a tax equality with the French
company that is right around the comer. -
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Senator GoRp. Well, you are comparing now a U.S. subsidiary in
France with a French concern. We started-

Senator MomRON. That is the one he is competing with.
Senator GoRE. We started out comparing a U.S. corporation in the

United States with a U.S. subsidiary operating in a foreign country.
Senator MorroN. A U.S. subsidiary operating in a foreign country

is competing with the nationals of that country.
Senator GonE. Yes, and they are competing with the nationals of

our own country, too.
Let's just take this a little further.
Recently, the Ford Co. announced that it was going to manufacture

a socalledAmerican Volkswagen.
Mr. RumjNBEo. The Cardinal.
Senator Goiw. Well the story, as I read it was that this was to be

something of an American equivalent of the Volkswagen.
Mr. R6UTENBRF. Yes, called the Cardinal.
Senator Gon. And it was to be produced by a foreign subsidiary,

not manufactured in the United States. The automobile is to be
manufactured abroad.

Mr. RuirNiaO. They changed their mind on this, Senator. They
are producing the engines abroad and are going to assemble it in
Louifsville, Ky. [Laughter.]'

Mr. RUTrsNBERG. At least that is the current announcement of the
Ford Motor Co., the car and some engines will be made in Germany.

Senator MORTON. It is the hope in Louisville they change their mind.
We went through this with the Edsel. They closed down the Ford
plant and started making Edsels and we don't want to go through
that again.

So we want the Ford Motor Co. doing just what it is doing in Louis-
ville.

Senator Goiw. This is not the only automobile, or automotive parts
being manufactured abroad by U.S. corporate subsidiaries, and im-
ported into the United States.

So, I say to my friend from Kentuck, that these foreign subsidi-
aries are not only competing, and competing successfully, with foreign
corporations, but they are competing with U.S. concerns by importing
back into the United States on the one hand, and taking customers
that formerly were supplied by exports from the United- States, on
the other.

So this is a three-step operation, and we are coming out on the little
end of it, and why we want to penalize the establishment of a factory
in Louisville and reward-the establishment of ono in West Gormany,.
I just don't understand.

Of course, you and I could discuss this at greater length, I take.
it, on the floor of the Senate.

Senator MOnToN. There is no use in debatifig it here, but in con-
clusion-

Senator Gonn. It might serve a good purpose
Senate Mowox. But-the same comPatiies that are bringing these-

$440 millin--480 hmillion-a year, American subsidiaries binging-
$450 million a year, into this country are also exporting from this
country an amount six times that great and as long as we can hold
a 6 to 1 ratio on this business--six Amercan jobs for one over there--
I think it is a pretty good deal.
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Senator Gon. Let's just go ahead with the automobile industry for
a moment.

How many automobiles does the United States export to Western
Europe ?

Senator MorToN. I don't know.
Senator GoRE. How many are imported here?
Senator MoRToN.. From U.S. subsidiaries?
Senator GoRE. Yes, from U.S. subsidiaries--automobiles, automo-tive~part.
Senator MonroN. I don't know, I assume we can get the figures from

the Department of Commerce.
Senator GoRE. They wouldn't substantiate the figures you have just

stated.
Senator MorTON. I am citing the overall figure.
Senator GoR.. I am not sure you are giving the proper interpreta-

tion to the statistics.
Mr. RETTENB.1iO. Could I just inject while you two gentlemen are

debating this ?
Senator GoPE. This is a dangerous operation.
Mr. Ru-rrNBEo. I just want to point out-
Senator Gon. You know the story that is repeated many times of

someone settling a family quarrel.
Mr. RUTTENnERo. Well-
Senator GonE. Go ahead. You are intrepid.
Mr. Rur jm~Rao. It reminds me of entering where angels fear to

tread.
In my statement I do make some comment on this particular prob-

lem which both Senator Gore and Senator Morton are talking about.
In our judgment about $3 to $5 billion worth of American .exports

are lost, $3 to $5 billion, arc lost as the result of American subsidiaries
abroad and this displaces 250,000 to 500,000 American workers.

Senator GonE. I thought we just heard that this increased American
jobs at the ratio of 6 to 11

Where did you get these figures?
Mr. RUTTENBRO. I agree with you, Senator Gore, I don't coneur

with that-
Senator GoRnE. Are these illicit statistics you are giving us?
Mr. R cm Eno. These are contained in my statement.
Senator Gom. That does not make them legitimate. [Laughter.]
Mr. RmirnBERo. Statistics never lie but statisticians do.
Senator Go. Where were they obtained ?
Mr. RrTENBRo. These are just estimates based upon an examina-

tion of the American subsidiaries overseas, and taking into considera-
tion the ambunht of products which those subsidiftves draw from the
united States, and the amount which they ship back and in turn the
amothht of markets whibh the overseas subsidiary furnishes either in
Eull6pe orin the thirdcounttry markets. We could fulfill a large part
of the demand of the third country and a large part of the demand of
the countries where the-manifadturing subsidiary is located if we pro-
duced the product in the United States rather than producing it over
in Frtite, Italy, Germany, or some p lace else.

Now, grated we won't get all of the markets that those subsidiaries
are how able to get, because to a certaihextent .theycan produce them
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slightly cheaper. But in themain, if we take the overall sales of these
American subsidiaries overseas, and relitte them to what we could
supply if they did not have the tax advantage operating where they
are, that if they were produding them in the United States we would
get, in our estimate between $3 and $5 billion increase in exports
and provide about 2h0,000 to 500,000 additional jobs, and this would
come about-

Senator GoRE. Is that per year I
Mr. RurnrNnEnao. No, this is the overall effect of removing the tax

deferral. This is what would be our estimate of what would come
about by a removal of the tax deferral. This isn't each year. It is the
aggregate amount that crrently we are losing. Currently we are
losing about $3 to $5 billion a year to exports per year.

Senator GorE. That is what I thought.
Mr. RT NBERo. As the result of this operation, and that that

would provide about 250,000 to 500,000 jobs. But that would only be
a one-shot operation.

The year in which it occurred it would then repeat itself year after
year but it wouldn't each year add this much, is what I am saying.

Senator GorE. Let -us look at it another way: How much overseas
investment occurred last year?

Mr. Ru'r'rEBEr. The net long-term capital, I think, in the balance
of payments is $1.6 billion for 1961, if I recall correctly.
It takes out capital that is invested in bonded equity, but long-term

private investment in plant and equipment was, I think, $1.6 billion
in the balance of payments for 1961.

Senator GoR. What kind of stimulation would we have had in this
country had this $1.6 billion been invested here?

Mr. RuTrENBERO. I think it would have been quite substantial and
significant, and had we had a growing and expanding economy in the
United States then instead of the capital flowing overseas, looking for
a place to be invested, it would have been invested in the United
States.

Senator MORTON. It wouldn't have been invested, however, had it
not been a profit opportunity for the capital?

Mr. RU'ItrENBERO. That is right, it would not.
Senator MORTON. There is no shortage of capital in this country.

They will invest in this country as soon as there is a profit opportu-
nity: plenty of capital. . .

Mfr. Ru Tr nBRo. Exactly right. Therefore, we don't even need the
investment credit, do we?

That gets us off on another subject.
Senator GORE. I didn't mean to shut him off from answering.
I recently-
Senator MORTON. Our party agreed with you in the House on in-

vestment credit.
Mr. RiT-r.NRxERO. For different reasons, Sdnator Morton.
Senator GoRv. I recently was a seatmate on a plane ride with the

president of one of the largest shoe manufacturing concerns in the
world. We talked for a period of 2 hours, and we discussed this
problem.

I shall not name the man or the concern. Our talk was personal.
He did tell me of enormous plans to build foreign subsidiary plants
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and import shoes Into this country, replacing shoes that we would
hope would be mauiufiCtured ik this couitry.

Now, that is something which is anticipated.
I would like to ask you now what has happened to the manual type-

writer Industry ?
Mr. RUMTNBIRG. Well, of course there is an interesting story to

be told in terms of what the Olivetti Lo. of Italy did when it came into
this country and bought control of the Underwood Corp. i Hartford,
Conn. They have almost tripled employment in the artford plant
under new management, and are now producing typewriters in como
petition with typewriters produced overseas because they brought in
some new modem techniques of operation. They also bro-ight in some
ingenious new blood. They happened to be Italian management
people who came in, and they have put Underwood back in operation
so that they are now producing typewriters and shipping them in-
creased their sales in the United States, -and are also shipping them
and competing in Italy with typewriters made by Olivetti in Italy.

Senator GonE. Is that the manual or electric I
Mr. RUrrENBERG. Those they are shipping to Italy are the electric.
Senator Go". Well, I asked you about the manual typewriter

industry.
Mr. ARu NiJEnO.. Well, it is interesting that Sperry Rand which

took over the Remington typewriter, decided about 2 or 3 years ago
that they were going to go abroad and produce typewriters. All of
a sudden they decided maybe they ought not to do that and do it
in this country because it is possible to produce efficiently, if they
only changed their methods and improved their product.

I don't know to what extent this has proved true in the Remington
case but certainly the Underwood people, the Olivetti people, are
producing manual typewriters in this country and selling them in this
country with the competition with the Olivetti produced in Italy.

They are producing electric typewriters in this country and selling
them abroad in Italy.

Senator GORE. So you maintain that the techonology and produc-
tive capacity, if utilized, is available in this country, and you advocate
that we neutralize U.S. tax policy so that we not provide a reward,
an incentive, a subsidy for the moving of manufacturing facilities
abroad?

Mr. RUTTEnIBERo. Precisely, exactly, that is exactly what I am
saying.

Senator GonE. Thank you, Mr. Chairman.
The CHAIP AN. Senator DoUglas?
Senator DOUGLAS. I notice in your statement you talk about expense

accounts, and the sections, section 4 of the bill. I am glad you asked
for a more rigid restriction than contained in the House bill.

The House-bill permits a reduction if the taxpayer establishes that
the item was directly related to the taxpayer's active conduct of a
trade or business or the facility was used priuarily for the furtherance
of the taxpayers trade or btt~iness, the item was directly related to
the active condtict of such trade or business.

Do you thihk that is a siiffitiently rigid definition
Mr. RU lrEN, o. 1o, Senator Douglas. We do not think it is

sufficiently rigid. It lends itself to interpretation by the Internal
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Revenue Service, and I think one of the big problems has been the
indefiniteness of such a general statement in the past confusion of
the Tax Courts. We have a most outstanding example of the milk
distributor who had an African safari deducted as the cost of doing
business of distributing milk in this country, upheld by the Tax Court.

And one of the purposes, of course, in trying to-
Senator Douors. The African safari was supposed to be conducive

to an increased consumption of milk.
Mr. RUTTENBERO. Ie somehow took the pictures he took on th6

African safari as an aid in the distribution of milk in this country
and this was supposed to be a direct connection.

Well, the Tax Court held it came under the rules and regulations
as they were adopted. The statement in the bill now requires a little
more direct relationship to the activity of the business.

Goodwill is removed. This is an improvement but not nearly enough
of an improvement if we are really going to get at the serious problem
of expense account abuse that exists in this country. We suggest going
back to the original proposals made by the President a year ago in his
message.

Senator DouorAS. Have you ever had occasion to go into the ruling
of the Internal Revenue Bureau made in the case of the trip the Ameri-
can Bar Association made to London some years ago.

That was regarded as a tax deductible expense, was it not?
Mr. RurrNBERG. Yes.
Senator DoUaLAs. Did this include deductions for the wives I
Mr. RurFENBiRo. I think that was-I don't recall the exact details

now, Senator Douglas, but I think the wife probably was one of the
issues that was raised as the result of the case, and as I recall well, I
had better not. My recollection might be wrong. I thought they dis-
allowed the wife's expenses.

Senator DouoLAS. I wondered if the staff could find out what the
ruling was?

Mr. STAM. I think they disallowed the deduction for the wives.
Senator Douoras. What about trips to Europe after the American

Bar Association had finished its meeting in London ?
Would you look this matter up?
The CHAnMAN. Mr. Stain will look it up and make an insertion in

the record.
(The information referred to follows:)

DEDUCTIBILITY OF CERTAIN EXPENSES OF ATrENDING AMERICAN BAR ASsocIATIoN
CONVENTION WHEN HELD iN LONDON, ENGLAND

A check with the Internal Revenue Service indicated that although there were
two or three letters written by the Internal Revenue Service relative to the
deductibility of travel expenses in connection with attendance at the American
Bar Association Convention in London, England, they were not definitive; instead
they indicated that it was a question of fact In each case. The American Bar
Association Journal of December 1956 contained the following statement:

"ARE LONi)N MrmNo Ex PrsEs Dzvcrrz? RymVui RuLNG 5-168

'We have been receiving many inquiries concerning the deductibility, for Fed-
eral income tax purposes, of expenses incurred by our members in attending the
coming London meeting. In this connection we call attention to Revenue Ruling
58-168, I.R.B. 1950-17, 6. For the convenience of the members, that ruling Is
reprinted here in full:

"'The question frequently arises whether the expenses of taxpayers and mem-
bers of their families In making business trips and attending business or pro-
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fesslonal conventlops are deductible for Income tAx purposes, aspc1l Iy wlher9
opportunities exist for personal vacationingIn connection with the trlp or coven-
tion. The purpose of this revenue ruling Is to set forth gtfdes for t#pXPayers
and field officers of the Internal Revenue Service in 4etermining~the allocation
and deductibility of such expenses.

"'Section 182 (a) of the Internal Revenue Code of 1954 provides for th deduc-
tion of all the ordinary and necessary expenses paid or incurred during the tax-,
able year In carrying on any trade or business, Including traveling. exposes
(including the amount expended for meals and lodging) while away from home
In pursuit of a trade or business. Only those expenses which are ordinary and.
necessary In the conduct of the business and are directly attributable to It mayj
be deducted. See sections 89.23(a)-., 89.28(a)-2(a), and 89.23(a)-2(f) of,
Regulations 118, which are applicable by virtue of Treasury Decision 6001, C.B.
1954-2, 47. Section 262 of the 1954 Code provides, with exceptions not here
material, that no deduction shall be allowed for personal, living or family
expenses.

"'Where opportunities exist for personal vacationing In connection with busi-
ness trips or the attendance of business or professional conventions, and es-,
pecially where the taxpayer is accompanied by one or more members of his,
family, It Is apparent that examining officers of the Service have a duty to give
especially careful scrutiny to deductions taken In returns for the expense In.
volved in order to assure against abuse of the deduction permitted by section
162(a) of the code. In those cases where a business purpose Is served, It Is also
necessary to determine what portion of the total expense Is deductible as an
ordinary and necessary business expense and what portion represent# onde-,
ductible personal or living expenses.

"'In those cases where a taxpayer makes a business trip such as attending a,
convention or other business meeting and, as an incident of such trip,; engages In.
some personal activity such as sightseeing, social visiting or entertaining, or
other recreation, that part of the total expense of the trip which Is directly
attributable to the taxpayer's business will be treated as deductible notwith-
standing the Incidental personal activity. That part of the toUil expense which.
is properly allocable to such Incidental personal activities will be treated as non-
deductible personal or living expenses. Where the purposes of a trip are pri-
marily personal, the entire expense involved will be treated as nondeductible
personal or living expenses notwithstanding that the taxpayer engages or parti-
cipates In some incidental activity related to his business.

"'Where a taxpayer's wife accompanies him on a business trip, those expenses
attributable to her travel are not deductible unless It can be adequately shown
that the wife's presence on the trip has a bona fide business purpose. See Rev.
Rul. 55"7, C.B. 1955-1, 815. The wife's performance of some incidental service '

does not cause here expenses to qualify as deductible business expenses. The
same rules are applicable with respect to any other members of the taxpayer's
family who accompany him on such a trip.

"'The application of the foregoing guides may be Illustrated by the following
examples:

"'(1) A taxpayer makes a business trip for the purpose of attending a con-
vention held in a coastal city. During the period of the convention, he also en-
gages In local sightseeing, entertaining, and visiting unrelated to his business.
He also arranges to take a postconvention cruise made available to individuals
attending the convention, the purpose of which ts primarily recreational although
some Incidental sessions are scheduled for lectures, discussions, or exhibition$
related to the business Interests of the group holding the convention. The ex-
penses paid for the local sightseeing, entertaining, and visiting and the entire
cost of the postconvention cruise are deemed to represent nondeductible personal
expenses.

"'(2) A taxpayer's wife accompanies him on a business trip, which may in-
elude his attendance of a business or professional convention. She occasionally
types notes or performs some similar service and accompanies him to luncheons
and dinners. The performance of such services does not establish that her
presence is necessary to the conduct of the taxpayer's business.

"'(9) Under the circumstances Involved in example (2) above, the cost of
transportation and lodging exceeds the cost for single fares and accommodations
but is less than twice the single rate. The amount deductible as an ordinary
and necessary business expense on account of the transportation and lodging Is
the amount directly related to the busneps purpose of the trip, that Is, the coot
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at the single rate for similar accommodations. The amount by which the total
expense is increased because of the wife's presence and the entire cost of the
Wife's meals are not deductible.'4 n view of the above, no special ruling will'be requested by the association."

rhe current Treasury Department income tax regulations (1. 162-(d)) state:
S'(d)- Expenses paid or incurred by a taxpayer in attending a convention or

other meeting may constitute an ordinary and necessary business expense
under section 162 depending upon the facts and circumstances of each case.* * * The allowance of deductions for such expenses will depend upon whether
there is a sufficient relationship between the taxpayer's trade or business and
his attendance at the convention of other meetings so that he is benefiting or
advancing the interests of his trade or business by such attendance."

With respect to travel expenses generally the regulations (1. 162-2(b))
state:"(b) (1) If a taxpayer travels to a destination and while at such destination
engages In both business and personal activities, traveling expenses to and
from such destination are deductible only if the trip is related primarily to
'the taxpayer's trade or :business. If the trip is primarily personal in nature,
the traveling expenses to and from the destination are not deductible even though
the taxpayer engages In business activities while at such destination. How-,ever, expenses While at the destination which are properly allocable to the tax-
payer's trade or business are deductible even though the traveling expenses
to and from the destination are not deductible.

-- fLI2) Whether a trip is related primarily to the taxpayer's trade or business
'o is priiiAily personal In nature depends on the facts and circumstances
In each case. The amount of time during the period of the trip which is spent
on,.personal activity compared to the amount of time spent on activities di-
rectly relating to the taxpayer's trade or business is an important factor in de-
termining whether the trip is primarily personal. If, for example, a taxpayer
spends 1 week while at a destination tin activities which are directly related
to his trade or business and subsequently spends an additional 5 weeks for
vacation or other personal activities, the trip will be considered primarily per-
sonal In ntttte in the absence of a clear shO*Ing to the entrary."'

With respect to travel expenses of a taxpayer's wife the regulations (1. 162-
2(e) ) state:

"(c) Where a taxpayer's wife accompanies him on a business trip, expenses
attributable to her travel are not deductible unless it can be adequately shown
that the wife's presence on the trip has a bona fide business purpose. The wife's
performance of some incidental service does not cause her expenses to qualify
as deductible business expenses."

Senator DOUGLAS. Now, suppose a taxpayer claims 'that he likes to
do business at a night club. at the 21 Club, for example, where I am
told the checks are pretty high, and that this is a favorite place of
business to discuss intercorporate-dealings.

Do you think that language would disallow itI
Mr. RmrENBERG. I think, Senator Douglas, that while the language

says it must be directly related to the active trade or business, it would
be very difficult to decide whether the taking of, say, a group of 25
people to a night club at the 21 Club in New York wotld be directly
related to the trade or business.

I would hope that kind of thing would-be disallowed as an expense,
but it is qUestioilifle whether the langtage is strong enough to ex-
clude it. This is the kind of an abuse we thought ought to be im-
proved upon here in your committee. / .f. Senator DOUOLAS. NOW, I have a friend who is quite a successful
corporation executive. He has an apartment in New York, an apart-
ment in London, an apartnint in Paris, a hUhtifig lodge in Canada,
and a resort in a State with lots of sunshine. I suspect in tany dases
he has taken some tax deductible expenses' do you think the language
in the bill'is sufficietitly tight to tfike care oi that ? 4
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Mr. RmU I14ERG. Well, the languaage in 'the bill is something of theorder of saying the cost of the facility, say the .yachting club or the
hunting lodge or the apartment in London or Paris, would be deducti-
ble only if it is used more than half the time for business purposes.

Senator DOarts. That is right.
Mr. Ru riNB1nao. This is the way in which this problem is handled

in the bill. I would hope that consequently-I don't see how a, hunt-
ing lodge is used for more than half the time in business under the cir-
cumstances you describe.

Senator DoUGAs. That is, you interpret it primarily to meet morethan 60 percent . ..IMr. RuTerceata. I think this is the way in which, the report

describes it, yes, the report accompanying the bill.
Senator DouGLAs. You favor, however, a dollar maximum for food

and lodging?
Mr. R-rm141M. Yes, we do, yes.
Senator DourAs. How much is that ?
Mr. RuTrBNBmRa. Well, in terms of travel expenses the President

recommended a year ago that the amount permitted be double the
amount authorized for Federal Government travel. That now being
$16 of Federal Government travel it would be an allowance of $32
a day on room and board for direct travel expenses.

Senator DoUGAs. Twice the standard of the Federal civil service?
Mr. RuTrENnGn. Twice the standard of the Federal civil service

was the recommendation and we would suggest going back to it. The
bill simply uses the word "reasonable" or some such term.

Senator DOUGLAS. What about business gifts ?
Mr. RUTTENBFO. Well, business gifts, a gift is permitted up to

$25, not to exceed $25.
Senator DOUGLAS. $25 a person?
Mr. RUmow G. Per person, yes, per gift.
Senator DOUGLAS. Yes, per year.
Mr. RuuTENna. And that the President recommended a year ago

that it be not in excess of $10 and we think this is a good proposal
and we ought to go back to that in the bill.

Senator DOUGLAS. I don't know about comparative prices but this
would permit a quart of whisky to be given as a demonstration of
good will.

Mr. RUTTB nIRG. Or 2 or 3 pounds of tea in substitute for the
quart of whisky.

Senator DOUGLAS. That would be better yet. [Laughter.]
Mr. Ruttenberg, you get around a lot, do you think there are real

abuses connected with gifts and expense accounts ?
Mr. RuT EimR. I think there is a very serious abuse of this in all

walks of life, and I think that it is a sad comtmentary in our economy
today that the average taxpayer who doesn't get around and can't
take advantage of expense account living, has to have his taxes in-
creased to offset the deddctitons which those who can afford to travel
and'take the expense allowance yet.

Senator DoUoLs. He really pays 52 percent of the cheek, doesn't
he?

Mr. RrJRrN a. Right, that is right; aid the more deductions that
come from expense accbeerta the greater the Federal revenue has to
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be from other sources and the other souices are the average men in
-the street who have to pay it.

Senator" DoU.LAS. Mr. Ruttenberg, one of the important unions -in
the AFL-CIO is the Hotel and lRestauraht Workers Union and the
restaurants are complaining that through rigid restrictions on expense
accounts and lodging and meals, that waiters and musicians and
entertainers are thrown out of work.

Mr. Rtm-B o. This is certainly an argument which I have
heard made by restaurant owners as well as by some of the unions,
affiliated with AFL-CIO in the entertainment field. Our general
position has been that we do not think a person's job ought to depend
upon an improper tax subsidy which is given to individuals who can
afford to take the expense account allowances.

We think if we got back to a normal operating economy where
people go to. lunch or do entertaining or go to a sports event on the

asis of paying the price involved, rather than the price being twice
or three times what it normally should be because folks know it is
going to be tax deductible, more people might be able to participate
in athletic or theatrical events and prices may well come down be-
cause then the theater owners or the restaurant owners would not be
able to rely upon expense accounts to get the high prices they charge.
In the long run maybe a tightening up of the expense account allow-
ance may be far more beneficial to the rank and file worker in the
hotels and restaurants by reducing prices but increasing customers.

Senator DOUGLAS. May I ask a question on section 3 on lobbyingI
Mr. RutrrmEna. Yes, we suggest in our statement that this provi-

sion be removed both for substantive and procedural reasons, and I
explained a little of this in my statement toward the end, I think
when you were out of the room Senator.

Senator D0ULAS. May I asl this: If a group of citizens are opposed
to a bill which a group of corporations favor, under this language the
corporations could deduct the direct expenses connected with appear-
ances or communications?

Could the citizens make similar deductions under our law? Could
they be said to have a material interest which would permit them to
deduct expenses, travel expenses coming to Washington, preparation
of briefs, and so forth ?

Mr. RUmTTNBERG. As I understand the bill as it is now written and
I would defer to the experts on this, it would apply only to the busi-
ness expenses of corporations and not to the expense ol individuals,
private individuals who are coming to testify.

Senator DooiAs. I wonder if Mr. Stamand the staff would clarify
this point?

Mr. SrAxf. I did not hear you.
Senator DovuaS. The question is whether the deductions allowed in

connection with legislation under section 3 apply only to those carry-
ing on a trade or business which has a material interest in connec-
tion with legislation or whether they are also permitted for citizens
having only an indirect interest as consumers or as taxpayers or hav-
Ing only a moral interest in the matter.

Mr. STAM. I thiik the purpose of the amendment was thAt you
had to have in mind a spebifc matter that affected you personally, your
business, I mean.
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Senator DouceAs. Has affected you economically ?;
Mr. STAx. That is ri ght.
But you couldrdeduct it, that is the idea.
Senator Dotmos. Would a taxpayet'be considered, anordinary tax-

payer be considered, to have a material-Ihterest in- the tax billI
Mr. STAzx. Well, it would have to 'be a direct interest that affected

hii particular problem. In other words-
Senator DoUrGAs. In effect what you are saying is that lobbying ex-

pendture for the general interest are not tax deductible but lobbying
expenses for special interests are deductible, is that right

Mr. STAzx. Well, I mehi, for example, if you went to see a Mem-
ber of Congress and you wanted to talk aboiit a speiflc tax proposal
that affected you personally, then that would be considered to be a
business expense, and allowed.

Senator DSVOLAS. Yes, such as corporations doing business abroad.
But suppose you are just a citizen interested in thismatter, and you

feel that if this privilege, to which the Senator from Tennessee has
referred, is granted to corporations abroad, it would have a generally
adverse effect upon the country.

Would your expenses under those conditions be deductible I
Mr. STAZx. I would think no, Senator Douglas, the connection is too

remote.
Senator DovuGAs. That was my feeling.
Senator BENzwr. Would the Senator yield so I can cite him an-

other example?
Suppose you were the president of the League of Women Voters

of Salt Lake City and you wanted to come to Washington to testify
before any committee of Congress on any pending legislation, could
your expenses be deducted?

Mr. STAx. I think you would have to show some direct interest in
that legislation that would have some specific effect upon you in con-
nection with your business.

Mr. RUr iNMGO. There is a provision here, I was just looking at
the report, I am not sure I understand it but it says the deduction of
legislative expenses for those who incur them f6r personal reasons
is not proposed here since such expenses are not deductible.

Senator BmENimrr. I didn't indicate somebody who was doing it
for personal reasons. I indicated an example of a person who was a
member of a national organization, nonprofit who comes representing
the organization to an appearance before a legislative committee.

Senator DouaLAs. What was Mr. Stain's answer?
Mr. STAxr. Well, all of those questions will have to be interpreted

but I mean you are supposed to have some direct interest in the par-
ticular legislation.

Senator DOuGLAs. What is your definition of "diroct"I
Mr. STA z. Now, if this particular person was hired by an organ-

ization to come before the Congress and make a statement affecting
the proposed legislation, I would think it would be deductible.

Senator SATHims. In this summary right here, I just saw this,
Mr. Chairman, it says here if the expenses are otherwise a deduction
allowed for the portion of dues paid to an organization which are
used for similar legislative expenses to the.extent they are related to
the business of its members. It goes on to say in addition the expense
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of communication of information between the taxpayer and the or-
ganization with respect to legislation is deductible.

So the illustration which the Senator from Utah gave according
to this summary would-be deductible.

That is what it says.
Stain says, "Yes" and the other man says, "NoI" so I don't know.
Mr. RUi rBPnO. The best thing to do, is just remove the whole

provision from the bill which we strongly urge you to do.
Senator DouaoLAs. Did you hear testimony from the U.S. Chamber

of Commerce yesterday that the language still be further broadened
to include expenses to inform not only legislators but also the general
public?

Mr. Ru rENBERO. This was a proposal which the Ways and Means
Committee was considering back, I think, in 1959 and 1960, and re-
jected out of hand and this proposal specifically does say in the re-
port on it by the Ways and Means Committee that such expenses ob-
viously are not covered by this proposal but I do know the Chamber
and a good many other organizations are interested in expanding it
out which would be a very serious problem indeed.

Senator BENNmEr. That is all, Mr. Chairman.
The CHlAnMAXi. Senator Gore?
Senator GORE. I have one more question.
In order that there will be no misunderstanding about the position

you have taken, I believeyou said you did not wish to impede foreign
investments by U.S. corporations.

Mr. RUTT nBRO. That is right, I agree.
Senator GORE. You only wish to remove the premitim upon income

from foreign investments?
Mr. RuTTENimnO. Exactly.
Senator GORE. The preferential tax treatment?
Mr. RUTrNBEnO. Right.
Senator GORE. It is not your view, is it, that a removal of this pref-

erential treatment would stop all foreign investment?
Mr. RuTEiiNBFiO. I am sure it would not, because there are other,

many, many legitimate reasons for foreign investment to move over-
seas and we think they ought to move overseas but they ought not as
you say have the tax advantages as an additional incentive.

Senator Go E. So this is not a question of discussing the extremes
of whether or not there will be no foreign investment for U.S. concerns
and citizens on the one hand, or whether there will be a flood on the
other.

It is a question of putting the American tax, U.S. tax policy, in a
position of neutrality; in other words, of repealing preference, the
favoritism now given to foreign income?

Mr. RUTTwENBEO. Exactly, Senator Gore. /
You have restated my position quite accurately.
Senator GORE. Well, I wanted to restate it because it is my position

also, and I did not wafit to run the risk of someone misinterpreting it.
I would like to go one step further. You said that there was no

regulation now on exporting capital. That is correct. Will this not,
in your opinion, become a-ntost inevitable if the tax favoritism on
foreign income is continued?
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Mr. RuT WBERG. I am inclined to agree with you Senator Gore,
that if we continue tax deferral and continue the kindof. increases i
tax havens as well as increases in the number'of mariufactuiring-proi
dtictiVe facilities overseas that, this iiay well force the United Sta
into a position of some control lover the export of capital and I t
this would be disastrous and I think we ought to %void that by remov-
ing the tax deferral before it happens.

Senator Gon,° I am not sure thtt it would be disastrous, but I do
feel that it may be the inevitableconsequence of continued preferential
tax treatment of foreign income, It may be a necessary action if 6t&f
balance of payments diftlofties continue in their present severity, 'aid
particularly so if that becomes more severe. I am not at all sure it
would be disastrous, but we are the only major industrialized nation
in the world thht either does'n~t now or has not in the past used it'
I don't know why we should be so frightened of it and, thedfore, t
couldn't agree with you that it would be disastrous.

It might be very helpfl, in fact. But at least the point I wanted to
make was that if we don't have it now, if we continue this unwise
preferential treatment of income and profits earned abroad, then it
may make direct regulation inevitable, whether it is very bad or just
bad.

Mr. RUTTENBERO. I used the term "disastrous" in the sense that nor-
mally in America we abhor the notion of controls in America, and if
we want to avoid the necessity of controls in the years to come, over
the export of American capital, the way it seems to me to do that is to
remove the tax deferral privilege now and I used the word "disastrous"
only in that context.

Senator GoiP. Thank you.
Mr. RUT.E NBERO. You waild have to resort to controls.
The CHAIRMAN. Mr. Ruttenberg, I want to congratulate you on

making a very fine statement, able and constructive. It is very evident
you are quite a student of taxation and we are always glad to have you
before the committee.

(The prepared statement of Mr. Ruttenberg follows:)
STATEMENT OF STANLEY H. RUTTENBERo, DIRECTOR OF RESEARCH, AMEnICAN

FEDERATION OF LABOR AND CONOREBS OF INDUSTRIAL ORGANIZATIONS

On behalf of the AFL-CIO, I wish to express appreciation to the chairman and
members of the Senate Finance Committee for this opportunity to present our
views on the proposed Revenue Act of 1982. Your committee Is confronted with
vastly complex tax issues which vitally affect the welfare of this Nation.

The AFL-CIO supported this billon the House side with considerable reserva-
tion. While it includes features that are highly praiseworthy, In our judgment
some of Its provisions are not in the public Interest. Besides, there are regrettable
omissions. We are confident, however,, that a vastly improved measure will
emerge when this committee has completed its deliberations and reports its bill.

The most encouraging aspect of the President's tax message of April 1961
was his call to the Congress to start closing loopholes. Taking action to end
legal and illegal tax evasions-even though only the few that the President sin-
gled out for cotgressionAl consideration a year ago--would be a hopeful although
belated beginn ifg of tax reform. Only when loopholes are closed and the bill6ios
of dollars lost by the Treasury each year are recouped, can Congress afford to
significantly lighten the near-wartime tax burden still being imposed upon the
average American family.

We are thankful, therefore, for the beginning of l0ophle closing undertaken
by this bill. Unfortunately, its provisions would achieve less than two-thirds of
the not even $2 billion loophole closing goal set forh by the President. We ask
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YOU116W to go the rest of the way. Achieving his liited objective is necessary
not only to restore greater tax equity and to regain needed revenue; It is neces-
sary also to preserve the respect of Americans for their ta4 system. Later in
this testimony we will discuss precisely why we urge that this bill be modified
to close various loopholes in essentially the manner proposed by the President. At
this point, we wish to address ourselves to the manifold reasons why we Oppose
the investment tax credit proposal.

THE INVESTMENT CREDIT

At the outset, we wish to make one lauditory comment about this ill-conceived
proposal. Its authors are to be commended, at least, for their recognition that
fiscal policies can and must be shaped to achieve more than the traditional objec-
tive of raising adequate revenue and doing it fairly. Just as fast tax writeoffs
served successfully to spur defense-related construction, special tax concessions
are wisely granted to encourge small business and temporary tax cuts to counter
future business downturns are now properly being supported by the President--
practical new fiscal tools must be conceived and used to achieve priority national
goals as the need arises. Although we view the investment credit to be an un-
desirable tax device, we recognize the values of the search for new and imagina-
tive fiscal policies to help solve pressing problems.

It Is being argued by the administration that this costly credit is vitally needed
to sitmulate capital investment and, particularly, to increase our ability to com-
pete overseas. It Is our view that this super-billion-dollar permanent subsidy-
which will absorb all the revenue from loophole closings--will do little to help
achieve these desirable ends. In fact, in the long run it could well do more harm
than good. Essentially, the enactment of this scheme would simply substitute
a new tax loophole for the discarded older ones.

If we could believe, with its proponents, that this investment credit crash pro-
gram could truly spur and sustain economic growth and resolve the balance of
payments problem quickly, the AFL-CIO would support it. Unfortunately, these
problems will not be ended or even mitigated by this tax windfall, no matter how
well intended.

In determining what should and should not be done to come to grips realisti-
cally with our economic growth and balance-of-payments problems, a number of
widespread falacies need to be exposed. Toward this end, the following ques-
tions must be raised as this committee weighs the merits of the investment credit
proposal and they should be reasonably answered.

(1) It is indeed true that American industry is substantially obsolete and
therefore is being outcompeted in the markets of the world?

(2) It Is true that American business needs the tan credit to help finance new
investments because otherwise funds would not be availalile?

(8) To what extent would the tax actually stimulate new capital vutlays in
enterprises vital to our national goals? To what extent would the tax cre41t
simply subsidize investment that would occurs without it?

(4) With much of our productive capacity still idle because of lagging domestic
demand, how long could the spur of the tax credit sustain investment growth?
Should not a top priority now be given to tax policies that will encourage the
higher demand that is the essential underpinning for sustained investment
growth?

(5) What fruitful measure should now be pursued to deal with the balance-of-
payments deficit?
Are we outcompeted in world markets?

Investment credit enthusiasts have overcapitalized on the alarmist view that a
crisis of obsolescence has overtaken the American-economy-a view that is not
supported by the facts.

In 1902, private business firms are reported to be spending a record $87.2 bil-
lion on new plant and equipment, a rate about 8 percent higher than in 1061.
Since World War II, as a matter of fact, capital investment in the united States,
excluding agriculture, has exceeded $425 billion-an unparalleled record any-
where.

The view that we are being outproduced and outcompeted is largely due to a
misunderstanding of the balance-of-international-payments problem. Wilie it is
true that the balance of payments has been negative, tho balance of trade has
been decidedly positive. In 1001, our' nonmilitary exports ($20.1 billion) actually
exceeded Imports ($14.7 billion) by about $5% billion. Actually, almost all the
balance in our favor comes from finished manufactured products.
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"In 1901, they amount to over $10 billion while our imports of i mnf toured
products were only $6 billion," Secretary of Labor Goldberg proudly nnoupcdt
In public testimony 8 weeks ago. Indeed, our biggestdear earners are our
exports of manufactured products," he added. Surel, Ws record does 't and-
cats that American Industry IS too obslte " to compete.

While it may be true that some of our enterprises lag technologicaly 'or spe-
cial reasons, and that total new investment would be even higher If domestLc
demand was growing fast enough to support it, we hardly can be convinced that
technological rigor mortis has overtaken the Nation. Too many American work-.
oe have been automated out of their jobs or have justifiable reason to fear that
they soon will be, for us to have any Illusion that ourproductive system is stand-

Ing still.
I* a public eubad tweded to finance "private" inveatmentt

There Is just no evidence that American business needs an acrossthe-board tax
credit subsidy to help pay for Its new Investment. Larger capital outlays are not'
being deterred because of any overall lack of available private Investable funds.

On the contrary, savings available 'for capital formation are substutial. Ac-'
tully many businesses now finance new plant and equipment solely with their own
internally generated funds--money accumulated from retained profits and depre-
ciation set-asides. Prom 1940 through 1961, American corporations--excluding
financial institutions--invested $374 billion In new plant and equipment. How-
ever, their internally generated funds available for new investment over the
15-year period actually totaled 96 percent of that sum, In 19061, this internal
cash flow actually exceeded last year's total outlay for new plant and equipment
by 0 percent.

In recent years the cash available for investment from depreciation set-asides
alone has grown spectacularly. This is due both to the tremendous aggregate
rise in postwar investment and the liberalization of depreciation allowances in
1954 and 1958. While in 1958 corporate depreciation allowances totaled less
than $12 billion, equal to only 49 percent of capital outlays that year, in 1961
these set-asides reached a staggering total of more than $24 billion, a sum equal
to 80 percent of all corporate new plant and equipment expenditure last year.
And, with the further liberalization of schedule F now being put into effect by
the Treasury, depreciation set-asides will grow even faster.

According to the Council of Economic Advisers, about two-thirds of our manu-
facturing exports are accounted for by the metal, machinery, and transport in-
dustries. Yet, it is precisely the major companies in these industries that are
most generously endowed with internally generated funds available for capital
improvements. In fact, in recent years they have seldom been forced to sell
stock or borrow to meet their new investment needs.

It should also be recalled that the substantial effort to encourage business in-
vestment through tax aids has not been confined to liberalized depreciation allow-
ances alone. In 1954, the Congress for the first time also sanctioned the writeoff.
of research and development outlays as a current cost of doing business. Al-
though this tax law change has also resulted in a substantial Federal revenue
loss, it, too, serves as a substantial stimulant to technological process. In 1960,
the U.S. outlay for research and equipment by our industries reached a record
$10.5 billion compared with less than $2 billion for all the Common Market na-
tions combined.

It is our view that the Congress has already been more than generous in its
effort to spur new investment via tax law. In the fact of the ample resources
available to business for new plant and equipment, a further across-the-board
public subsidy clearly cannot be justified on the basis of overall need.

CAN THE CREDIT ASSURE INVESTMENT THAT SERVES ESSENTIAL NATIONAL NEEDS AND
THAT WOULDN'T OCCA WITHOUT IT?

America's productive plant is neither obsolete, outcompeted nor do business-
men lack access to funds for its expansion. We are told, nonetheless, that the
Investment tax credit is vitally needed. Moreover, the administration is seeking
this generous across-the-board business subsidy not just for a year or two; it is
'being urged "as a continuing part of our tax structure." According to some esti-
mates the original credit proposal would have cost the Treasury more than $26
billion over the next 10 years.

Will this mountainous giveaway advance the national interest In any relation
to its tremendous cost?
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Actually, It isn't likely that much additional investment will result from this
public'outlay that wouldn't occur without it.

While the President's original tax credit proposal was at least aimed at re-
warding increased investment from year to year, the House enacted bill now pro.
poses to give this handout to a business even when its new investment is not
rising--in fact, even when it is going down. What is more, the committee has
lengthened the list of investment credit free riders thereby adding hundreds of
millions of dollars to the Treasury's annual revenue loss. Furthermore, as the
new equipment (paid for by the public through the subsidy device) wears out,
the (ammittee would allow full depreciation set-asides against it. Thus, the
benefit from each of these freeloading Investment credit handouts would go on
and on in perpetuity.

While the tax credit will scarcely assure much added investment that wouldn't
occur without it, its payout in tax savings to business will delight the benefici-
aries. For example, had it been on the books from 1957 through 1060, Ford
and General Motors together would have enjoyed nearly $100 million more in
profits after tax.

According to a recent Wall Street Journal survey of business Intentions, if the
tax credit becomes law, spokesmen for 67 companies out of 68 said it would have
no significant effect on their investment plans. As one business leader put it:
"This program won't alter our construction program one bit; It's nothing more
than a windfall."

According to J. A. Livingston, the popular business columnist, the whole tax
investment credit idea is "just another loophole."

Despite its multibillibn-dollar cost, most of the tax credit subsidy would also
be of dubious value in achieving vital national objectives. It would reward
investors in a host of undertakings--from bowling alleys to barber shops--that
have little bearing on our ability to raise exports or on other priority national
goals. Even new investment in agriculture will be rewarded despite the fact
that this industry now receives a vaitt public subsidy precisely because it is
already producing too much. In a simi, arly generous spirit utilities are included
too, although they enjoy a guaranteed rate of profit and already are legally
obligated to provide the new investment required to meet expansion needs.

Actually, the major beneflciAries of tho billions of dollars about to be squan-
dered under the investment tax credit scheme will be the 500 largest and richest
industrial giants of America. These are the enterprises that, according to
Fortune magazine, now account for more than half of all our manufacturing
and mining production and profits. They account for the lion's share of invest-
ment in new plant and equipment as well.

Thus, it is evident that the tax credit would neither guarantee a significant
net addition to private investment nor would it selectively stimulate these forms
of capital outlay that most serve the Nation's needs. Furthermore, over the
years it would impose a burden of billions upon the public for subsidies totAlly
unrelated to the financial need of the business beneficiaries.
Cats the tax credit assure sustainable investment growth? "

Let us now briefly consider the proposed investment credit against the broader
backdrop of the Nation's growth needs.

Enactment of the credit might temporarily nudge business investment higher,
but it certainly will not encourage balanced and sustainable economic growth.
On the contrary, it would more likely distort the recovery and hasten the next
recession just as the overgenerous tax benefits for investors after 1954 tempo-
rarily stimulated investment from 1955 to 1957 while consumption lagged. Inevit-
ably, the recession of 1957-8 and a substantial accumulation of unused plant
and equipment ensued. Today the tax credit stimulus could be expected to be
less because of excess productive capacity already in existence. The artificially
continued investment stinifflus would be short lived.

The major prerequisite for increased ind susthinod business investment Is
high-level use of existing plaint and equipment and the expectation that sales
will continue to rise. When demand and sales are high and give promise of
being sistained, American businessmen generally need little prodding to expand
their productive facilities. And even when demand is sluggish, they seem ready
enough to Improve the efficiency of their capital stock in order to reduce unit
production costs.

Today, with substantial American prodtctive capacity still idle, demand must
cateh t$to insure a sustatilble Investment rise. Since domestic sales are the
major support of most of our companies that also export overseas, rising demands
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in our home market coupled with a more strenuous effort to sell abroad are now
needed to set the stage for a durable investment boom.

Even the most generous investment credit handout cannot stimulate private
Investment for long in the absence of adequately rising demand.

The findings of the Wall Street Journal's survey support this conclusion coni,
pletely. It found many concerns are now worried "by excess capacity, which
makes spending large sums of money for new machinery seem to them a dubious
proposition regardless of tax laws." As one business executive put it, "the prob-
lem now is trying to find markets for our present production, not getting money,
to make more."

With much of our already existing productive capacity still idle for lack of
orders, further tax benefits for business should be given the lowest priority,
For this reason, anrd the additional fact that the productivity of new capital
Investment constantly is rising and multiplying the potential output of goos
and services which must be sold, highest priority today should be given to
tax policies which broadly stimulate consumer demand.

The kind of spur business needs most is the durable stimulus of rising family
spendable income, which lower income taxes for the middle and lower brackets
could now help provide. Instead of squandering the revenue from loophole
closing on an unwarranted tax credit scheme, it would be far wiser to use it
to cut personal taxes and raise consumer demand.

Last spring, when spokesmen for American business were testifying before
the Ways and Means Committee, they appeared to be cool to the investment tax
credit plan. We assume that this was not due to any desire to reject this
lush multi-billion-dollar bonanza out of hand, but rather because they preferred
to bargain with the Federal Government for a further increase in deprecia-
tion allowances, which they cherish even more.

Depreciation set-asides are entered on the books as a cost of doing business;
when depreciation allowances are liberalized, after-tax profits are held down.
The investment credit, on the other hand, wofild have the effect of r:'ising
profits after tax. Ii this form, windfalls are more visible and can be em-
barrassing. What is more, because faster depreciation writeoffs raise book-
keeping production costs, they Invite price markups. A tax credit, however, pre-
vents price distortion.

Although depreciation benefits already have been liberalized twice, in 1954
and 1958, the Treasury recently announced that it is increasing them still fur-
ther through an overall downward revision of its "useful life" Bulletin F
schedule of depreciable business assets. It Is'estimated that this administrative
adjustment alone will increase depreciation set-asides by about $1% billion
annually. In our view, the actual useful life of a business asset is the proper
depreciation rate yardstick---no more and no less. If inequities exist under the
old Bulletin F schedule, because of an accelerating rate of capital replacement,
the AFL-CIO supports their removal.

Having won their faster depreciation writeoff victory over at the Treasury,
however, the business community apparently decided to seek a second victory
by substituting a still faster depreciation writeoff scheme in lieu of the admin-
istration's tax credit proposal. Until hours before the House vote this was
the Republican plan, and it was finally abandoned only for reasons of political
expediency.

However, whether the additional $1.2 billion business tax benefit had been
gained via the Investment credit or the still faster depreciation writeoff route,
In our view makes little difference. -Either way, the deck is loaded against the.
average taxpaying family and the national interest.

Moto should we resolve the balavve-of-paymnents problem?
If the investment credit Is not the way to meet the balance-of-payments defi-

cit, then how do we effectively cope with this continuing national problem?
According to a report of Secretary of the Treasury Dillon a week ago the

basic dollar deficit of the United States as a cobsequence of all our transactions
with foreigners except the, International ebb and flow of short-term capital,
was $600 million In 1961. This was a very substantial reduction from the basic
deficit of $1.9 billion in 190 and $4.3 billion in 1950. The growth of our trade
surplus from $1 billion in 1050 to $4.7 billion in 1000 and $5.5 billion in 1961
largely accounts for this reduction.

As long as governments continue to settle their international tran-4actions
by n transfer of the' world's limited supply of gold, countries with ftdverse bal-
ances and too little gold are faced with trouble. For this reason, the United
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States, with its postwar hoard of gold, has taken drastic and generous steps to
help other nations that have, or had, too little. Now that postwar reconstruc-
tion and prosperity have been achieved by many nations, some now find them-
selves in possession of a growing accumulation of gold and dollars. On the
other hand, in recent years America's international accounts have gotten out of
balance and our gold loss has been substantial. Steps to rectify this situation
are clearly necessary.

There are many things that can be done.
In the first place, the administration's effort to insure greater opportunities

for the sale of U.S. products in world trade through tariff reduction, must be
supported.

Second, It is imperative that other prospering nations that enjoyed our
generosity during the postwar years now shoulder a larger share of the rising
cost of economic and military aid and of maintaining international institutions.

What is more, we must now institute a system of offshore procurement in re-
verse. Just as a few years ago we wisely built up the dollar earnings of other
nations by buying military and other supplies from them, other countries now
must be encouraged to buy from us, particularly those who are directly receiving
or indirectly benefiting from our aid.

In addition, special inducements to export American capital due to the un-
warranted and outdated preferential tax treatment we still, accord income earned
abroad, must now be ended as requested by the President. The bill before you
goes only part of the way in closing these loopholes. Completing the Job. as we
will point out later, will reduce the balance-of-payments deficit and recoup $250
million In needed revenue for the Treasury.

If further drastic steps are needed-and other countries have not hesitated
to use them when confronted by a payments crisis-the movement of private
capital abroad should be restricted and directed in accordance with priority na-
tional needs. Moreover, the travel outlays of Americans abroad could be fur-
ther limited, temporarily. Under any circumstance, a far more vigorous effort
to encourage foreign tourists to visit and spend in the United States must now
be undertaken.

A combination of some or all of these measures will end the balance-of-pay-
ments problem. Although the administration Is already pushing some of them.
a greater effort is needed.

Finally, we should also strive to raise our export surplus still further, al-
though there must be a realistic limit to ofr expectations. The economic resur-
gence of other countries and the reduction of tariff barriers amongst them are
inevitably creating sharper competition for America. It 'is well to recall that
the era in which our industries alone remained unscathed by the devastation
of war has receded far into history. What Is more, many nations must. indped,
"export or die"; in our zeal to sell abroad we must not undermine the economies
of our friends.

However, instead of rushing to enact the blltltderbuss investment credit scheme
In the name of spurring exports--which would only distort economic growth at
home and Impose an njustiflable and costly burden on the taxpayer-we should
be shaping wiser and less expensive polieles to spur sales overseas.

American businessmen themselves should work harder to sell to potential cus-
tomers abroad and to compete more effectively at home against imports as well.
As a dramatic example of this need, it is Important to recall the costly failure
of the automobile industry to anticipate the growing domestic and foreign pref-
erence for compact cars. As a consequence, our loss of sales and 'of dollar ex-
change in both areas was tremendous. Although foreign trade has been vitally
important to a few American industries, exports 4ril1 account for less thai 5
percent of the sale of America's total national product. For this reason, ex-
port potentialities have not been a major preoccupation of the business com-
munity or even of the Federal Government, until recently. The balance-of.
payments problem clearly requires a change of view.

What is more, money now being sought for the wasteful Investment tax credit
should h pseleetively used and be limited to the creation of a variety of aids that
sper0ei'aly encourage a favorable U.S. balance of trade.

Whilb international agreements should properly prohibit aids that lead to the
dumpIna of goods overseas, much can be done--and now is being done by other
governments--to legitimately stimulate exports.

In the first place, it an investment tax credit has validity it should be restricted
to enterprises engaged in production for excort or in strenuous competition with
imports.
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Secondly, the granting of one or another form of direct tax concession related

specifically to levels of export sales, might well be explored by this committee,
However, such tax benefits, including investment credits, should be allowed only
temporarily, for as long as our balance-of-payments deficit continues.

Furthermore, low-cost credit for loans for overseas customers and low-cost
insurance to cover the commercial and political risks associated with foreign
sales, must be made more widely available. Toward this end, the actvitles of
the Export-Import Bank must be increased.

In our view, this committee would perform a great service by thoroughly study-
ing the feasibility of these and all other export stimulating alternatives. We
are advised that as long as these devices do not result in lower selling prices
abroad than in our own domestic market, they are not barred by any interna-
tional pact.

We are convinced that wise that wise selection from among many constructive
available means of attacking the balance-of-payments problem-short of resort-
ing to the costly and unwarranted across-the-board Investment credit-will bring
results.

CLOSING TAX LOOPHOLS

Tax withholding on divtidend and interest income
One of the important features of the bill before you is that it will withhold

dividend and interest income for tax purposes, In accordance with the President's
request.

This proposal imposes no new tax; it simply would enforce payment of what
has long been due.

Gross discrimination now exists between wage and salary income and dividend
and interest income because withholding applies to one and not the other.

The withholding system leaves no room for the forgetful, the neglectful, or
those who would deliberately try to avoid payment of taxes. Uncle Sam receives
his due share of wage income almost at the same time that the wages are paid
to the worker.

As a result of withholding, 97 percent of all wage and salary income is re-
ported on Federal income tax returns. Because no withholding system applies
to dividends, to interest, or to any other type of income, a far larger proportion
of this income is not reported in income tax returns. Treasury data shows that
for 1959, 9 percent of all dividends and 35 percent of all interest remained un-
reported. It is estimated that the total of unreported income in these two
categories amount to $3.8 billion.

A long as the withholding system applies only to wages and salaries, a gross
injustice exists which forces wage and salary income to pay a greater share of
the tax burden than other types of income. Clearly the answer is to equalize
this treatment by instituting a withholding system on other types of income.

What have been the objections to this proposal? Some of those who regularly
pay dividends and interest to holders of their securities have insisted that a
withholding system would be too great an administrative burden for them
to bear. However, it would be far less than the burden they now assume in
withholding income taxes from wages and salaries. Moreover, in the past few
years, many firms have introduced mechanical operations into their dividend and
Interest payment procedures so that whatever additional bobkkeeping in in-
volved can be swiftly handled.

Another objection has been a concern that many low-income recipients not
subject to tax would find their dividend and interest payments reduced by the
amount of the withholding, and be forced to undergo personal hardship while
awaiting refunds from the Treasury.

This is a problem of but minor proportion.
In the first place, Treasury figures reveal that only 11 percent of unreported

dividends, and 20 percent of unreported interest is received by taxpayers with
incomes below $5,000. The great bulk of it belongs to those with higher incomes.

What is more, for those with low incomes the bill before you provides for an
equitable arrangement whereby individuals who expect no tax liability can avoid
withholding, as can all individuals under 18. Besides, married couples with less
than $10,000 income and individuals with less than $5,000 can receive quarterly
refunds if they expect to have less tax liability for the year than the amount
withheld.
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We cannot endorse too strongly this section of the bill before you. Its enact-
ment will restore $050 million in sorely needed funds to the Treasury and im-
measurably restore confidence in the fairness of the Federal tax system. We
hope that the adoption of this proposal will win swift approval from the
committee.
Repeal the dividend credit and eWoluston

A year ago President Kennedy in his tax message urged the Congress to
repeal the ineqditable dividend credit and exclusion in its present tax bill. A
credit for unearned income creates a glaring inequity in the Federal tax system,
he pointed out. The failure of the bill now before you to deal with this Issue
is a grave omission and should be rectified.

The dividend credit and exclusion was passed by the Congress in 1954. At
that time, both the AFL and the 010, as separate organizations, strongly opposed
this proposal. Nothing that has happened since has led us to change our opinion
that the adoption of this proposal by the Congress has resulted in favorable

* treatment to one class of income receivers at the expense of all others.
We fully recognize that dividends play an important role In the American

economy: they are the essential means of providthg a return to the owners of
equities in American Industry. The issue before this committee, however, is

* not whether dividends are good or bad but how dividends should be taxed. In
* brief, it is our Judgment that all sources of income, whether from wages, rents,

dividends, or interest, should be treated alike inder tax law.
* Currently the law alows taxpayers with dividend income two special benefits:

1. A taxpayer may exclude from his Income up to $50 of dividend income
($100 for married couples), and

2. He is entitled to deduct from his tax an amount equivalent to 4 percent of
all dividends received above the exclusion.

Who receives this $450 million in special benefits?
A study by the highly respected University of Michigan Survey Research Center

shows that in late 1959 to early 19060 only 14 percent of American, families owned
any stock whatsoever In publicly held corporations. The propo'tion was far
higher for families headed by a professional person or company othlcidl, but only
8 percent for families headed by a craftsman and only 2 percent for families
headed by laborers or service workers.

* Ownership of but a few shares of stock Is of small value in making use of
the preferential tax treatment for dividend income. The Miehigan study makes
clear the fact that the average stockh1ldihg by low- and moderate-income fam-
filies is small, while the larger holdings are concentrated In families with Incomes
of $10 000 and over. In fact, it is estimated that less than 6 percent of all
families (all stockholder families with over $10,000 income) own 64 percent of
the vllue of all stock. The accompanying table provides more information on
stockhtdiing by income level.

Concentration of pubtlcly traded shareholders in varlotts ne c ro ups

Percent Percent
Percent owning stocks As ercent distribution

Income distribution in each of all of total value
of families group families shareholders

Under $5,000 ................................... 46.7 5.8 2.6- 10
$5,o to $9,999 ............................ .0 15.9 6.0 26
$10,O0 to $14,9 --------------------------- 9.8 35.5 3.2 22
$15,000 and over ------------------------------- 4.5 85.4 2.5 42

Total ----------------------------------- 100.0 14.3 14.3 10W

Source: Survey Research Center, University of Michigan, "Stock Ownership Among American Fami.
lies," June 1960, table 2, mimeographed.

As the table makes clear, only 5.8 percent of families with incomes under
$5,000 own stock. This percentage increases with each higher level of income
until for families with'incomes over $15,000, the proportion owning stock is 55.4
percent.

Another source of information on dividend recipients is the tnhothe tax rethlrns.
Secretary Dtlon's statement before the House Ways nlmd Means Committee pro-
vided basis statistics from this source showing the distribution Of dividends re-
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ported on income tax returns (exhibit IV, table I). We include these statistics
in table 1.

This table provides information by individual income tax return rather than
by family income. The data present a picture similar to that of the University
of Michigan material. The proportion of income tax returns reporting dividend
income rises with total income. For taxable returns with income under $5,000
only 6.4 percent reported dividend income. (See col. 6.) For returns with
income between $5,000 and $10,000, the proportion is only 9.7 percent. However,
for those with income from $50,000 to $100,000, the proportion is 88 percent, but
rises to 92 to 97 for incomes over $100,000.

The same trend Is evident if we examine the amount of dividends as a percent
of adjusted gross income. The proportion of dividends reported on taxable
returns of under $5,000 and in the $5,000 to $10,000 bracket is only 1 percent.
(See col. 7.) For those with incomes from $50,000 to $100,000 it is 22 percent,
but in the higher brackets, it ranges from 82 to 52 percent.

We include as tables II and III basic data relating first to the dividend exclu-
sion, and second to the dividend tax credit. The table pertaining to the dividend
exclusion shows that 8 percent of all returns claimed the exclusion in 1958, and
the average amount of dividends exclusion on each return was $64.09. How-
ever, for taxable returns under $5,000 only 4 percent claimed the exclusion,
with an average amount of $53.16. At the other end of the income scale, over
the $50,000 level, 89 percent claimed the exclusion and the average amount ex-
cluded had risen to $84.57.

Table IV provides basic statistics regarding the distribution of dividend tax
credits in 1958. The number of returns claiming the tax credit represented
about 5 percent of the total. But for those taxable returns with incomes under
$5,000, the percentage was only 2.7 percent. Moreover, the average tax credit
granted for these returns was only $24. The proportion of the returns with tax
credit and the amount of that credit rises steadily with increases in income. For
taxable returns with income over $50,000, 69 percent claimed the credit and the
average tax saved amounted to $1,035. At the highest level of income returns on
$1 million or more, the average tax saved was over $30,000 per return.

In summary, it is clear that not only the dividends themselves but the tax
benefits in the form of the exclusions and credits are all highly concentrated in
the upper income brackets. While the taxable returns with income under $5,000
include 41 percent of all the returns, they only include 20.5 percent of all returns
with dividends, 7 percent of all dividends reported, and only 5.5 percent of the
total dividend tax credits (tables III and IV). On the other hand, returns with
incomes over $50,000 include only about two-tenths of 1 percent of all the returns,
but these include 33 percent of all dividends and 36 percent of the total dividend
tax credits.

In view of thr highly inequitable nature of these tax benefits, can they be
Justified on any grounds? We have examined very closely the arguments of the
supporters of th. dividend credit and exclusion, and we feel most strongly that
they are without merit.

The chief argument advanced for special treatment of dividend income is that
this income is taxed twice-once by the corporation tax while it is still in the
hands of the corporation, and the second time by the income tax when it is dis-
tributed to the stockholder. This argument just doesn't stand up.

1. All families face many kinds of double taxation. For example, a worker
who pays income tax on his earnings and then uses what is left to buy a car
on which he pays a Federal excise tax, is paying a double tax. But he gets no
special treatment. Similarly, because of the multiplicity of Federal, State, and
local taxes, millions of Americans pay double, triple, and even quadruple taxes
on the receipt and expenditure of the same Income.

2. It is by no means certain that business actually bears the weight of the
corporation tax; often it is merely shifted to consumers in the form of higher
prices or to employees in the form of lower wages. According to Dr. Emerson P.
Schmidt, chief economist for the Chamber of Commerce of the United States,
and, presumably, particularly informed in this area, "taxes on business are es-
sentinlly taxes not on the stockholder but on the consumer." 1

3. Even if there was conclusive evidence-and there is not-that dividends
suffer from double taxation and exclusively bear the brunt, of multiple taxation,

Address on "PrIces and Costs," West' Virginia University Labor-Management Confer.
ence, Apr. 20-21, 1961.
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the dividend exclusion and credit provision of the present law is a highly unfair
remedy. Its present effect is to substantially reduce so-called double taxation
in the very top brackets while hardly affecting It in the lower brackets.

Secretary Dillon has demonstrated this conclusively by showing how the opera-
tion of the present system relieves only 7 percent of the extra burden caused by
so-called double taxation of dividends in the lower brackets, but 85 to 40 percent
and higher in the higher Income brackets (testimony before the House Ways and
Means Committee, exhibit IV, table 8).

In the light of this evidence, there is no -i, stification whatsoever for retaining
the present system. There may be some who will argue that the tax credit should
be abolished but the dividend exclusion retained. We see no justification for this
position. Although the exclusion costs the Treasury only about one-third of the
revenue lost by the credit, it is no less inequitable. No other source of income
is given a special exclusion. Taxation of wage income starts with the first dollar
and there Is no logic for any different system for any other type of income.

There never has been any economic Justification for granting dividend income
any favorable treatment under the tax laws. The action Congress took in 1954
has been nothing more than a bonanza for the high income taxpayers.

We therefore strongly urge this committee to follow the President's recom-
mendation by abolishing both the credit and the exclusion.

TAsx I.--Number of individual income tax. returns wvith dividends and
amount of such dividends in 1958

(Dollar amounts In thousands]

Number of Dividends
returns on returns

Number of Dividends Adjusted with divi- as a percent
Adjusted gross Income returns on returns I All returns grossmnome, dends as a of adjusted

with dlvi. all returns percent of gross in.
dends I all returns come

(1) (2) (3) (4) (8) (8) (7)

Taxable returns:
Undor ti000 1,053,591 $64k 428 24,129,298 $74,263,196 8.4 0.9
r5,00 to $0,000 . 1, 724, 929 1,201,103 17,702,182 120,222,881 9.7 1.0
$1000 to F,000 ........ 1,109,027 1,648,680 3,072,449 39.218, 752 3.1 4.2
$20,000 to $o0,000 ........ 439,837 2,055,025 834,002 18,189,272 69.4 11.3$50 000 to $l0,000 ....... 80,701 1,328,985 91,605 6,042,852 88.1 22.0
1 to $200,000 ...... 16,453 74t7,995 17,894 2,302,842 92.0 32.8

,ooto 1600000----.... 3, 411,445 .,934 --- 100 96.4 43.6
$500.000 to $I 00 000,.... 616 171,000 531 356, 220 97.0 48.0
$1,000,0bo and ov69r8.... 227 252,739 236 482,640 96.2 52.4

Nontaxable returns ......... 696,741 522,486 13,433,048 18,965,757 6.2 2.8

Total ................. 15,125,813 9, 057, 766 59,085,182 281, I, 092 8.7 3.2

I Covers dOme.qtle and foreign dividends before dividend exclusions.
1040A returns which do not specify the amount of dividends received.

Source: Treasury Department, Office of Tax Analysis.

Does not Include data for form
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TAr= II.-Dtvidend exolvsonw, 1958

Returns with exclu- Total amount ox.
sions eluded

Amount
Total num- As per. of exclu.

Adjusted gross income ber of re. cent of sion per
turns 'total r. Percent return

Number turns in Total dstrlbu. with ex.
each gross (thousands) tion cluslon

Income
class

((3)+(2))

(1) (2) (a) (4) (5) (8) (7)

Taxable returns:
Under $5 00o .............6 00 0 to i].o W.................
$16,000 to $j6,000._: ........

$20 ,000 to $M0,000 ..... ...........
Over $60,000 .............
11,000 to $100 000 ..........

,100000 to $20,000- ......
$200,000 to 0,000 .......$500,000 to $,0,000 ............
$I,000 andover ..........

Nontaxable returns .............

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

24,120,298
17,702,182
3,072,449

834,002
114,200
91,805
17, 894
3,934

631
238

13,433,018

69,085,182

1,007,771,885,331
1,089,201

436, 193
101,252
80,312
16,420
3,781

512
227

648,986

4,947,717

4.2
0.4

35.568.688.7

87.7
91.8
96.1
98.4
98.2
4.8

$53, 570
103,451
M8216
34,593

8,583
6,752
1,427

325
42
1738,811

317,204

16.9
32.8
24.7
10.9

2.7
2.1
.4
21

100.0

$53.1082.12
71.81
79.49
84.57
84,0788.91
85.96
82.03
74.89
59.80

64.00

i Loss than 0.05 percent,

Source: "Statistics of Income, 1958."

T4rLE IlI.--Dtiden4 tax oredlt, 1958

Returns with tax Total amount of tax
credits credits

Total Amount of
Adjusted gross income number As percent tax credit

ofreturns of total per return
Number returns in Total Percent with credit

each gross (thousands) distributioninoe lss
Q(8)+(M)

(1) (2) (3) (4) (5) (8) (7)

Taxable returns:
Under $5,000 .......... 24,129,298 847,249 2.7 $158,S 6.5 $24
$5 000 to i0000----. 17,702,182 99851 56. 35,018 12.5 30
1i6,oooto b000........ ,07,449 782,882 25.5 5,954 19.5 71
$20,000 to ,000 .......... 34,002 387,773 61.2 74,037 2.9 191
Over $5000............ 114,200 78,702 88.9 102,183 35.7 1,035864 0 0 t A I0 7 '
0000 to $00000 ......... 91,8 77,070 85.1 47,98 1.8 15

1iboot 2b000---------17894 18,227 90.7 28,095 9.1 1,808
$000Oto 150 000 -... 3,934 3,770 95.8 15, 85 .8 4,232

$500 oooto$1o0000 .. 531 508 95.7 54 1.8 10,146
iO O00 and over .. :... 238 227 90.2 8,92 2.4 30,714

Won txabeoreturns ........... 13,433,048 103,124 .1 2,616 .9 25

Tot a.............. 5,085,182 3,010,8I 5.1 28,373 100.0

.Source: "Statistics of Income, 19."

- - - I'- -
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TAnLE IV.-Percent distribut ion of tax returns atnd dividends, 1958

Total num. Number of Total amount
Adjusted gross income ber of returns4 with of dividends

returns dividends

(1) (2) (3) (4)

Taxable returns:
Under $5,000 ------------------------------------ 40.8 20.5 7.1
I ,000 to 1A0, ................................. 30.0 33.0 13.3
$10,000 to $2b,000-----------------------------------5.2 21.0 18.2
V20 to $50000 .......... .............................. 1.1 8. 22.7
Over $50,000 ............................................... 2 2.0 32.9
$50000 to $100,000 ------------------------------- --------. 2 1.6 14.7
$10,000 to $200,000 ----- -------------------------------- I .3 8.3
$200,000 to $500000 ----------------------------------- (I .1 5.3$500,000 to $1,0 ,0 . ........... ... .... : 1.9
$1,K000 tn$106000------ -------- ----------------- (3 21 .9$1,060,000 anA over. ........................ 2. 8
Nontaxable returns ---.---.----- -----.------------- - 22.7 13.0 5.8.

Total ------------------------------------------------- 100. 0 100.0 100.01

I Less than 0.05 percent.

Source: "Statistics of Income, 1958."

Rnd of capital gains treatment on sale of depreoable assets should include real
estate

Almost a year ago the President stated that "another flaw which should be.
corrected at this time relates to the taxation of goods on the sale of depreciable.
business property. Such gains are now taxed at the preferred rate applicable.
to capital gains even though they represent ordihftry income."

The President specifically asked that this tax change should apply to real
estate as well as other kinds of business assets.

Profiteering from the sale of depreciable assets has been greatly encoUraged!
by the acceleration of depreciable property by the Congress In 1954 and 1958,
which now allow as much as 05 to 70 percent of the value of an asset to be.
written off in the first half of its useful life.

These more liberal depreclationh rules have created a critical issue for tax
policy whenever a taxpayer sells a depreciated asset for an amount greater
than Its depreciated value.

This issue can best be illustrated by a specific example: Assume that a busi-
ness asset with a life of 10 years was purchased for $100 and has been depreciated
$65 by the end of the first 5 years. On the books of the company, therefore, this
asset Is valued at $34. The occasion now arises when the company wishes to
sell this asset. In so doing, it finds that the actual market value of the asset
is $50. The tax issue involved in this example is as follows: How should this:
$15 difference between the actual market value and the depreciated book value.
of the asset be taxed?

Currently, this difference is taxed as a capital gain. The maximum tax rate.
for capital gains is 25 percent of the total gain.

It is evident that the present tax law allows a taxpayer to obtain double.
benefits from depreciation allowances. The taxpayer can first obtain a deduc-
tion from his income by claiming depreciation. Under the 1954 law, Congress:
has been most generous in allowing accelerated types of depreciation. Secondly,
when the specific piece of property is sold, the large depreciation allowance
now becomes an additional advantage because the profit realized from the sale
of this equipment can be classified as a capital gain rather than as ordinary
income.

Obviously the way becomes open for taxpayers to manipulate their purchases
and sales of business assets (real estate and capital equipment) not to meet
legitimate economic needs of business, but rather to obtain special tax advan.
tages allowed by the present'tax laws.

We should like the committee to particularly note that this problem Is become.
Ing more acute with the passage of time. The more liberalized depreciation
allowances enacted in 1054 and the depreciation assistance granted to small
business in 1958, all make It possible for taxpayers to depreciate property and
equipment more rapidly than In the past. The result Is that many assets are
being carried on the books at prices well below their true market value. With
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each passing year, and now, particularly with the current downward revision
by the Treasury of "useful life" schedule under Bulletin F, the gap between
the market value and the depreciated value of these business assets becomes
larger.

The bill before you recognizes the nature of 'Ws problem and sets out to meet
it by eliminating this kind of profiteering under the tax law. However, the
area in which profiteering is greatest as a result of the present tax loophole i1
made exempt under the terms of the bill now before ,you. We refer to real estate.

A year ago when Secretary Dillon testified before the House Ways and Means
Committee, he referred particularly to the Treasury's dIesire to "eliminate this
kind of tax trafficking" in real estate sales. He p hinted out that much of the,
tax advantage In the present !qw is attached to "nvestm6nt in so-called deprecia-
tion shelters which exist primarily, in, the real estate area." , The way in w ich
real estate profiteers operate under the generous provisions of the presentlaw
was dramatically told by the Secretary in these words:

"* * * During the first few years after acquisition of a btilhiflg by a real
estate syndicate, the total depreciation allowances and mortgage interest will
,often exceed the rental income, so that distributions of income during this perlooi
are tax exempt in the hands of the investor. When the distributions substan-
tially cease to be tax exempt, the building is sold, a capital gains tax paid on the
gain attributable to the depreciation allowances, and another biding is acquired
to provide another depreciation shelter. Withdrawal of capital-gain treatment
from the gain on sale of the building, to the extent of prior depreciation allow-
ances, will substantially eliminate this kind of tax trafficking."

It is our view and we hope that this committee will concur that corrective
action should apply across-the-board to all types of depreciable assets. This
should apply to real estate as well as personal property because manipulation to
take advantage of the loophole in the present tax law has been particularly
widespread.

Under the proposal now before you, which allows tax profiteering on the sale
of real estate to continue unchecked, only $100 million annually will be recouped
by the Treasury. By returning to the original proposal of the administration,'
It is estimated the revenue gain will be doubled.
,nd expense account abuses

In asking for certain immediate tax reforms a year ago, the President said:
"Expense account living has become a byword on the American scene. This is

a matter of national concern, affecting not only our public revenues, our sense
of fairness, and our respect for the tax system, but our moral and business
practices as well."

The bill before you takes several commendable steps toward ending the shock-
ing expense account racket. But it doesn't go far enough.

The bill properly would now require that all claims for deductible expenses
.be substantiated by adequate records covering the amounts and circumstances
of expenditure. In addition, outlays for entertainment, amusement and recrea-
tion would be disallowed unless it is established that they are directly related
to the active conduct of a trade or business. Also the cost of a facility used
for business entertainment, such as a yacht, would only be deductible If it is
used more than half the time for business purposes. Deduction for business
gifts would be limited to $25 per recipient per year.

The proposals of the President are more stringent.
He asks that deductible food and lodging expenses during business trips be

limited to twice the maximum allowed for Federal employees (this would be
$32 per day).

He asks that deduction for club dues and fees for social, athletic and sporting
-clubs be disallowed.
He asks that so-called business gifts be disallowed to the extent that they

exceed $10 per recipient er year.
He asks the virtual elimination of deduction for expenses incurred in enter-

taining guests at night clubs, theaters, country clubs, prize fights, on hunting
and yachting trips, and the like.'

Whereas the House bill would yield the Treasury an estimated $185 million
In revenue, the President's proposal will yield at least $250 million per year.

We support the President's proposals. The greatest defect in the bill before
you is its failure to require proof that each deductible item is directly related
to the production of business income. Furthermore, its failure to specifically
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disallow outlays incurred simply to creat "good will" perpetuates the mile-wide
loophole by mean of which millions of dollars of extravagant personal expendi-
ture is now being pawned off as a business expense. Moreover, deductions for
certain categories of entertainment-like theaters, nightclubs, and sporting
events-surely should be disalldwed as not conducive to specific business dis-
cussions. What is more, a specific reasonable ceiling on per diem travel costs
and a lower ceiling for gifts, should now be established.

Quite another aspect of the effort to end expense account abuses has been
raised by those who arge that upsetting the status quo will adversely affect their
livelihoods. Managements in the related enterprises and unions have spoke
out vigorously about this aspect.

It is the viewpoint of the AFL-0IO that the essential responsibility of those
who write our tax laws, besides meeting revenue needs, is to seek to achieve an
absolute sense of equity.

In this spirit the AFL-0IO has long fought to end excise taxes which have
singled out the entertainment industry for punitive treatment. In the same
spirit we must support the end of tax rackets which accrue to specially favored
individuals at the expense of everyone else.

While it is possible that ending expense account abuses may have a short-run
adverse effect upon some segments of the entertainment industry, it should be
noted that:

(1) Only by closing tax loopholes can the illegitimate advantages of a few be
converted into overall tax reduction opportunities for the many, with its conse-
quent likelihood of greater outlays by millions of families for entertainment and
other purposes.

(2) If public subsidies for various aspects of entertainment are to be provided
by Government-and many voices have been raised in support of them-they
should be provided directly and not by a tax subterfuge which unjustifiably re-
wards a few privileged patrons at the expense of the rest of the American people.

For all these reasons, the AFL-CIO urges this committee to further pursue
commendable efforts to finally eradicate the expense account racket from the
tax system of the United States.
Deduoting lobbying e penees

The proposal on this matter in the bill before you (sec. 8) is In the nature of
loophole opening rather than closing. We oppose it for both substantive and
procedural reasons.

The bill would add a new subsection (see. 162(c)) to the provision of present
law which would make deductible as a legitimate business expense certain types
of outlays for lobbing activity-Federal, State, and local.

While It is presumed that this deduction would apply only to legislative activ-
ities directly related to the conduct of a specific business, the bill would surely
open wide the floodgates.

Every corporation in the country, for example, could well seek to have the
public underwrite its lobbying efforts to lower its Income taxes, on the ground
that tax rates affect specific businesses. It could be argued, as well, that the
costs of lobbying for lower Federal expenditures should be deductible, on the
theory that this would mean lower taxes. Quite plaily, under this proposal,
automobile manufacturers could make a case for the deduction of their expenses
for lobbying for increased tariffs on foreign cars, on increased highway building
programs, or against meastires to curtain noxious exhaust gases, etc. While there
is no lack of corporate lobbying at present, lobbying outlays can be expected to
increase enormously, if they could be openly deducted.

Moreover. in a letter dated February 26, 1960, from the Treasury to the House
Ways and Means Committee, it is suggested that bany lobbying expenses are
already being deducted under the guise of advertising, promotion, legal, and like
exponditures. The committee repbrt on H.R. 10650,concedes "the difficulty in
segregating and classifying such expenses."

Presumably, the way to resolve this segregation, problem, according to the bill
before you, is to open wide the floodgates by simply making deduction of lobby-
Ina expenses legal.

What is more, in proposing that the public now underwrite business lobbying
expend res by changing the Revenue Code, it is noteworthv that no ro osal
is currently being made to allow a similar tax-deduction privilege to Individuals
seeking to influence legislative decisions. If the issue of freedom of seech is,
indeed, at stake, surely lobbying engaged in out of altruistic motives should be
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treated as favorably as business enterprises seeking to promote their own self-
interest.

It should be noted also that the Treasury letter already referred to further
states that, "General reversal of policy relating to the deductibility of legislative
activities can result in considerable decrease in revenues. * * *" If only be-
cause of the still iooqe provisions covering business expense deductions contained
in the present bill-particularly for entertainment to encourage good will-we
are certain that the revenue loss will, indeed, be substantial.

Quite apart from Its content, it Is also noteworthy that the Issue covered by
section 8 was not included in the President's tax message of April 1901, nor was
public testimony on It invited by the Ways and Means Committee during its
hearings.

During the course of House debate last week, the view was logically expressed
by an important member of the committee majority that this subject matter has
no proper place In this bill.

We are compelled to concur with this view.
Tawing mutual thtit inetitutions

The crux of the conflict between the commercial banks and the mutual thrift
institutions has revolved around the preferential tax treatment long accorded
the latter.

As a matter of fact, until 1952 mutual savings banks and savings and loan
associations were not required to pay Federal tax on the theory that the money
of the members was simply being loaned to themselves. Thereafter, the Congress
subjected the mutual savings institutions to the regular corporate income tax,
but allowed them a special deduction from income for bad debt reserves which
have proved to be so large they remained virtually exempt from tax.

In his tax message a year ago, the President asked the Congress to review
this situation and toinsure nondiscriminatory treatment.

In 1960, the mutual savings Instititions had assets of about $110 billion and
their growth in deposits has been building toward $10 billion yearly. At
current levels of activity, they are earning almost $1 billion a year, after deduc-
tions for Interest and dividends to depositors, but before provisions for
reserves.

Under the bill ngw before you, new methods of taxing these institutions are
provided. Under the alternative that most generally will be chosen 60 percent
of earnings may be set aside as a permissible reserve deduction tax free. The
regular corporate tax rate will apply to the remaining 40 percent and the aggre.
gate Federal tax %vill approximate $200 million. This Is equal to a tax of about
20 percent on earnings in contrast to the regular corporate tax rate of 52
percent.

Defenders of a preferential rate for the savings institutions have made much
of the greater risks Involved in their long-term Investment in home mortgages,
in contrast to the lesser risks inherent In the short-term loans of commercial
banks.

However, it is acknowledged that the reserves of the savings institutions
have become very large in relation to their actual risk experience.

Defenders of the savings institutions argue further that any lesser preferential
tax treatment than provided by the bill will adversely affect hoinebuilding. It
is answered, on the other hand, that both home buyers and mortgage lenders
already are substantially protected by a variety of Federal aids. Besides,
deposits in the savings Institutions are likewise protected by Federal qtfarantees.

It is our view that the Issue Of aid to home construction should be faced
directly, with less utilization of the indirect preferential tax device. In -fact,
the earnings and reserves of many of the mutual savings institutions are now
so great-largely due to their special tax treatment-that reserves build up
constantly for higher interest payments to depositors. But, this in turn creates
a tendency to raise the Interest charges imposed on home borrowers, as well.

We urge the committee to carefully reconsider the efficiency of this House
proposal. While we recognize the need for an adequate transitional period In
adjusting taxes upward when they have been unrealistically low In relation to
the burden of others, the factors of changing times and needs and equity can
no longer be overlooked.
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Taxation of fore n nome
Tax def ral and tax havens.-I now thrn to another aspect of the bill we

consider to be of very great importance. I refer to the provisions dealing with
taxation of earnings of foreign subsidiaries ofU.S. firms.

Under present tax laws, profits earned by TJ.S. firms operating through 'foreign
subsidiaries are subject to U.S. tax only when they are returned to the parent
compfthy in the form of dividends. This means, at the very least, deferral of tax
payment, during which time the U.S. subsidiary operating abroad can retain
the income it might ot2'erwise have to pay In taxes. This gives it a tax advan-
tage over American competitors operating at home, especially when, as in most
countries, the foreign tax Is lower than the comparable U.S. tax. In some
cases, it actually encourages indefinite postponement of both repatriation of in-
come earned- abroad to the United States and therefore Indefinite deferral of
U.S. taxes on the income earned abroad.

The present provisions are both Inequitable and harmful to our economy.
They deny fair treatment by placing U.S. corporations which operate overseas
in a privileged position over U.S. businesses operating exclusively within our
shores. The. tax liability of American firms should be determined solely by the
amount of their income and not on where the income is earned.

The present provisions of the law also hurt our national economy by providing
an Incentive to American businesses to invest overseas rather than at home
In order to reap the gains of the tax deferral privilege.

Thus, investment decisions of American firms are influenced in favor of
foreign investment not by legitimate economic considerations but on the basis
of the tax advantage to be obtained by locating overseas.
The tax advantages enjoyed by U.S. firms operating overseas have helped to

stimulate the tremendous amount of foreign Investment by American business
in recent years. In 1960 with the addition of $5 billion to foreign investment,
total holdings abroad of U.S. firms exceeded $50 billion. AlthOugh later figures
are not yet available, the Commerce Department has reported anticipated in-
creases for 1961 and 1962 at least as large as the 1960 rise.

While U.S. firms have Invested in all parts of the world, the bulk of theirfunds has gone into the Industrially advanced prosperous countries of Western
Europe. Few American firms have established facilities in the capital-sthtrved
less developed countries in Asia, Africa, and Latin America. Moreover, In those
areas, U.S. Investment has been concentrated In oil and other extractive indus-
tries whteh do not contribute significantly to balanced economic development.

Sales of goods of U.S. manufacturing subsidiaries and branches located over-
seas in 1060 amounted to nearly $24 billion of which $9.8 billion were from
Europe and $8.9 billion from Canada. however, European sales have been
growing faster than those from any other area. Overall sales of U.S. foreign
operations have been Increasing considerably faster than U.S. exports.

U.S. foreign Investment has an important impact at home as well as abroad.
'This Impact on production, exports, employment, and wages is often hard to
measure because the known results of foreign investment must be compared
with what might have happened if such investment had not occurred.

U.S. investment abroad has both a plus and minus effect on U.S. exports and
production but the net result is undoubtedly negative. Our best judgment is thit$8 to $5 billion a year, and perhaps even more, has been lost in U.S. sales abroad
because of the output and sales of American companies operating overseas,
In terms of employment, this means some 2150,000 to 500,000 jobs have been lost
to American workers through migration of American Industry abroad. Removal
of tax deferral on income earned in developed countries would help retain
existing Jobs in the United States as well as create new ones by encouraging
investment In the United States rather than in Western Europe.

The tax inducement for Investment in Western Industrialized eflitries is
partit.Ularly indefensible in the light of its impact 9n our balance-of-payments
nroblom. In 1960. three-fourthq of direct foreign investment br .A4. corporn-
tions was in the European nations and Canada. All of this investment abroad
showed up on the minus side of the balcffie-of-pnyments ledger.

hift this is not all. Although our exports hove tnerep.ed markedly during the
past few years. omr total export sales could fiave been still larger had it not been
for the $3 to $5 billion a year in sales abroad we have been losing because of
the oneration of U.S. overseas subsidiarles. If this amdnnt were added to our
present exports, we would have more than enough to convert the deficit in our
balance of payments to a surplus.
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Thus, on every grounds, the continUance of the tax deferral privilege for inlvest-
ment in indutrialized countries, while perhaps Justified in Marahall plan days,
Is indefensible in today's world. It is not equitable. It discourages investment
at home and in less developed countries where it is needed and encourages It in
the prosperous industriklized nations which have no lack of capital. It exports
sales and Jobs. It aggravates our already difficult balance-of-payments problem.
On the basis of every relevant consideration, therefore, the tax deferral privilege
should be immediately eliminated for income earned in developed countries.

Tax wetns.-The tax-haven device deserves special mention because it repre-
sents the most extreme type of abuse of the tax deferral privilege. Hundreds of
American corporations have established subsidiaries in tax-haven countries such
as Switzerland, Panama, Liechtenstein, Bermuda, the Bahamas, and other coun-
tries solely to take advantage of the extremely low corporate income taxes of
those countries. The American firms do not produce in the tax-haven countries;
they contribute little or nothing to their economies. They merely set up skeleton
sales and distribution operations in these low-tax areas through which they
funnel their profits, regardless of where they are earned.

Here is the way a typical tax-haven operation works. A U.S. firm, the XYZ
corporation, has a foreign subsidiary in country A in which it manufactures
products for sale in country A, the United States, and other countries. It sets
up a sales subsidiary in Switzerland or some other such tax-haven country for
the purpose of funneling its sales and distribution. Technically, therefore, the
income on the sale of its products of country A is earned in Switzerland.

The company pays no tax In country A and none in the UTitted States unless and
until it repatriates its foreign-earned Income to the parent company In the form of
dividends. It Pays little or no tax in Switzerland, because Swiss taxes are
nominal at best.

This is only one example of the way in which U.S. companies operating in tax
havens can completely avoid paying any taxes on their oversea income. Many
other devices can be used to achieve the same result. Small wonder, then, that
U.S. firms are increasingly turning to tax havens to dodge tax payments on income
earned overseas.

On April 20, 1961, President Kennedy in his tax message called for elimination
of tax deferral privileges in developed countries and of tax-haven deferral priv-
ileges in all countries. The President repeated the same request in his state
of the Union message of January 11, 1962. The President at no time has altered
his originfal recommendations.

As passed by the House of Representatives, H.R. 1060,0 goes a long way toward
meeting the President's recommendations. The bill makes four important changes
in tax'policy relating to foreign-earned income:

(1) All income derived from a U.S.-owned sales subsidiary operating abroad
would be subject to the full U.S. tax when earned unless the earnings were rein-
vested in a-less developed country.

(2) All income derived from a U.S.-owned production subsidiary operating
abroad would be subject to the full U.S. tax when earned unless the earnings
were reinvested'in a less developed country or in itself.

(3) All income derived by U.S.-owned subsidiaries from U.S. patents, copy-
rights, and exclusive formulas and processes in the form of rental or royalty
Income would be subject to U.S. tax.

(4) The bill also contains a formula to deal with the income of sham offshore
companies set up'to evade payment of the U.S. tax. Under this formula, income
from such nonquAlifled investment, described by the House Ways and Means Com-
mittee as not "necessary to the active conduct of a qualifled trade or business of
-the controlled corporation," made after December 81, 1962, would be subject
to P.S. tax provided the sales income is at least 20 percent of the gross income
of the foreign corporation.

These changes in present tax policy are both equitable and desirable. However,
we recommend one additional change which would be in conformity with the
President's original proposal. While we would favor contintlinir the tax deferral
privilege for income earned by U.S.-owned subsidiaries actually located in less
develoned countries. we would remove the deferral for all income earned In de-
veloned countries even if it is reinvested in less developed- countries. Enrnino
of U.S. subsidiaries In developed countries should be subject to immediate full

.5. tttx. Of course, if the parent-company then desires after paying the 10A. tax
to Invest In less developed countries, the Income actually earned'in the less devel-
oped countries would be subjleet to tax dferral,
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This change would accomplish two important objectives. It would encourage
American firms, whether they are operating exclusively at home or partly through
4versea subsidiaries, to invest in less developed countries. At the same time, the
fundamental principle of equity as between taxation of income earned in the
United States and income earned in other developed, countries would be main.
tained.

Therefore we ask the committee to make the tax deferral privilege apply ex-
elusively to Income earned by U.S. subsidiaries actually located in less developed
countries. In such cases the firms who obtain the tax deferral should: (1) be

,operating new nonextractive enterprises which contribute to the overall devel-
opment of the area; (2) undertake to maintain fair labor standards in their
oversea operations; and (8) receive less than 10 percent of their income frown
sales in the United States.

Credit for foreign taes.--Taxes paid by U.S. firms to foreign nations may now
be credited against U.S. taxes. The President has recommended that such credits
should not be permitted to reduce the total effective tax rate below 52 percent.

It is unreasonable for a U.S. firm with a subsidiary in Baltimore to pay, as
all U.S. firms do, a 52-percent corporate tax rate, while a U.S. firm with a sub-
sidiary in Rome can pay a much lower total tax rate because of crediting provi.
sons. Surely it cannot be considered unfair for a total of U.S. and foreign taxes

* to be required to reach the U.S. rate of 52 percent, as the President has proposed.
Under present provisions, the tax paid by a foreign subsidiary to a foreign

nation is deducted first from the profits and then again from the computed tenta-
tive U.S. tax. The effective rate, therefore, may be less than 52 percent. For
example, if the foreign country's income tax rate is 80 percent on a U.S. company's
'foreign subsidiary's income, the combined effective rate of both U.S. and foreign
taxes may be 45.4 percent instead of 52 percent. This results from the provisions
which permit both the deduction from profits of taxes paid to a foreign nation by

-the subsidiary and the credit for taxes paid abroad subtracted from the tentative
tax computed at the U.S. 52-percent rate when the income is returned here. The
proposed revision would require the U.S. firm receiving returned income to report
the profit of its foreign subsidiary without deducting the tax paid to the foreign
'nation. The foreign taxes would continue to be allowed as a tax credit but not
as a deduction from foreign-earned profits.

The President's recommendation for eliminating this inequity from the law
*has been incorporated as H.R. 10650 as passed by the House. We strongly urge
the Senate to retain this provision in the bill.

Earned income abroad.--Income earned by an individual citizen overseas is
now exempted if he becomes a bona fide resident of the country. Even if he
does not establish a foreign residence he may exclude $20,000 from his U.S.
-tax base if he remains abroad for a period of 17 out of 18 consecutive months.
The President has recommended that this privilege be eliminated except that
the first $20,000 received by individual U.S. citizens who reside in the less de-
veloped countries for 17 out of 18 months or establish foreign residence in such

,countries should be exempt from U.S. taxation. We support the President's
recommendation.

Secretary Dillon has stated that 50,000 Americans were living abroad and
claiming more than $500 million in exemptions in the year 1959. A citizen should
pay the same taxes whether he makes a movie in Hollywood or in Rome. No
possible reason can Justify a difference In U.S. taxes for a U.S. auto executive
who works in Detroit and the same firm's executive who works in Paris.

The President's proposals to apply a rational basis for taxing citizens abroad
would require the following necessary steps: (1) Eliminate tax exemptions for
U.S. citizens who reside in a foreign country; (2) eliminate the exemption for
the first $20,000 of income for others who remain in a foreign country for 17
out of 18 months except in less developed countries.

This would equalize the tax treatment of income for all U.S. citizens, regard-
less of Its source or its location.

The whole Impact of the President's tax measures in the present partial re-
form tax package emphasize this important principle: equal treatment of the
same amounts of income. This applies to his pronoeals for withholding on dlvi-
•dends and interest, repeal of dividend credit and exclusion, tightening expense
accoun i. as well as the elimination of the tax deferral on income earned over-
Aens h foreign subsidiaries of American companies. Surely one's place of abode
hold not be a reasonable exception t6 this excellent principle. Income should

be treated as income, regardless 'of its source, the type or place of abode of



R!)vNt? ACT OF 1062 649

the taxpayer. For this reason we strongly urge the enactment of this proposal
to equalize tax treatment of U.S. citizens residing In' this country and those
living or staying abroad.

There is no need to give a person who wants to go to Europe an incentive to
stay there for 17 out of 18 months Just to avoid taxes. Very often, however,
it is important to give an incentive to a person to go to a less developed area,
where customs and conditions may be dimcult for U.S. citizens. The U.S. Gov-
ernment and private companies need people to work in the less developed coun-
tries of the world. The United States wants to help those countries and wants
to encourage its citizens to go to them to work. Like the tax deferral for in.

-come earned In less developed nations, the exemptions for individual Income in
such areas has a rational basis. In many instances, some incentive Is needed.
Unlike Italy or France, where luxuries are available to American travelers who
will live there or go there regardless of tax laws, some nations of the world
amount to "hardship posts" for Americans who are used to our way of life.
There Is, therefore no Inconsistency in establishing a $20,000 exemption for those
who establish residences or live fAr 17 out of 18 months in a less developed
area.

Unfortunately, the House did not concur in the President's recommendation
It, N,11. As passed by the House, H.R. 10650 makes no distinction between U.S.

'4;e ,ens living In developed or less developed countries. It establishes a ceiling
-%:' $20,000 as the amount which may be excluded with respect to the first 8 years
an individual is abroad as a bona fide resident or has remained out of the coun-
try for 17 out of 18 months. However, it goes even further by increasing the
exclusion to $85,000 for a U.S. citizen who has been a bona fide resident of a
country or countries for longer than 8 years.

The House action appears to us to be thoroughly unwarranted. For reasons
we have already stated, we see no reason why particular citizens should be
placed In a privileged tax position simply because they are living abroad.
Therefore, we urge the committee to adopt the President's recommendation and
make such income subject to the regular tax except for the $20,000 exclusion for
those who establish foreign residence In a less developed country or remain
in such a country for 17 out of 18 months.

Other provitone relating to forefon-earnpd inom.-We also support the fol-
lowing provisions of H.R. 10650 as passed by the House:

* (1) Removal of the present exemption from U.S. tax of the share of U.S.
shareholders in the earnings and profits accumulated in foreign invesement com-
panies unless, as in the case of comparable domestic organizations, the foreign
Investment company elects to distribute currently 90 percent of its taxable in-
come other than net long-term capital gains and it informs the U.S. shareholders
of their share of any net long-term capital gains.

(2) Taxation as dividends, rather than as capital gains, of earnings or profits
derived from taxable liquidations or sales or exchanges of stock in foreign cor-
porations at the time the funds are brought back to the United States. How-
ever, as In the case of other foreign-earned Income, we see no reason of deferral
of tax until repatriation of income and therefore ask that this provision be
changed accordingly.

(8) Elimination of exclusion of real property located outside the United States
from the estate tax base.

(4) Requirement of annual submission of information with respect to opera-
tions of Americans abroad to give greater assurance that proper U.S. taxes are
paid in the case of these foreign corporations.

SUMMARY

In brief, the position of the AFL-0IO on the major provisions of the bill now
before you is as follows:

1. We oppose the costly Investment tax credit proposal. While it will not
fulfill the objectives of its sponsors, its enactment will dangerously distort the
stable growth of the American economy. Short of outright rejection-which we
urge-it should be recast to provide a temporary Investment incentive solely for
businesses substantially engaged in or affected by International trade. Other-
wise, it simply becomes a multi-billion-dollar windfall, essentially enrlchitg en-
terprises that neither contribute to a reduction in the balance of payments deficit
nor the achievement of priority national goals. Moreover most of Its potential
beneficiaries now suffer no lack of available private fuids to meet expanded In-
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vestment needs. In addition, we view a further acceleration of depreciation al-
lowances, in lieu of the investment credit, to be totally unjustified.

2. We support the proposed withholding of dividend and interest income for
tax purposes.

3. We support the President's request that the inequitable dividend credit and
exclusion be repealed.

4. In order to end the business expense account racket we urge that the House
bill be further tightened in the manner proposed by the administration.

5. We oppose the House proposal to allow tax deduction for lobbying for both
substantive anid procedural reasons.

0. We support the House proposal to terminate the capital gains treatment on
the sale of depreciable business assets. However, this loophole closing should
apply to profiteering from the sale of real estate as well as from the sale of per-
sonal property.

7. We support the increase in the tax liability of savings and loan associations
and mutual savings bafiks proposed by the adnihtistration.

8. We urge the complete terminatift of all special tax exemption and deferral
privileges now enjoyed by Americans living abroad and businesses operating.
overseas, except in the case of income earned in less developed countries.

The CTAMhMAN. Our next witness is Mr. Herman Kenin, president
of the American Federation of Musicians. Mr. Kenin, please have a
seat and proceed with your statement.

STATEMENT OF HERMAN KENIN, PRESIDENT, AMERICAN
FEDERATION OF MUSICIANS, AFL-CIO

Mr. KENIN. My name is Herman Kenin. I am the international
resident of the American Federation of Musicians, AFL-CIO, and
appear here as spokesman for some 268,000 professional musicians.
First, I wish to record our wholehearted fridorsement of the lofty

aims sought by the President and expressed in the broad thrust of
the legislation presently before this committee. As professional
musicians, devoted trade unionists and patriotic Americans, we are in
full agreement with those who say that tax inequities and opportuhi-
ties for tax evasion should be eliminated. We see also the need for
tax legislation to foster economic growth. We support every aspect
of tax reform legislation except that which would destroy the jobs of
tens of thousands of musicians and other employes in the entertain-
ment, restaurant, and hotel fields.

Although sympathetic with the broad aims of this proposed legisla-
tioh, I profess no expertise with respect to the economic theories and
technical provisions of this bill. But, of necessity, I know something
about the entertainment business and its importance to the domestic
economy and the very large segment of workers who rely upon it for
their livelihood.

Therefore, I shall direct my testimony to section 4 of the bill as
passed by the House which deals with the disallowance of certain
entertainment expenses.

Candor compels me to note that there have been abuses. There
has been chi..lihg and there has been fraud. Neither of these abuses
has been liffitwd to the business expense field. Nevertheless, because
there has been adidittedly sOtte abuse iih this area the vague and am-
biguous report of the House Ways and Means Commhnittee accompany-
ing this bill poses the very real danger of throwing out the baby along
with the dirty wash. I am here to ask that this coftiiflttee lead the
Senate in elimiftiiig these invitations to cotlftisit and iitigation.
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Let me say to you, without any equivocation, that the American
Federation of Musicians supports the literal language of the bill as
adopted by the House. That language, properly read, interpreted,
and enforced, will increase Treasury revenues without striking a death
blow to employment in the entertainment industry.

The provisions which would disallow expenditures for facilities
used primarily for the taxpayer's entertainment, amusement or
recreation is wholesome. We refer, of course, to yachts, game pre-
serves, swimming pools, and the like.
The requirement that a taxpayer maintain ample and sufficient

records so as to sustain claimed expenses is not unreasonable.
A limitation Of $25 on gifts, even in this era of lavish spending, is

not only reasonable but in good taste.
The language of section 4(b) which allows reasonable expenditures

for meals and lodging, while traveling, is entirely acceptable. How-
ever, the legislative history should make clear that the reasonableness
of such expenses will depend upon the particular facts and individual
cases. Standards such as the nature of the taxpayer's business, the
normal standard of living of the taxpayer, the locality in which the
travel is performed and the environment of business competition must
d~terhinie what is "teasorinble," rather than any arbitrary standards
set by the Revenue Service.

I come next to that part of section 4 which most directly affects musi-
cians. The language of section 274 (a) requires that expenses of enter- ,

tainment activity can only be deducted where they are and I quote
"directly related to the actiye conduct of * * * (the taxpayer's) trade
or business." That is precise language. With that we have no quarrel.

However, Mr. Chairman, the House committee report beclouds this
language. On page 20 of the report it is stated that the taxpayer un-
der the above provisions will "have to show more than a general expec-
tation of deriving some income at some indefinite future time from
the making of the entertainment-type expenditure." On that page
and on page 21, the report further expounds this section to circum-
scribe the environment, the number of;pbrsons entertained, the distrac-
tions" that obtain-and I presume by "distractions" the writers of
the report mean thesounds of music, the twinkle of dandini feet, or
the vocalizing of a barbershop quartette. This surprising exercise of
semantics appears to us to be a patent attempt to disregard the plain
language of the bill and to disallow all or most goodwill business enter-
tainment expenses.

The House committee report is especially surprising in view of the
history of this section of the bill in the Ways and Means Committee.
Section 3 of the Ways and Means Committee earlier discussion draft
would have flatly denied any deductions for goodwill entertaifffg.
The American Federation of Musicians, along with four other enter-
tainment and service labor unions and eight employer associations,
joined in a statement to the Hotse committee seeking a rejection of the
proposal to disallow goodwill expenses. When we saw the language
of the comImItte6's completed bill we thought we had w6h. We tho6uAt
wo had saved a $2 billion Industry from disaster; we thought we
had lJaid to rest the specter of a government-legislated loss of a proxi-.
mlttly 200,00 jobs.- We still think the phltn lahguage of the bill
meets our objectives.
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Despite the confused language of the House committee report, Con-
gressman Keogh, a member of the committee, stated on the floor during
the consideration of this bill that and I quote:

It was not the intention of the committee to disallow expenses for goodwill
entertaining.

He added:
A test would be whether a prudent man in a similar trade or business might
reasonably be expected to incur the expense.
Again, he stated that-
it was not the committee's Intention to disallow goodwill entertaining, but mere
ly to require that it be reasonable. Thus the committee never indicated during
its deliberation, as suggested by the committee report, that the absence of the
taxpayer, or his representative, from the entertainment activity would indicate
that the entertainment was not directly related to the conduct of the taxpayer's
trade or business.

End of quotes, as reported by the Congressional Record of March 28on page 4886.This fundamental conflict between the unfortunate committee re-

port and the actual recommendations on the floor of the House cre-
ates a potential for endless haran ing and protracted litigation.
Moreover, the seeds of doubt sown by the report will, unless laid to-
rest by this committee and the Senate, cripple the entertainment in--
dustry and seriously diminish income tax revenues from its severalhundred thousand em loyees and the industry itself.

It is, and for decades has been, part of the fabric of our society to
entertain for goodwill purposes. This kind of entertaining is not the
sole province of the corporation. It has always been traditional for-
doctors, lawyers, insurance men, and other professionals to entertain
clients and potential clients for goodwill purposes. Actual business
discussions rarely take place on these occasions, but substantial aid,important business relationships are often founded on the goodwill
and fellowship enjoyed at a night- club, a restaurant, a musical show,.
or the opera. Moreover, goodwill entertaining is practiced at the-
highest levels of government and international affirs, I would d(ubt
that it can be legislated out of odr national life but it could be daim-
aged, and to that extent our musicians and other entertainers will,
be the chief sufferers.

This committee can -and I am sure will, establish a legislative his-
tory on section 274(a) which will specify that reasonable entertain-ment expenses-whether for goodwill or for the direct production of
income-are deductible and that uireasornable expenditures are not.
The concept of "reasotiableness" is a familiar one in Anglo-American
law. The simple test is that of "the prudent man."

At a time when the Congress and the adflitiistration are striving
to solve the paradox of slack employment in an era of substantial
roress, it is unthinkable that hundreds of4housands of. workers..
epending upon the vast entertkifthent industry should become vic-

tims of an atmbiguous and damaging misunderstanding of legislative,
intent.

The musicians fr whom I speak cannot stand another setback in.
employment already so sparse as to afford a livelih6d to only 25 per-
cent of our professionall instrumentalists. I need hardly belabor thlisg.
point. There is, as you know, legislation pending in this Congress to.
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assist and guarantee the survival -f the performing arfts. High ffi-
cials of the administration have publicly acknowledged the plight of
the musician. " P

In view of the precarious conditions already existing in music afid
other entertainheoit employment, I say to you that the employees of
this industry cannot afford to sit silent when vague* imprecise lan-
guage threatens to distort the plain meaning of pending legislation-
a distortion which could cause, even greater hardship. EXtreme care'
must be taken so that the livelihoods of those gainfully employed in
the entertainnIent, food, and beverage industries will not be jeopard-
ized unnecessarily.

Thank you for your courtesy and attention.
The CHAIMIIAN. Thank you, Mr. Kenin.
The committee now will recess until 2: 50. We have a joint session

of Congress.
(Whereupon, at 12: 10 p.m., the committee was recessed, to recon-

vene at 2: 50 p.m., the same day.)

AFTERNOON SESSION

The CHAMMAN. The committee will come to order.
Before we call the first witness I will ask that there be inserted in

the record this article from the Wall Street Journal of April 4, 1962.
(The article referred to follows:)

[From the Wall Street journal, Apr. 4, 1962]

PAINAMA, 'PROTESTS A BILL FOR TOuGREg TA=xNo Or U.S. SUBSIDIARIES ABROAD

President Chiarl of the Central American Republic tells President Kennedy
that the admnitistration-backed measure represents "undue interference in the
internal affairs of Panama." The country, is one of the oldest of the so-called
taK havens; corporations there owe no tax on earnings outside its borders. The
bill, passed by the House, generally would tax income of U.S.-controlled foreign
subsidfriles when earned instead of when it is 'returned to this country in the.
form of 'dividends, as at present. The tax would be imposed directly on the
owners in the United States regardless of when the subsidiary declares a
dividend.

President Charl argues that the latter feature in the case of United States
owned Panamanian corporations means their pt6fits in effect would be taxed while
"still the property of Panamanians." This approach, he declares, is "almost
equivalent to economic aggression."

The CITAMMAN. The first witness is Charles W. Stewart, Machinery
& Allied Products Institute.

Take a seat, Mr. Stewart, and proceed.

STATEMENT OF CHARLES W. STEWART, PRESIDENT, MACHINERY
& ALLIED PRODUCTS INSTITUTE; ACCOMPANIED BY GEORGE
TERBORGH, RESEARCH DIRECTOR

Mr. STWART. Thank you, sir.
Mr. Chairman and distinguished members of the committee, my

name is Charles Stewar. I am the president of the Machinery &
Allied Products Institute. My associate at the table is 'Mr. George
Terborgh, our research director.

I should like to request that out full statemeit be entered in the
record, if that please the comirititee.
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The OMAItMAN. Without objection, It will appear at the end of
your testimony.

Mr. STEWART. And rather than burden you with reading from it,
I shall try to move through some of the points and, perhaps, amplify
a few with particular reference, first, to the matter of foreign earn-
ings because I think it might be useful in terms of building what I
wouid call a balanced record on this subject to refer back to some
of the colloquies and comments that were made in the morning session.

First of all, as to constitutionality: I thought that the witness dis-
pensed too quickly with what may be a rather fundamental issue.
I notice that in the Ways and Meams Committee hearings an extensive
memorandum m was filed with the committee by the distinguished direc-
tor of the staff for the Joint Committee on Internal Revenue Taxation.

I do not appear before you as an expert constitutional lawyer.
But I would call attention to the fact that that memorandum is in
existence. It raises some fundamental questions.

It is not fully met, in my judgment, by Mr. Knight. Without indi-
cating any di srespeot for Mr. Knight at all, lie is, of course, a member
of the executive department which has taken a particular position on
this subject. I think that it mightbe useful to consult outside counsel

* in terms of the constitutional questions that may be involved here.
* I say that in due respect for Il pa'rtiesconrerned, but I did fel

that the matter was dealt with too abruptly or dispensed with, I be-
lieve was the word used.

It seems to me also that we moved very blithely this morning overone fundamental question, namejy,: W aW% capaniesgo0ing aroadi?
Thbre was reference" made to what is considered by Senator Gore

and, apparently by the administration and, perhaps by others, to be
an artiftial incentive.

But I think the problem runs much deeper. I would call attention
to the proposition that in our judgment, based on long experience with
the capital goods industries, that investment abroad is indeed "forced"
investment. It is forced by economic facts. It is not investment pure-
ly by choice.

It is forcedd by a disparity in labor rrtes, for example,. particularly
with respect to those products like okpital goods which have a high
labor content in terms of their production costs.

I refer the committee to an excellent study on "Costs and Competi.
tion, Ametican Experience Abroad," published by the National Indus-
trial Conference Board in August 1961.

My point is simply this: that if we are to deal with the forces that
move business outside the continental limits of the United States, we
must go mu~h further in order to understand the problem than merely
to look at the tax aspects. _ I

Indeed, in our jutdgment, the tax aspects are not as central as such
items as the one I have just referred to.

There were some rather general conclusidins drawn this morning
with which we are in fundamental disagreement, and I point to them
merely to make sure thft the disagreemefitis underlined.

it was suggested that foreign based eompnietls not only benefit from
a tax deferral but that they also i!poit into the United States and
compete withU.S. exports in third foreign-markets.

it ' I -- [,- ,
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Based on the experience that we have had with the capital goods
industries which manufacture the largest single exported class of
product which this county has, namely, machinery and allied pro-
ducts, this is largely not the case.

Our figures indicate that the amotmt of imports that are brought
back into these United States from subsidiaries of American ca ital
goods companies is minimal. They are not even worth talking about.

This is not to say that this condition will continue forevermore but,
in our judgment, it is true and, I think, incontrovertibly so, at the pres-
ent time.

Secondly, fol the very reason that I previously indicated, American
business goes abroad largely under competitive force. It goes abroad,
to a large extent, because it cannot, in individual situations or in in-
dividual industry situations, compete effectively for export purposes
from this country.

So that for the most part, the shipments to third countries from
bases abroad are not in competition with U.S. exports from this
country.

I know of no capital goods executive, not a single one, who, given a
choice, would rather do business from a foreign location than do busi-
ness from his U.S. home base, and I say that without the slightest
hesitation.

Another point this morning thiat I think needs to be met head on:
There was an impression created as a result of testimony and ques-
tions, that there is an automatic displacement of investment opportu-
nity in the United States, and displacement of U.S. employment in
the United States as a result of investment abroad.

This may be true to a limited extent, but we feel it is distitndtly a
very limited extent, for the reason that I have indicated previously.

For the most part, companies go abroad for a particular marketing
or production purpose when the do not have an equivalent or alterna-
tive opportunity in the United States in reference to a particular
product line.

So that there is not, based on our experience, this displacemefct that
is referred to.

There was a reference made this morning in a colloquy between the
distinguished Senators from Kentucky an Tennessee to the effect of
foreign investment on exports from the United States. Although it is
conceded even by exhibit III in the Treasury testimony submitted on
Monday of this week that there is some effect, the actual effect is
neither shown by exhibit III nor was it fully brought out this morn-
ing. I would like to take the liberty of making a few more comments
on that poifit because we feel it is central to the question of under-
standing the economics of foreign investment.

In the first place, there is no question but that to some extent a sub-
sidiary abroad generates productiorl by the U.S. parent of compo-
nents certain specialized products or auxiliary items which may not
be efficiently manufacture in the foreign country$ or where there is
another business reason for this kind of an export shipment.

In addition, we need to bearin mtidft that this World is g6ing ntion-
alistic in a big way. There are manhy eouhtties of the worldinto whith
ydWcannot iMport as a capital goods prodUcer because of restrictions
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against exports from the United States. They want the product pro-
duced within the territorial limits of that particular country.

I do not say this in, criticism, because it is not my business to criti-
cize internatibfial policy of other countries. But I do feel we need to
recognize that this barrier to U.S. exports does exist.

As a corollary to that proposition we have found from experience
that when an American company does, in fact, operate abroad within
a, particular country, it finds some of these prohibitions relaxed to a
rather substantial extent. The foreign country is much more inter-
ested in cooperating with respect to import permits than it was before.

There is another aspect of a foreign, oeration that needs to be
amplified. There is not simply the beneft of auxiliary equipment
and comphnents going from the United States to foreign subsidiaries,
but these foreign stub~idiaries provide a marketing force, a know-how
group, a group of men who become international trade-minded. There
is ntt a single compAny in the capital goods industries that goes abroad
that does not benefit in terms of its total export position, its total
worldwide position, its total posture in international trade thiifktng
by virtue of being there.

So you cannot measure the benefit of foreign subsidiaries to the
balance of payments problem or to the health of the domestic based
industry simply. by looking at the export figures.

I should say, in passing, we do not share Mr. Ruttenberg's enthu-
siasm for the statistical techniques and interpretations employed in
exhibit III attached to the principal statement of Secretary billon.

With due respect to the analysts who prepared that appendix ex-
hibit III, we have only had 2 days to look at it. The comments which
we offer in our principal statement with respect to exhibit III have
been made within those time limits. Bttt I would like to point to one
or two points that I think are rather significant.

In the first place, the document rests on the concept of neutrality,
and we heard a good deal about tax neutrality this morning.

Now, neutrality means different things to different people; and
neutrality means something different to me than it does to the first
witness this morning.

I think a much more appropriate concept, of tax neutrality in this
field is, as was suggested by Senator Morton, to place the. American
foreign-based coffipany in a position of parity from a competitive
standpoint with the companies with which he hms to live in a com-
petitive sense. This is distinguished fr6m trying to achieve tax neu-
trality between a domestic compfiny doing no foreign business and
a domestic 66MpA'hy which has a foreign operation.

Let me carry the neutrality argument one step frtihoer. We have
had this privilege in the tax laws sice 1618 as far as deferral is
coheerned.

Dltring that period of time, within the proprieties of the law and
for very soutid economic reasons, many companies have gone ,outside
the continental limits and-are operating there.

This cufitses mti toiare concern to some thtn ,itdoes to me. But, as
a matter6f fact, it is trte. There is nbt mfeth sense of equity or ndu-
trality at this stage of the gaile to discriftniAte against the smll
bAsitess 6r the medim-sized cothlpetitbr who might like to invest
overseas as compared with tlfhse complies wh6 are already plafttod
well'overeas. ThWis is not neutrality, as I uMdefstandneutrAlity.
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Furthermore, in terms of risk there is a'cbnsiderable difference be-
twieen operating in the United States underour Government anfioper-
ating, if you will, in many other conitilfes whidh I. see no reason to
name.

You are at themercy, so to speak, of different appi'oaches to govern-
inent. Once again it is not my function to criticize the policies 'of
these governments but they are different. :

It seems to me that any true approach to neiftrality must recognize
that these differences do exist.

Gentlemen, if you would be interested in exploring further the,$tle
implications of the effects of foreign manufacturing, in.partieular but
also marketing organizations, on the total health of U.S. comp anies
a nd on their exports, I refer you to page 12 and the followingd isbus-
sion in the appendix to the statement which we have submitted.

I would lie to take about 3 more minutes to throw out some gen-
eral comments in this area which baffle me in terms of national policy.
This is done, once again, not for. the purpose of being facetious or of
being sharp or criticizing unduly, but merely tobring the issues into
focus.

I am still not clear, gentlemen, as to what the purpose of the foreign
earnings sections of this bill is. It seems to me that there is a good
deal more of a punitive purpose behind these provisions than was in-
dicated at the last question and answer period in the hearings this.
morning. . I

It is true that it. is said that it is desirable to remove an unduel'tax
advantage. But also great emphasis is placed on the notion of corn-.
parisons between dollar return on investment in the United States
and dollar return abroad, and I wonder which one of these arguments
is the primary argument.

My own judgment is that there runs through the philosophy of these
provisions a good deal of evidence that this country wishes to frown
on foreign investment, and I say that with due respect to Senator
Gore, whose last comment was to the contrary.

Now, I am also baffled to somne extent by another aspect of foreign
investment philosophy. When I compare the spirit and philosophy
of this bill with the spirit and philosophy of H.R. 9900, I wonder if
we are not moving in two directions at the sane time, one isolationist,
and one very muh liberal-trade minded. I wonder how businessmen
can possibly reconcile the two approaches to interntitonal trade.

I have referred to the fact that in my judgment the provisions of
the foreign earnings sections of this bl are absolutely contrary to
the best ititerests of this country in terms of exports, and that is de-
veloped in detail in our statement. Yet there has been suggested in.
a receiteomunicatiolto this Conress by the President that we ought
to have an export coordinlttor in tlie Department of Commerce.

I can say to yOUi again, with due respect to the Departfint, thit the
impact that foreign investment has on exports is much greater than
any adflrietrative system we can devise Within the Governinent in
this cOltitry.

I suppose thit it wotld be unAtfair to the total piiture of ntiohnf l
policy if I did not hi~itiln the fact that buiness has an increasifig
concern with respect to the ole that Iitnfiight play and should play in
ter hs of carrying out foreign ecootific policy, indeed, even in the
national secutrty area using the arm of foreign investment.
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We recently were asked by Mr. Murrow's organization USIA. if
we would cooperate through the coitiparfies that worked with the In-
stitute in attempting to identify key businessmen overseas who might
be helpful spokesmen inforinally lor the American way of life.

It seems to me that this is the best system of foreign aid that we
have, namely, foreign investment that, like the Peace Corps. involves
the principle of people-to-people contacts. I cannot understand any
reason for wanting to discourage foreign investment and the favor-
able factors that go with it.

The foreign trade program which has been brought to the atten-
tion of the Congress and is now being heard in the House 'Ways and
Means Committee, is expressly related to concern over the Common
Market.

Yet. one of the obvious ways of meeting the competition that is im-
plicit in the Common Market is investment within the Common Mar-
ket. Indeed, one of the reasons that exhibit III, in our judgment, is
off target is the fact that it. fails to recognize that the great-bulge in
foreign investments whiich has taken place from foreign sources in
the United States during the period analyzed was due largely to a
need, an absolute lifeblood need, to penetrate the Common Market in
order to survive international competition.

Now, I want to say a word about tax policy objectives as related to
these provisions.

I have read Mr. Surrey's and Mr. Dillon's speeches on what criteria
should be employed in terms of tax policy, and I am familiar with the
principles which this committee likes to apply in looking at broad tax
questions.

I have already dealt with the subject of neutrality. Much stress is
being placed on economic growth, and I would like to say, inmy j udg-
ment, if one applies the philosophy of the foreign trade bill, if we look
down the long road in terms of balance of payments and in terms of
the international competitive position of the United States, that long-
run economic growth will not be stimtlated by these provisions.

There is also a little criterion whih is given great emphfisis called
simplicity, and I am sure yot gentlemen will agree with me that if you
read the foreign earnings provisions of this bill you are not satisfying
that criterion by a long shot. a

I want to say, further, in reference to foreign earnings, a brief
word about certain interrelationships which are missed in the kind Of
conclusions which were drawn this morning.

As a practical business matter, gentlemen, and I speak from long
experience in dealing with foreign traders, you cannot separate exports
from investment and from licensing. Yo cannot divide up Ameri-
can business operatiotis in the foreign field and move exports over
here and foreign investment over here and say that we will frown
on this but we will stimilate that.

American business cannot be run that way. Exports are inter-
related, intertwined with foreign investments and with licensing.

You cantiot separate the domestic operation of a company from its
foreign operation. The are intermingled. They work together.
They benefit from know-how overseas as well as giving know-how to
the oversea operation. #
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You cannot separate doing business, in our judgment, in & developed
country from an underdeveloped country. We feel that to shut O-6
the opportunity to invest foreign base earnings from a developed
country into an underdeveloped country will cut off a major source
of funds for that purpose.

Personnel travel back and forth, marketing people exchange ideas,
organizations blend; you cannot split them up. Business does not
operate that way.

You cannot separate benefits to the domestic market from foreign
trade, whether It is carried on through foreign investment or other-
wise.

Now, gentlemen, I bring you these points on foreign earnings with
a conviction that aside from the technical points which we have dealt
with in detail in our statement, there is a good deal of fundamental
basic thihking.in terms of international economic policy, commercial
policy, tax policy and theory that, I think, has to be done with respect
to this bill before it is eligible for final consideration by this distin-
guished committee.

I do not think that all of the long-range, broad issues have been
brought to bear I certainly do not feel they were implicit in the testi-
mony presented to you this morning. I ask that the committee re-
think the philosophy underlying the foreign earnings provisions.

I would like to say a word about the investment credit. George
Terborgh, our research director, is here. We have presented to you
what we consider to be a comprehensive brief on this subject.

I think the institute's main business is capital formation and capital
investment. We like to think we know something about these sub-
jects. We are convinced that we have an economic growth problem
in this country. We are convinced further that capital investment
is at the heart of that problem and, finally, in the equation we feel
that a sound stimulation to capital investment is equally important to
the solution of the problem.

We do not look upon the investment credit as the only answer, but
we certainly do not reject it because it is novel. Indeed, we think,
as Mr. Terborgh has developed in the study attached to our paper,
that it has many unique advantages which should be looked at objec-
tively and reexamined in the light of the overall objectives of the
Presidetit, of the committee, and o6f the country.

We have submitted testimony to you also, in our written statement
on the matter of expense accolits. I hope that you will receive this
material in the spirit of the institute not wishing to spoiSor improper
evasion.

We do feel that some mbre thought might be given to the question
as to whether there is ai effective alternative to new elaborate provi-
sions in the]aw by utilizingifully the administrative process. ,

If it is the judgmnlt of this comittee that it should, act along the
lines of the House provision or expandupof. it or contract it, we have
pointed to a series of questions, in terms of interpretation, at the end
of thhit section of bur statement which we feel deserve fofther c6nsid-
erfition.

We have also covered in the statement the matter of capital gains
treatmeilt versus ordififry income treatment of disposals of depreci-
able assets. Within, the fraknework develop ,in our statement we
offer no objection tothis,change.
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If you gentlemen wish to pursue the investment credit further, I
hpe that you will1 take advantage of Mr. Terborgh's presence and
direct questions at him.

I would'like to addtowhat I have said about it, two points:
First of all, we do not view the credit as a loophole, or as a subsidy

or something that is so unique that it is unworkable. We develop that
point in detail in the statement, and Mr. Terborgh can amplify it for
you if you wish to develop it on qUestions.

We feel that if the committee should choose to act favorably on the
credit concept, that 'it should adopt the changes recommended by the
Secretary on Monday with reference to the level of the credit, moving
it to 8 percent and changing the 25-percent figure to 50 percent.

I should like to make one further point clear with reference to the
credit. There has been some indication in statements made, both
within Goveirnment and outside of it that there are no elements of
the business community which favor the investment credit. I should
like to correct that impression. We have favored it since it was
changed to a flat-rate Credit versus the originally unduly complicated
system.

We bring to you today our presentation which favors it, and we
know of a number of other organizations which feel similarly.

That concludes, gentlemen, my oral summary. We appreciate
greatly the opportunity to present this to you. Please excuse the
length of this written document, but we are dealing with a terribly
complicated set of provisions.

The CHAIRIMAN. Senator Kerr.
Senator KERR. Briefly, you favor the investment tax credit pro-

vision?
Mr. STEWART. Yes, sir.
Senator KERR. You favor changing the tax treatment of foreign

income?
Mr. STEWART. We do not favor changing the-let me answer that

question this way, and briefly, sir.
We think the philosophy underlying the present provisions needs

to be c6inpletely reexamined. On the basis of the philosophy and the
direction in which we think these provisions take us, we oppose the
entire set, of foreign earnings provisions. This does not mean, how-
ever, thhit we would oppose necessarily provisions directed solely at
abuses within this area. That is a conditional answer, sir.

Senator KERR. You recognize the fact, or you take the position In
that there are abuses with reference to the present laws affecting the
bringing back of money earned abroad or leaving it there and escaping
taxation?

Mr. STEWART. That is right, sir.
Senator KERR. Have you made specific recomlmnendaitions in thit

regard?
Mr. STEWART. No, sir, wehave not, because frankly, we feel that the

first propositibht is thht we must we wish to, enc6frage the develop-
Meotttf a basic program of 6b"j6tives in this area.I We feel that the abuse area is thtordughly obstired by these piovi-
sions, and thAt really the attack is mile on foreign investment per se.

Senator KERRn. Have you prephrel a dooltmetit on the absies that
you referto, identifytig them and fiaking-spedific recommendaitions
for their eireetibi?
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Mr. STwArT. No, sir; wehave not.
Senator KERR. Would you do that?
Mr. STEWArt. You have specific questions with respect to abuses?
Senator KERR. Sir?
Mr. STEWAnrT. Do you have specific questions with respect to abuses

that I might answer, sir?
Senator KRR. Well, the specific question is, and I did not want to

go into it completely at this time because I felt that in the interest of
time we could do it more expeditiotsly-

Mr. STEWART. All right, sir.
Senator K.n. No. 1, what are they? Identify them and tabulate

them. No. 2, what are your suggestions as to corrections?
Mr. STEWART. All right, sir; we will endeavor to present material

to you in response to that question.
Senator KEn. For the record.
Mr. STEWART. Yes, sir.
(The information referred to follows:)

MACHINERY AND ALLIED PR0ot1Ts INSTITUTE,
WIashbipqton. D.C., April 11,1962.

He11. IIARRY F. BYRD,
Chairnuan, Comnlttee oi h"a ince,
U.S. Seitate, llashhtgtoul, D.C.

I)FAa NIB. CHAIRMAN: You may recall that in the course of our testimony In
public hearings on H.R. 10650 Senator Kerr requested us to submit our views
with respect to the following:

(1) An identifiction of tax abuses under the foreign earnings provisions
of the Internal Revenue Code.

(2) Our suggestions as to how such abuses might best be overcoffie.
This letter is in resip)lne to Senator Kerr's request.
We should observe at the outset that the Institfite's view of the matter Is

necessarily limited to the experience which it has gained in working with manu.
facttirers of capital goods and allied equipment. In a cotnplex field such as
taxation of foreign earnings, reasonable-even expert-observers may (lifter
substantially as to what constitutes an abuse. Moreover, the institute is obvi-
ously not in the enforcement business, and thus cannot claim any spwelil knowl-
edge of such abuses as may exist in this area. However, upon the basis of
Treasury testimony in these hearings and related hearings before the Ways and
Means Committee last year and such general Inforiniution on the subject as
has come to our attention, we are inclined to believe that practices which might
be characterized as abuses of the foreign income provisions of the Internhl
Revenue Code are most likly to be foif in the following areas:

1. ,Shaon" or "letter drop" corporatifos.
Comment. Obviously, these terms require further deflllfion. Our notion

of a "letter drop" corporation Is a foreign subsidy, customhrily orgah'ized
in a low-tax country, which 11es little or no facilities or staff at tile scene
of the subsidiary's operations, whose mAhagement functions are slight or
nonexistent, arid whi0h, all factors considered, represents little more than a
mailing adatess.

2. Reinsurance by foreign stibsidifirles of domestic risks. Based solely on
infornttioni available to us, we are inclined to believe tlat reinsurhce dbroid
of domestic risks by foreign subsidiares of American listtratice cor)oratifts-
when adequate reinsurance facilities are available in the United Stiates-repre-
sents a practice which'May requiire admifiIitr4I'ie actibi6.

Comment. We should etimplafsize thAt "The insfitite can c0iitn no expertise
in this field and it M y well be that sttil reif|iiAtecorporitibbs perform
useffil ecoh6flhiefftile.tionis tot readily aplphrehtfto hs.

3. Ifterest-free loans from a foreign subsidiary to a U.S. parent corpol'titin
where tifsis e4fflval ht to a di li6endtItrlbutlon.

4. Improper pricing of product sales by parent corporations to foreign sub-
sidiaries.

Comment. However, this problem can be delilt with adequately through
enforcement of the existing sectl6i 482.
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5. The creation of a subsidiary abroad largely or wholly as a tax shelter for
the conduct of a single venture.

C5nment. Where a foreign subsidiary corporation is established for the
sole purpose of consummating a single undertaking and is liquidated shortly
thereafter, particularly where all facilities for the consummation of such
enterprise are already available in the United States, it would seem fairly
clear that the purpose of the foreign subsidiary was solely tax avoidance.

We must emphasize again that our knowledge of alleged tax abuses In the
foreign earnings area is necessarily tentative in character and based upon our
limited knowledge of such situations. However, there, is one aspect of the
matter on which we have no doubts whatever: Most of the arrangements now
practiced on a continuing basis by foreign subsidiaries of manufacturing com.
pantes in the capital goods and allied product industries are not abuses. On tilecontrary, they have, and Increasingly will, contribute importantly to a favorable
balance of international payments, to the improvement of domestic eniployment,
to the maintenance of the American positionin international markets, and to the
total revenues of the U.S. Treasury.

Our reasoning and support of these assertions appears in considerable detail
in our oral testimony and the written statement presented to this committee on
April 4, 1062. As we pointed out at that time, numerous perfectly legitimate
foreign subsidiary arrangements would be penalized by one or more of the
provisions appearing in H.R. 10050. Before proceeding to an examination of
possible solutions to the problems enumerated we should like to identify again
briefly foreign subsidiary arrangements which do not constitute tax abuses. A
representative list of such arrangements appears below:

1. Manufaethring subsidiaries in foreign countries.
Comtnent. It is difficult to conceive why, in and of itself, the establi.sh-

ment of a manufacturing subsidiary abroad, in a country having corporate
income-tax rates approximating that of the United States, can possibly be
considered as a tax abuse. Nevertheless, under the provisions of H.R. 10650
in the form now proposed, part of the income of such a subsidiary might be
subject in effect, to direct American taxation.

2. Subsidiaries in low-tax countries which perform bona fide management
functions on behalf of the parent corporation in such areas as sales, service, re-
search and development, or general management of the parent corporation's
foreign operations.

Comment. An impression has been created that a subsidiary established
in a low-tax country represents a tax abuse per se. Obviously, taxation may
be an important factor in the establishment of such subsidiaries but the
organization and operation of many such subsidiaries belie the suggestion
that the sole-or even controllfg-reason for their establishment was the
tax advantage. Where a company has numerous foreign manufacturing
subsidilfres, it is desirable to centralize control of such operations and the
establishment of a controlling subsidiary mtst necessarily take into account
proximity of its location to operations conitrolled, and markets to be served,
the stability of government, the availability of transportation and financial
facilities, etc.

3. Patent and know-how agreements.
Comment. It seems evident from the provisions of H.R. 10650 that earflings

from patent and know-how agreements with foreign manufacturers are the
products of contracts which are treated as abuses per se tinder th bill. The
fact Is that such agreements are Usually one-and only one-stop In the
process by which an American coniltny establishes itself in foreign opera-
tio6iS. Moreover, the earnings from such agreements, when permitted to
accltfltite under the present provisions of the code, make possible the
creation of a sound eapihil base for expahslom into manufacturing, thus
av6diug any catolthl drain on the parefit corporatlti' hn the United Stntes.
Such agreements have been and are immensely valuable to the economy of
the United States, and to suggest that the mere existence of such agreements
constit~ites a tax abuse is to ignore cmomltely the present realities of
foreign trade.

SOME POSSIBLE STANDARDS

Necessarily, the determinatiln of tax abuses in the foreign earnings area will
involve discrillnating judgments on the part of the Iiternal Rvenue Service.
We tit hk, however, thAt the usefulness of our identification of abuses may be
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extended by suggesting for the committee's consideration certain tests for appli-
cation in appropriate cases. Our tentative suggestions, as requested by Senator
Kerr, as to criteria in this regard appear below:
1. Was the sole purpose of establishing an oversea subsidiary the avoidance

of taxes?
Comment. We would be the first to admit that any answer to this ques-

tion, without more, may be largely a subjective Judgment. To answer the
general question, one must first answer certain derivative questions. Among
them are the following: Was the oversea move necessary to maintain or
enlarge the company's position in world markets? Was the subsidiary
abroad formed largely or wholly as a tax shelter for a single venture?' Does
the foreign subsidary perform bona fide management functions or is it merely
a "letterdrop" organization?

2. Are sales transactions between the parent and subsidiary priced at sums
reasonably comparable-after making due allowance for lower selling costs
and special circumstances-to sales of the same or similar items to third parties?

AFFIRMATIVE AOTION

Having due regard for those objectives of national policy which our state-
ment filed with the committee on April 4 refers to, we suggest that the foreign
earnings provisions of H.R. 10050 are probably altogether unnecessary.

We would be the first to acknowledge that there has been available to the
Internal Revenue Service heretofore insufficient information respecting the de-
tails of U.S. corporations' foreign operations. More importantly, there appears
to have been inadequate enforcement by the Service of its presently available
authority. In short, we believe that abuses can be overcome and most, if not
all, the problems in this area solved by administrative action. To accomplish
this, there might be, for example, full utilization of the pricing authority pro-
vided by section 482 as well as the authority to act against "sham" corporations
under the doctrine of such cases as Moline Proetle, Ino., v. Oommlaeloner (319
U.S. 436 (1943)). In addition, we suggest:

1. An enlargement )f, ind, if necessary, additional training for, the staff
of the Office of Internatt ,nal Operations of the Internal Revenue Service.
It is our belief that a lack of enforcement in the foreign earnings area is
largely traceable to insufficient personnel and, quite possibly, to inadequate
training in the details of foreign operations by such staff as the Office
now has.

2. This committee Is, of course, familiar with the addition some 2 years
years ago of section 6038 to the Internal Revenue Code which requires de-
tailed antial information reporting on certain items by a domestic cor-
poration with respect to transactions with foreign subsidiaries. We are
familiar generally with administrative regulations adopted by the Internal
Revenue Service in accordance with the terms of this expanded statutory
requirement for informational reporting, and it is our conViction that such
information should provide a basis for eliminating most of those abuses to
which the Treasury Department has referred in its testimony and which
we have identified above. Less than 2 years have elapsed since the adop-
tion of this new code provisi n ahd its implementation in Treasury regula-
tlons. These new provisions should be given stiffidient time to prove them-
selves before additional legislation is adopted and, indeed, before expand-
Ing the existing reporting requirements themselves-as proposed in H.R.
(10650.

This concludes our comments In response to Senator Kerr's request of Aptil 4.
We trust that they will be helpfiul to the committee in its consideration of H.R.
10050 and we appreciate the opporttfifity of submitting them.

Respectfully,
CHARMS STEWART, President.

Senator KEPR. If I understood you, y6f said th at the tax eleiefits
of this bill Are nt esential either to iffiprOve or reinforce the position
of matlufactifiinhg facilities in this couftry in completing in the world
market.

Mr. STEWAXT. I do not know that you understood me coarsely. I
was saying, sir-
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Senator KERR. You made the statement, I believe, that the tax
aspectsare not essential.

Mr. STEWART. I think you misunderstood me, sir. May I clarify
what I intended to say?

Senator KERR. Yes.
Mr. STEWART. I was trying to make the point, sir, that in my

judgment the results of enactment of these provisions in the foreign
earnings field will not have the salutary benefits whikh are attributed
to them by such witnesses as the one who appeared this morning
with respect to the favorable impact on the domestic economy. That
is what Irintended to convey.

In other words, to be specifle, if a dollar is discouraged from invest-
ment abroad, it does not necessarily follow, as the Senator from Ken-
tucky pointed out, that there is an equivalent alternative opportunity
to invest that in the United States in the particular product line
involved.

It does not follow necessarily that because a. company which for-
imrly employed-I know of one situation which formerly employed-

2,o00 men in Milwaukee, and now employs 3,000 in Entland would, if
these tax provisions were removed, have '3,000 men back in iilwauikee.
There are other factors-

Senator KERR. If which tax provisions were removed?
Mr. STEWART. Foreign earnings provisions.
Senator KFRn. In the existing law?
Mr. STEWART. No, in the bill. It was alleged this morning, Sen-

ator
Senator KERR. You mean a company went to England because the

bill was introduced?
Mi'. STEWART. No, no. I am afraid I am not communicating very

effectively, sir.
Senator KERR. Maybe my receiving set is not in good shape.

[Laughter.]
Mr. STEWART. I was exposing what I consider to be a fundamental

fallacy of those who support the foreign earnings provisions.
Senator KERR. You said a firm had 2,000 men employed in Mil-

waukee that now has 3,000 men employed in England who would
now be employed in Milwaukee if it were not for the provisions-if
it were not for what?

Mr. STEWART. It is alleged by some who favor this kind of a pro-
vision that the employment which was lost to England would not
have been lost if there had not been the attraction of foreign earnings
provisions to take the company to England.

The fact of the matter is that the company could no longer export
economically from the United States because it had lost its export
international competitive position.

Senator KERi. Why?
Mr. STEWART. For a. lot of reasons that have nothing to do with

tax, one of them being disparity in labor rates.
Senator Kv.mn. What are the other things?
Mr. STEWART. General rehabilitation of foreign business abroad

with our assistance and as to that I do not criticize the programs in
which we are engaged. I am just responding to your question.
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Efficiency of compet-tion which is something we look to see and
should expect; general change in technology a lot of factors.

Senator KEm. Better technology there than here I
Mr. STEWART. In some situations this happens.
Senator KERR. Would you give me a specific instance where there

is better technology for the production or creation of and the build-
ing of a competitive facility abroad than here?

Mr. STEWART. When I said better technology, Senator, I did not
mean necessarily that it is better than the United States. I was say-
ing that it is

Senator KiEri. That is what we are talking about, there instead of
here. You said it was there instead of here because of better tech-
nology.,.

Mr. STrEWART. Improved technology over what they had before in
the sense that their competitive position is greatly strengthened over-
seas so that when you get to a price differential the United States
company is no longer in the position of having such a. tremendous ad-
via'ntage from a technological standpoint that-it can wash out a price
differentiall.
T did not mean necessarily that in a large range of cases the tech-

nology abroad is superior to tlat of the United States.
Senator KERR. I would think the technology is kind of like water,

it, kind of seeks its own level, and if there are technological improve-
inents here they are available there or vice versa.

M'. STEWART. That is right.
What has happened, though, Senator, as a general matter is this:

Postwar there was a tremendous market for American goods, particu-
larly heavy goods, all over the world. You know this, I am sure,
better than I in view of your wide experience.

But, this market at that, time could not be penetrated from foreign
lands because some of them were completely wrecked. They have
since been rebuilt. They now are in a position where they are a much
more effective competitor, and I am not criticizing this, I am just
saying this is what happened.

Senator KERR. I understand.
Mr. STEWART. At the same time, the disparity in labor rates has not

closed.
Senator KERR. We all recognize that is what has happened. We all

recoe."nize that there are differentials in labor rates.
Mr. STEWART. To be sure.
Senator KR. One of the arguments advanced for this bill is that

it would eliminate or remove, in part, the advantageous position which
a comnany can have in a foreign country as compared to what it would
be if they had it here.

Mr. STEWART. I understand.
Senator KEnR. There is not any doubt but what there are better tax

incentives for the building of industrial facilities in many other coun-
tripq than there are here, is there?

Mr. STEWART. That is true.
Senator KErR. So that they not, only have the advantage of the

difference in labor costs, they certainly have the advantage of the
more favorable tax treatment,'do they not?

Mr. STEWART. That is true.

665



REVENUE ACT OF 1062

Senator Knm. Would this remove any of the advantage they now
have taxwiseI

Mr. STEWART. The proposed bill would put the U.S. foreign sub-
sidiary in a much less competitive position than he is now vis-a-vis
his foreign competitors. In my judgment it would-

Senator KERR. I would just telf you a little secret. I get along
fine with you until you get to the "vis-a-vis." [Laughter.]

Mr. STEWART. All right. The proposed bill would reduce the com-
petitive position of the American subsidiary against his foreign com-
petitor overseas.

Senator KERR. By reason of this bill?
Mr. STEWART. By reason of this bill.
At the same time, Senator, it would not transfer, in our judgment,

because of the other factors to which I have referred, a substantial
benefit to the domestic market in ternis of capital investment here and
jobs here because we believe that it is an illusion that American busi-
ness solely for tax reasons perfers to invest overseas. It is motivated
by the other reasons which you and I have just discussed.

Senator KERR. I thought you said they were motivated by the com-
pelling reason of the competitive position.

Mr. STEWART. That is right, sir.
Senator KERR. Well, you told me that one of the advantages of the

competitive position there was a better tax treatment, did you not?
Mr. STEWART. That is right.
Senator KEiRR. Now, are you telling me that this bill would not

remove any of that, would not move toward the position where a part
of that tax advantage would be neutralized?

Mr. STEWART. I am not saying the tax advantage would not be
effected. I am saying there would not be the favorable effect on
domestic industry and domestic jobs which is alleged by certain
who favor these provisions.

Senator KERR. Let us forget how much they say or somebody says
that this provision would improve the situation. Do you think it
would improve it at all?

Mr. STEWART. It would not improve it substantially, and the adverse
effects of it greatly overweigh any advantage that would acre to the
domestic market.

Senator KERR. Now, the adverse effects of the tax credit?
Mr. STEWART. No, not the credit, the adverse effect of removal of

the earnings.
Senator KEnR. That is what I am addressing myself to right now.
Mr. STEWART. The credit?
Senator KERR. Yes, sir.
Mr. STEWART. Would you mind restating your question again, be-

cause I thought we were on foreign earnings.
Senator KERR. Would the tax credit provisions in this bill remove

a part of the tax advantage that now exists in favor of an American
industry being built in a foreign country instead of here?,

Mr. STEWART. I think that there would be some adjustment as a
result of the tax credit. I would answer that question, "Yes."

Senator KERR. Well, now, does that mean that you think a part
of the unfavorable situation would be removed?
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Mr. STxwAJRT. I do., In other words, I gather that- the poinbw1ihli
you are making, and I think very properly, is that to-the extent that
it is proper to compare the position of the domestic producer withthe
foreign subsidiary terms of this neutrality-

Senator KEm. I am comparing the foreign competitor, whether it
is his own subsidiary or somebody else's.

Mr. STEWART. I though you were making the point, Senator, that
the credit together-that the credit would offset some of the undue
advantage which some people feel the foreign subsidiary has over
the domestic producer, and I answered that that I thought it would
if it is considered to be an undue advantage. I do not treat it as such.

Senator KERR. Either you do not understand my question or you
did not answer it or I did not understand what you said.

Mr. STEWART. May we try again, sir? May we try again because
I would not want to leave this point unanswered.

Senator KERR. You talked about barriers against our products
being shipped into other countries being determinative in the de-
cision to build facilities there instead of here existing in many places
and in many countries.

Mr. STEWART. I do not imply determinative. I said it is a strong
factor involved in the decision.

Senator KERR. I must say I thought you said it was determinative,
and I thought I agreed with you.

Mr. STEWART. All right, we will say in many cases it is determina-
tive.

Senator KERR. Does that apply to the Common Market countries?
Mr. STEWART. To some exteiit. It is more commonly applied rigor-

ously in the underdeveloped and Latin American countries, but it
is applied to some extent in the Common Market countries where you
must go through an elaborate procedure of permits to build and im-
port permit, and so on, but I would say it is not as rigorously en-
forced there as it is in certain of the underdeveloped countries.

Senator Klnm. If that is correct, how is it that we have a. very
favorable trade balance with countries in the Common Market, if the
barriers are there that would tend to prevent our exporting to them?

Mr. STEWART. Favorable balance figures, Senator, as you know, are
aggregates-

Senator KEmR. Are what?
Mr. STEWART. Are aggregates.
Senator KERn. Do you have another word for that? [Laughter.]
Mr. STEWART. Favorable balance figures are a total mix of products.
Most machinery products, for example, in many countries within

the Common Market are not admitted by Common Market countries
unless they represent some special contribution technlogically to
that country.

Let me give you a specific example. There are many standard
machine tools that have been in the past shut out of certain Common
Market countries because such standard tools could be made and
have been made in those countries.
If, on the other hand, the company in the United States builds a

special tool which is not made in counterpart in one of these Common
Market countries, then they are inclined to lower their barrier.
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Now, I recognize this, administration is undertaking a very' thor-
ough job to correct some of, these problems, and undoubtedly as the
result of the last negotiations which have taken place, which I have
not had a chance to study fully, some further improvement has taken
place.

But even with that improvement, and with the prospect of what the
Common Market may do in terms of its total outer tariffs, and also
with respect to other areas of the world, the problem which you and
I ai'e discussing is very much with us and will be with us for a very
long time.

Senator KERR. -You tre not hopeful that there is any solution to this
problem, are you?

Mr. SrEwAwr. No, sir. I do not take that position at all.
My solution to this problem is simply this: That American business

has to be mobile, it has to be dynamic, it has to compete. It has to
live with the facts of life.

It should not cry about the fact that there has been a rehabilitation
in Western Etrope. It should not cry solely about the rise of the
Common Market because it has great national security implications
for this country. But, at the same time, it should not'be hobbled by
tax provisions such as are proposed in this bill.

Senator KErM. Then your primary objections are to the tax pro-
posal in this bill?

Mr. STEWART. The foreign earnings provisions, yes.
Senator KERR. That is the primary message you have here?
Mr. STEWART. Plus a support of the investment credit which we

favor. That is the primary message.
Senator KERR. You will supply the answers to my other questions?
Mr. STEWART. We will endeavor to do so.
Senator KERR. Thank you.
The ChAIRMAN. Senator Carlson?
Senator CARLSON. Just this one question, Mr. Stewart.
When you appear here for the Machinery & Allied Products Insti-

tute, does that include farm machinery?
Mr. STEWART. Yes; it does.
Selto', CARJISON. That is all, Mr. Chairman.
The CHAIRMAN. Senator Douglas?
Senator DOUGLASS. Mr. Stewart, I regret that other duties pre-

vented me from coming in when you began your testimony. I have
glanced over your written statement, and I would like to address
some questions to section 4, entertainment expenses, which you covered
in your statement.

Mr. STEWART. I shall try to answer them.
Senator DOUGLAS. I take it that what you would like most is to have

section 4 stricken from the bill; is that correct?
Mr. STEWART. Let me answer it this way, sir, and I do not mean

to be evasive: We feel as to section 4 that the Congress needs to reex-
amine further whether the abuses whih. are acknowledged to be in
existence can be dealt with administratively.

I have read Commissioner Caplin's memorandum, I know the view
that the administrative recourse is not sufficient. We are not satisfied
that that is the correct answer, sir.
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Senator DOUOLAS. Well, isn't your position somewhat more defini-

tive than that? You say:
We think these admiliistratlve measures should be given a reasonable oppor-

tulity to overcome enforcement shortcomings since problems in this area; In the
very nature of the case, are and must remain primarily administrative matters.

Mr. STEWART. I think your interpretation is a fair interpretation.
Senator DOILAS. So the inference which you drew from this was

that whatever your attitude in the future might be, as of the present
you do not favor any further legislation oil this subject?

M1'. STEWART. I think that is a fair conclusion, sir.
Senator DOUGLAS. So that you think that there are sufficient admin-

istrative remedies?
Mr. STEWART. And we point, I believe, sir, to several steps which

we have observed being taken to deal with the problems which the
Treasury feels are central in this area.

Senator 1)OUoLAS. You think there are any abuses in the matter of
expense accounts, entertainment?

Mr. STEWART. I have not the slightest doubt that there are abuses.
Senator DoVOLAs. Do you know of any?
Mr. STE VART. Not from personal knowledge.
Senator KERR. Not from personal experience?
Mr. STEWART. Sir?
Senator KERR. Not from l)erson'al experience?
Mr. STEWART. Not from personal experience; that is right, sir.
Senator DOUGLAS. Do you have any general impressions as to the

nature of the abuses which might exist?
Mr. STEWART. Well, I have rend the Commissioner's memorandum

which I am sure is a factual memorandum, so that I have access to
that. knowledge.

Senator DoUoLAS. Your only knowledge on this subject is derived
from reading the memorandum of the Commissioner?

Mr. STEWART. In terms of making a study of the problem, in terms
of organized information, that is correct, sir.

Senator DOUOLAS. You know of no fields from personal experience
or general reading which seem to you questionable?

Ar. STEWART. As I say, I would concur that in those areas which
the Commissioner has identified there not only are potential abuses
but undoubtedly there are such abuses in fact.

Senator DOUGLAS. What would yowdo to remedy them?
Mr. STE IART. I would explore, first, whether, as a practical mat-

tel', this new legislation is necessary.
Let me give you an example, Senator, as to why we make this ob-

servation, which is not made in the spirit of being obstructionists but
in terms of getting this job done.

There has been a good deal said about the Cohan rule. The impres-
sion we get from the standpoint of documentation is that the C-olhan
rule, even though it is on the books, does not represent a substantial
burden to the Titernal Revenue Service in requiring documentation.

Indeed, we are told by auditors of individual companies that they
are being asked for and are furnishing and are pleased to furnish
rather complete documentation, and that the broad problem of having
to accept estimates, which is supposed to be attributed to the Cohan
rule, is not, as a practical matter, very serious. This is the kind of an
apprOaCh to this nratter that we are suggesting be explored further.
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Senator DOUGLAS. I take it you do not thilik the test as to witether
entertainment, amusement, recreation is directly related to the active
conduct of a taxpayer's trade or business, that that should not be re-
tained; that the entertainment, amusement and recreation be directly
related to the active conduct of the business i

Mr. STEWART. No, I think you draw more than we intend by that
statement. I think we feel that that kind of a standard which you have
read, sir together with the standards which read like this, "more than
a general expectation of deriving some income at some indefinite future
time," .circumstances which are of a type generally considered to be
conducive to a business discussion are standards which are not going
to give the agent much more meaningful direction than he has under
his present authority, which is the authority that we suggest that we
reexamine in terms of the need for the proposed law.

Senator DOUGLAS. Do you believe that general so-called goodwill
expenditures in the field of entertainment and the rest should not be
restricted?

Mr. STEWART. We do not say they should not be restricted, sir. We
believe they are being restricted in administrative practice currently,
and that the reasonableness rule is clearly being implied. But we do
not believe that goodwill expenditures should be flatly denied. I
should add, sir

Senator DOUGLAS. $50 tickets to "My Fair Lady" would be a proper
goodwill expenditure?

M r. STEWART. Under certain circumstances I would not.
Senator DOUGLAS. The expenditure of $1,000 for a dinner at the 21

Club, would that be a proper expenditure?
Mr. STEWART. That kind of an expenditure is already subject to

very thorough scrutiny by the Internal Revenue Service. I think
they would answer that question by saying that they would look at.
that hard under all the circumstances, and in many cases would dis-
allow it.

Senator DouorAs. But suppose the claim is made that this is neces-
sary to build up goodwill so that a prospective buyer will buy. How
do you disprove that under the present wording ofthe law?

MXr. STEWART. It is a difficult problem to administer, sir. But the
law, the tax law, is full of tight, fine distinctions, and I do not think
what the bill is proposing here is going to improve the situation.

Senator DOUGLAS. I cited yesterday some yacht cases, I have many
more. One of the cases, of course, involves the claim of a $251,000
expenditure for the purchase of a yacht to entertain people off the coast
of-Florida. That was allowed by the Tax Court. You think that isproper? .Mr. STEWART. I think there is very grave danger in such a situation

that there is an abuse. I think that again,. it is not outside the realm
of possibility that such cases can and are being dealt with even though
in a particular set of circumstances it was allowed by the Tax Court. I
call your attention, Senator, to the fact that the return now calls for
identification of the existence of such so-called facilities, and I am sure
the Revenue Service is not asking this merely for general information
purposes.

Senator DorLAs. Well, in suits which they brought in the past be--
fore the Tax Court the Service quite generallyolost in these matters.
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Let us take another case.
Mr. STEWART. Senator, may I interpose at that point this comment?

We do not wish to imply by this testimony that it is impossible for or
improper for the law to draw certain lines to deal with extreme cases,
if the Congress is satisfied that the administration cannot handle them.

But we feel that this bill goes much further than the so-called "hor-
ror" cases to which you refer.

Senator Douows. Well, I am trying to work out your attitude in
this matter.

There is another case of a man who manufactured sneakers.
Senator Kmm. Manufactured what?
Senator DOUGLAS. Sneakers, tennis shoes, and he had a yacht off

Florida and he entertained people, and he was asked what connection
does this have with his business, and he said, "Well, I wanted to
demonstrate that my sneakers would not skid."

I do not know whether every guest was compelled to put on a pair of
his sneakers which he sold or whether there were indentations in the
rubber or not. But would you regard that as a -

Mr. STEWART. If I were an agent I would have questioned that, I
would have attacked it, and if I could not handle it under present law
I would be unhappy about it.

But I do not believe, Senator, it is necessary to enact these provisions
to solve this narrow problem.

Senator DouoLts. Just as a matter of record, the claim for exemp-
tion was upheld on the grounds that this was a necessary business
expense.

Mr. STEWART. Well, sir, we are not in complete disagreement and,
perhaps, you missed the implication of my comment.

I am admitting the possibility that in the extreme case like that, if
the revenue Service can document the fact that they do not have in the
typical situation such as the one you describe, sufficient authority under
the law, that undoubtedly some language could be written which will
deal with those extreme situations.

We point out in this testimony, however, sir, that the bill is using a
"dragnet" to accomplish a problem which we think is much narrower
than the language here will sweep in. We feel that there are many
legitimate expenditures contrasted with the types to which you now
refer that would be outlawed by these provisions.

Now, that is really the thrust of our testimony.
Senator DouGLAS. Well, now, let us see, you do feel there are abuses?
Mr. STEWART. I agree there are abuses, although I have no personal

documentation of them.
Senator DOUGLAs. The Senator from Oklahoma asked you to pre-

pare a memorandum on abuses so far as investments of Americans
are concerned abroad. Can you prepare a- memorandum on abuses
which you believe exist in the field of entertainment expenses and
gifts and the like and make suggestions for dealing with-them?

Mr. STEWART. Well, I do not want to be evasive, Senator. I have
no particular personal knowledge of this aqea. I can write you a
general comment as to the types of problems.---

Senator DovaLAs. You are making suggestions here, and we are
very anxious to get your constructive suggestions.
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.Mr. STMWAT'. Very well, we will endeavor to present~wui with any-
thing we can contribute in this area. I do not know how helpful it
will be.

Senator KEva. Will the Senator yield ?
Senator J)OUOLAS. rernpora i'ily.
Senator KERRI. I want, to join the Senator in the request of the wit-

ness, who is escorted here by what we assume to be a technician and
an expert, in giving the committee your suggestions as to how to elimi-
nate these abuses which the Senator has described and which are well
known, and the witness has indicated he feels exist in the matter of
expenses, goodwill, business expenses, and so forth, sought to be
charged off by the taxpayer.

Mr. STEWART. I want to leave this subject, if the chairman pleases,
on tlp note that I think that the area of abuse is exaggerated and.
secondly, that the remedies contained in the bill will not solve the
probletl but will create additional problems.

We will attempt to submit a memorandum which will be construc-
tive, is you and Senator Douglas have suggested, but I want to be
clear in terms of my position on the matter.

(The information referred to follows:)
,1ACFHINERY AN'D ArLIED PRODtOTS INSTITUTE,

Vaslfnlton, D.C., April 13, 1962.
Hon. HARRY F. BYRD,
V hallman, Com01ittee on Finance.,
U.S. Senate, Washington, D.C.

DEAR 318. ChAIRMAN: During our testimony on April 4 before this committee
on H.R. 10650. Senator Douglas requested us to:

1. Identify tax abuses under those provisions of the InternalI Revenue
Code governing the deductibility for tax purposes of travel and entertainment
expenses incurred for business purposes; and

2. Submit any suggestions the institute may have as to how such abuses
might be overcome.

This letter is an effort to respond to Senator Douglas' request.
As we indicated in our letter of April 11 concerning abuses In the foreign

earnings area. our experience respecting such problems is limited. The institute
has made no special study in this area. The definition of an "abuse" in the field
of travel and entertainment expense deductibility involves the same measure of
subjective judgment that is required in determining abuses in the foreign earn-
ings area. However, upon the basis of Treasury exhibits introduced during these
hearings we are inclined to believe that there are some abuses or some enforce-
mient problems in the deduction of travel and entertainment expenses. It is
our Impression that such abuses are most likely to be found In the following
categories of business expense:

1. Business gifts.
Comment. Business Itself has felt that the practice of giving business

gifts-and particularly those of an extravagant natUre--is generally unde-
sirable, tending in some cases perhaps toward a form of commercial bribery.
To our knowledge many companies have made it a practice in recent years
to inform all suppliers that company employees are not authorized to accept
business gifts of any description. This practice, instituted on industry's own
initiative, is becoming so general that the abfise problem is being exag-
gerated from Government's standpoint.

2. Personal expenses claltihd as bi.4ness travel and entertnilnmehit expense.
Comment. It is our impression that certain excesses have probnbly oc-

curred in this area. We should point out that such abuses seem to us to be
more prevalent and possibly more difficult of detection where the beneficiary
of the expenditure has complete or partial control 6f the company in ques-
tion. We should add that close auditing by the great M0a1ouity of companies
with which we are familiar narrows the problem area greatly.

3. Entertainment faeilitles used ptnffly for business and partly for personal
purposes.
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Comment. We do-not mean to condemn generally the possession and use
by a taxpayer of facilities which may be used in part for recreatlonal ptlr-
poses and which are in fact employed in the active conduct of a trade or busi-
ness. For example, it is common in capital goods marketing for prospective
customers to visit a manufacturer's plant for a number of days in order to
observe the product In operation. Many capital goods manufacturers tire
located in. small towns or cities where there are few if Any recreational
facilities, and, indeed, Inadequate lodging facilities. To overcome this defi-
ciency, many capital goods manufacturers have built or remodeled guest
houses, small hotels, lakeside cottages, etc., for the express purpose of hos-
lag and entertaining customers who may visit their plants. This, it seems to
us, is an altogether proper business expense.

The difficulty of distinguishing the proper from the improper type of expendi-
ture in this area is only one of many similar problems that must necessarily con-
front enforcement officials. Moreover, we have some serious question as to
whether the present provisions of H.R. 10650 will cure completely these abuses
without working substantial injustice by disallowance of necessary business
expenses.

SOME DIFFICULTIES WITHI LEGISLATIVE TESTS

As we Indicated in our statement filed with this committee on April 4, travel
and entertainment expenldittures are highly Individual transactions which can be
adjudged "ordinary and necessary" business expenses tinder section 162 of the
code only in the light of all the surrounding circumstances. If there are abuses-
and(1 it seems probable that there have been-then something more would seem
to be needed by way either of standards for detriniining the existence of abuses
or methods of enforcement-or both-to prevent abuse on the one hand or In-
justice on the other. In attempting to draw the line, and It is a sometimes in-
distinct line which separates these two results, the Ways and Means Committee
has set out in H.R. 10650 both new tests and new requirements. Entertainment
expenses are made wholly unallowable-with certain exceptions-only to the ex-
tent the taxpayer establishes that such expenses are "directly related to the active
conduct of his trade or business."

It will be conceded we think that the "directly related" test is a most inexact
one. Moreover, the explanation of it in the committee report sheds little or no
light on its Intended meaning or its application In practice. The report, speaking
of the "directly related" test, declares:

"This means that the taxpayer mutist show a greater degree of proximate rela-
tion between the expenditure and his trade or business than is required tinder
present law. Among other things he will have to show more than a general
expectation of deriving some Income at some indefinite future time from the mak-
ing of the entertainment-type expenditure; however, he will not be required to
show that income actually resulted from each and every expenditure for which
a deduction is claimed."

This explanation seems to march up the lll and right back down-again.
Yet, we have considerable sympathy with anyone who attempts to establish
a. rule for general application to the almost infinitely varying circumstances
ot business travel and entertainment expenditures.
The "primary use" rule, under which expenses connected with the mainte-

nlance of a facility used for the entertainment of business guests would be
deductible only to the extent that more than one-half of the facility's use is
for bluslness entertaining, although In part susceptible of application by objective
standards, is apt to produce as mutich disagreement between taxpayer and agent
as the "directly related" test. Moreover, as we have observed In our principal
statement, we see no Justification whatever for the arbitrary rule which would
disallow all: expenses connected with the maintenance of such a facility if the
use of such facility for business purposes falls below 50 percent of the total
usage.

In addition, the bill now before the committee, H.R. 10450, makes still a
further attempt to establish a general standard for the allowance or disal-
lowance of entertainment expense. "Business meals" may be allowed butonly
when food or drink is furnished to a customer "under circumstances which* * *
are of a type generally considered to be conducive to a business discussion."
How does one deternitne whether circumstances are of a type "generally con-
sidered to be conducive to a' business discussion"? And congldered by whom:
The agent or the taxpayer? I



674 RIVENUE ACT OF 1962

Again, we ate aware of the difficulty connected with attempting to establish
any rule of general application in this area. But, as in the ease of the "di-
rectly related" test, we suggest that this rule may prove altogether unworkable
In practice.

Indeed, the prescription of such standards by statute is, In our Judgment,
a mnitake which proceeds from an understandable but unrealistic philosophy.
The travel and entertainment expense provisions of H.R. 10650 seem to rest
upon a philosophy which seeks to achieve -perfect equity between a taxpayer
whose occupation requires business travel and entertainment of customers and
a taxpayer whose occupation requires neither. We suggest that such differ-
ences of this character as exist by reason of occupational variety will always
exist and that it Is Impossible for the tax system to achieve perfect equity of;
between taxpayers so dissimilarly situated.

This difference can best be illustrated by fn example. It can scarcely be
denied that legitimate business travel abroad produces some personal pleasure
for persons so traveling. If we pursue this philosophy to its logical conclusion,
the next step would seem to be to affix valuations to such personal satisfactions
and to require their inclusion In the personal tax returns of Individua,N in-
volved. Obviously, this would be unworkable, but it illustrates, we thini:, the
thicket of subjective Judgments-and the endless burden of adininistraton- -
Into which the proposed travel and entertalunenut expense provisions of IL.
10650 are heading.

A SUGGESTION

We think that the current attempt to overcome abuses of travel and enter-
tainment expenses through comprehensive legislation may give rise to an Intoler-
able burden df administration and may be more, rather than less, productive
of misunderstandings and quarrels between agent and taxpayer.

May we suggest that the emphasis should be shifted from an attempt to write
legislative standards for allowing business expense deductions and that more
attention be given to the enforcement area. It would seem to us that the
general standard of "ordinary and necessary" is still sufficient for determining
allowability or unallowability, and that its very generality permits a nicety of
discrimination in enforcement which would not, in our Judgment, be possible
tinder H.R. 10650.

We declared in our prior statement that we doubted If the Cohan rule
represented as much of an obstacle to enforcement as the Internal Revenue
Service has suggested. We continue to believe this to be true of the opinion
in the Cohan case as written by Judge Learned Hand, although we acknowledge
that there is some case law which may have inappropriately enlarged the Cohan
doctrine so as to make it a handicap to enforcement. Under these circumstances,
Congress may feel that repeal of the Cohan rule is necessary. Such a step-
subject to some appropriate deminimus rule-would clearly provide the Internal
Revenue Service with sufficient authority tinder the present statute to undertake
an appropriate policing of the whole area without further legislative changes.

In concluding we should like to reiterate one observation made in our principal
statement. These provisions of H.R. 10050 seem to proceed in part from the
theory that business has neither any real desire nor any adequate system to
control expenses of this character. Insofar as the companies which we repre-
sent are concerned, we think any such theory is wholly fallacious.

This completes our comments in response to Senator Douglas' request. We
hope they may prove helpful to the committee and we appreciate the opportunity
of submitting them.

Respectfully,
CHARLES W. STEWART, Pre8fdent.

Senator DOUGLAS. I am not certain that I have mastered all of the
contents of your memorandum, and I regret I was not present at the
earlier part of your testimony.

Do you take any stand on section 3; so-called lobbying section?
Mr. STEWART. No, sir; we do not.
Senator DOUGLAs. Do you object to section 3?
Mr. STEWART. We have no cbMitent on section 3.
Senator DOUoLAs. Then you do not object to it?
Mr. STEWART. Is that the lobbying expense section?
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Senator DoUoLAs. Yes, lobbying, section 8.
Mr. STEWART. We have no comment and wish to enter no objec-

tion or approval.
Senator DOUGLAS. Thank you.
The CHAIRMAN4. Senator Bennett?
Senator BEiNErT. I was not here when the gentleman gave his tes-

timony so I feel that I cannot question him effectively.
The CHAIRMAN. Senator Curtis?
Senator CtmTis. I have one or two questions. I hope I am not over-

simplifying.
In your opinion, if the House bill should become law, and speakIng

of the tax on foreign income, would it encourage or discourage the
establishment of the plants abroad by American companies, either as
branches or as subsidiaries?

Mr. STEWART. There would be some discouragement in situations
where the decision is a close one, and where, when all thu factors that
enter into an investment abroad decision are arrayed, the decision is
so close that a change in the picture as to any one of those factors
might affect the situation. So to that extent, in my judgment, there
woUld be some situations, particularly as to underdeveloped countries,
where a decision might fall on the negative side in terms of investment
abroad in the face of the enactment ofthe provisions.

.But I would like to go one step further. The more important im-
pact will be on the ability of companies to remain competitive abroad
in terms of their competitive relationships. Their ability to accumu-
late capital in order to be dynamic companies abroad, and to compete
effectively, will be seriously impaired.

I do not believe that a tremendous number of investment decisions
Io go abroad will be affected, which is another reason why I do not
lieeve the salutary results attributed to this bill will flow. That is
the best answer I can give you, Senator Curtis.

Senator Cuirrs. Even if it encouraged the establishment of foreign
branches, of foreign subsidiaries, or made more competitive, as ou
say, those already existing, that does not follow that you have less
business here, does it?

Mr. STEWART. No no.
Senator CURTM. Suppose there is, and this is hypothetical, suppose

there is a country where there is a market to be filled if somebody
goes there and builds a plant, and that plant might be built by German
interests, it might be built by British interests or it might be built by
interests in the United States.

Would you say that whoever establishes the plant there will have
set the pattern for considerable exports to that place, assuming the
business succeeds in the years to follow?

Mr. STEWART. Our experience indicates the answer is clearly affirma-
tive, and importantly so.

Senator CURTis. It sort of establishes the pattern or the channel of
trade, does it not?

Mr. STEWART. Not only that, in the capital goods business, Senator,
as you may know, the jump on the competitor is terribly important.

When you are building a steel mill, for example, you do not build
one every week. Once the establishment of a commercial relationship
with third markets is built, it stays put for quite while.
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We are not dealing here with the theoretics of statistics that are
contained in exhibit III, as wrong as we think some of them are
We are dealing with practical business considerations such as the ones
you referred to.

Senator CURTIs. But it is a fact that once the plant is established
in a given foreign country, the tendency for personnel and supplies
and repairs, financing, component parts, insurance transactions, and
everything are very much more inclined to flow from the country
that establ-ished the' plant than from other countries; isn't that correct?

Mr. STEWART. I do not think there is the slightest doubt about it,
but not necessarily and not in most cases to the conclusion of or in
competition with exports from the United States. Because in most
cases the company would not have gone into this area if it could have
operated effectively with respect to other markets from the home base.

Senator CuRTIs. Now, in the overall, the establishment of plants in
foreign lands by American companies, has that increased or decreased
the employment that we have offered at home? I realize there will be
isolated cases or maybe not necessarily isolated, but certain classes of
cases where it might be true. But in the overall, what is your opinion?-

Mr. STEWART. I think that, in the first place, the job opportunities
which are related at home to exports from the United States which
follow investment abroad, are important in many many companies.

I think also that there are many companies, and we saw this in the
last recession, that maintained dynamism within their organizations
through earnings made available to them abroad, through ideas which
came, in part, from abroad, as well as from home which enabled them
to carry research and development and key people through very diffi-
cult times when they might not have been able to do so if they had nt
had foreign operations.

This is another aspect of this problem that is not necessarily so high
in numbers as it is in key people. Research and development peopk
come expensive, and outstanding ones come very few and far betreer.

We know of companies in the institute that suffered very bad t im(.
during the recession, and practically lived off of their foreign opera-
tios in terms of their domestic base. This is just as important ,'v-
saying that we employ, as I know one company does, an entire 1 :ant
in Pennsylvania which is involved in shipping mining machinery
parts to a plant in Scotland. They are both important to the health
of the domestic base.

Senator CuRis. You hear the expression exporting jobs, but do we
have two classes of problems here or cases, rather, one, where the
American company goes abroad and builds a plant to serve a foreign
market, and that is the only way they can. do it competitively: and
that, I 'rather from your testimony, you would want to encourage?

Mr. STEWART. Precisely.
Senator Cums. And that will increase our exports?
Mr. STEWART. And our total industrial strength as a nation, which

we believe is a world-mitided nation, from everything that the Presi-
dent and others tell us in this administration, and which we believe.

Senator COmrrs. That is one category.
There may be another category of businesses that abandon their

home base in the United States and go abroad because they cannot
make a go of it here, and may or may not sefld imports back'into this
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country. But that class, category, are not very much or primarily
involved in these proposals which are proposals for a tax on foreign
income are theyI

Mr. STEWART. No, I would not say they are involved, and in tex'ms
of our experience with capital goods there are few such companies.

If this result occurs so that such movements do take place, I would
suggest that there are some other aspects of our economic climate we
might examine in order to determine the situation which brought that
about, recognizing, of course, that some businesses fail, I regret to
say so, because they should.

Senator CurTts. Well, I am thinking of one that had excellent man-
agement, a good management, as good as they could have. We have
a jewel watch industry in Nebraska that employed up to 2,000 people.
It is now in Japan.

I do not believe that had the provisions of the House bill with
respect to tax on foreign income been the law back when that happened
it would have prevented it because of these other factors.

Mr. STEWART. Precisely, and I referred to those, Senator, before
you came in.

Senator CuRrIs. So you do not regard the enactment of the provi-
sions of the House bill on foreign income as an effective means of
holding jobs in the United States that we are going to lose?

Mr. STEWART. Not in any substantial way whatsoever. I think it
is an illusion.

Senator CuwTrs. Is that the reason why certain leaders in labor are
favoring it?

Mr. STEWART. I cannot speak for them, but I would suspect so, and
I think they are mistaken.

Senator Cunis. That is all, Mr. Chairman.
The CHAMMAN. Senator Morton?
Senator MORTON. Mr. Stewart developing a little further the

colloquy with Senator Curtis, and then one or two other points and
I shall attempt to be brief, first, how many members are there in your
organization ?

Mr. STEWART. We are an organization made up really of two parts.
We are a federation of trade associations, so that in one respect our
relationship is with some 30-odd individual trade associations.

In addition we work with some 420 individual companies.
Senator MowroN. Those 420-odd individual companies, how many

roughly would you say have foreign subsidiaries?
Mr. STEWART. We have not surveyed them. May I ask one of my

associates? What would you guess, based on the international opera-
tions?

Roughly 20 percent, and they may be very minor in size ranging
to multiple plants and very large in size.

Senator MnTo. If, without violating their confidence, and if it
would not be too herculean a task, it might be interesting if we could
have the exports of those, of those 20 percent, which have foreign-
owned subsidiaries over the years, with a rough idea of their invest-
ment abroad.

I say this because I have the impression that their exports from
this counttry, from their own plants in this coffntry, have not dimin-
ished as a result of their investments abroad.
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I do not know that in the confidence of the business community you
could develop that, but I think any information you could develop
alog that line would be informative.

Mfr. STEWART, We, will furnish the committee whatever informal.
tion in response to that which we can, sir.

(To obtain the information requested will require making a special
survey of the members which will necessarily take about 2 or 3 weeks
to complete. If this stirrer call be completed prior to tie printing of
the last volume of these hearings it will be inserted therein.)

Senator MowiToN. Now, you talked to the point of constitutionality
which we have dealt with in it rather cursory manner this morning.
1 happen to be one of those rare Members of this body who is a

businessman and not a lawyer. Sometimes I think the United States
would be better off if we were more of us and fewer lawyers here.
[Laughter.]As I see the situation in my lay mind? it is comparable to this:
Let ts supp).ose tlut a trucking company in Kentucky had 10 stock-
holders. Five lived in Tennessee and five in Kentucky.

Let us assume that they made $100,000 after taxes in 1 year.
They decided they would pay $25,000 in dividends, that they would
retain $75,000 in the business for the purpose of buying new trucks
and expanding their operations.

The State of Tennessee has an income tax law. The State of Ten-
nessee would say to those five Tennessee stockholders-
but you must pay an Income tax based on the earnings of this Kentucky corpora.
tion In which you own stock In the amount of four times what you paid because
they earned $100,000 and they only paid $21,000 in dividends.

Admitting that is al oversimplification, is that not to a lay point of
view somewhat analogous to this constitutional questionI

Mr. STEWARr. I think you are a much better lawyer than you ad.
mit, sir.

I would say that you draw a point here that worries me beyond
the scope of this bill.

It seems to me we are breaking new ground if we go to the full
route of these provisions in terms of applying the same principle to
ourn domestic tax policy. I am quite concerned about it, and your
example is completely on the beaming that respect.

Senator MonTox. Well, now, getting back to this matter that Sena.
tot' Curtis touched upon the export of jobs the President on Decein-
ber 7 of last year, in adAressing the AFL-&IO convention, said that
the export of private capital means the export of jobs.

I take it from your testimony that you are not In full accord with
that statement?

Arr. STEWART. r think it is in error, sir, respectfully, oversimuplifi-
cation.

Senator MonTor. It is one of the cases in which I happen to dis.
agree with the President, too.

Now, granting that he is perfectly sincere in his conviction and in
his statement, which I accept and believe him to be, although I do
not agree with it, ]tow can we differentiate between the export of pri-
irate capital, as he puts it, and if that causes the export of jobs, what
about investments that follow by the World Bank, the International
Development Association, the Inter-American Bank, the AID agen.
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ey, to which we make massive contributions of capital? Could that
also not be construed as an export of jobs if the export of private
capital is all export of private iobs?

Mr. STEWAI1T. I think without question, Senator, that you are
bearing down on a point which bothers me in terms of the Govern-
ment philosophy that is involved here.

We take a worldwide, broadminded, liberal attitude toward world
trade when we work through the International Bank, when we de-
veloped the Alliance for Progress, when we work within NATO,
when we consider H.R. 9900.

But when we come to foreign earnings, we sound like isolationists.
I think there is unquestionably truth in your suggestion that un-

less we are prepared as a nation to withdraw from international as-
sistance and international investment completely, there is always tile
possibility somewhere along the line of aiding competition a board
and affecting somewhere along the line our domestic base.

I would agree with you 100 percent. I am sure this administration,
however, does not want to withdraw from the programs you ticked
off nor does this administration want to withdraw from H.R. 9900.

I was surprised this morning to find that the witness, who I am
sure would support H.R. 9900, and Senator Gore, in examining him,
expressed great concern about the possibility of imports front foreign
based companies, which possibility, incidentally, I do not think has
reached any proportions that we need be concerned about. But, at
the same time, we are considering as a nation H.R. 9900 as a philoso.
phy of foreign trade. Are we to frown on imports which might
arise within reasonable limits from foreign based companies? How
do we reconcile those two philosophiesI cannot.

Furthermore, if this country approaches the Common Market prob.
en from the standpoint of breaking down trade barriers through the

enactment of legislation like H.R. 9900, would the labor movement
and would the Congress of the United States rather, have imports
come from U.S. subsidiaries overseas or from foreign competitors?

Senator MoirroN. I think you make a good point there when you
say you find difficulty in reconciling these apparently antithetical op-
proaclies to a common basic problem.

I assume you can sympathize with us who are asked here to sym-
pathize with the program which would discourage private investments
in developed countries abroad and, at the same time, to support a pro-
gram of which I have been long a supporter of its predecessor, such
as H.R. 9900, and when I was a member of the former administration
I twice had the responsibility of guiding that bill through the Con-
gre ss; I once saved t from recomm ittal by only one vote in the House,
and that In Kentucky we call a photofinish, and also I have been, since
its inception, a supporter of the so-called foreign aid program.

I am also a supporter of the present AID program and all of its
predecessors back to the Marshallplan.

"Vow I am being asked to, it seems to me, put myself in a completely
contradictory position in this attack, as I see it, on those companies
which, for competitive reasons, not for tax reasons, but for thefr own
survival in foreign markets or to gain foreign markets, have built or
are contemplating plants abroad.
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I cannot see for 1 minte-I agree with what you ( said-that in re.
spons to it question from either Senator Kerr oir Senator Curtis that

these, provisions, especially the administration'S suggestion, is
adopted into law, it might in a tightly balanced case determine whether
or not eOllianyv X starts it subsidiary abroad,

lint. I amn thinking of the billions that aro invested abroad today,
what, they do for U.S. exports, first; what they do, secondly, in bring-
ing dollar earnings to this country far in excess of the capital dollars
that are going out.

Mr. STmvAT. I could not agree with you motv, Senator.
Senator MonTor. And I think we are dealing with a problem here

that can well tailspin us into a real recession, can really jeopardize job
op)ortunities in this country, by taking this insular, isolationist posi-
tion on investments abroad.

I want, to congratulate you, sir, on an excellent statement.
Mr. Sm.WAwr. Thank you, sir.
The CIIAIRMA. Thank you very much, Mr. Stewart.
Mr. STEWAmRT. Thank you, air.
(The prepared statement by Mr. Stewart, together with the ap-

pendix, follow:)

STATEMfENT OF THIE MAClINERY A.ND ALI.IED PROI'CTS 1XRsTrtI'E ON TlE 14I1OP1II
lRr.vr.xtr. ACT OF 10012" (H.R. 100.0) iBY ('EAiIII.ES W. STW.XRT, 'lIf:.slim*T,

Acco.% PAs +D 11Yn Groiwt: Tni:Pnomai, R te.Anch DIREcTo

Mr. chairman n and gentlemen, It is a privilege to appear before the Committee
on Finance as president of the Machinery and Allied Products Institute and
chairman of the institute's offlilate organization the Council for Technological
Advancement. These organizations represent capital goods and allied product
Industries of the United states and are engaged In economic and management
research with particular emphasis on the supply of capital funds, capital Invest-
ient, and technological advance,

Our written statement, which Is before the committee, is respectfully sub.
mittedl for the record. Because of time limits the oral presentation will be ad.
dressed to portions of the statement and to certain supplemental points which
deserve emphasis. The Institute would also appreciate the opportunity to file
A supplemental statement for the record In the event this proves desirable in
order to give adequate treatment to the complex and significant subject matter
Involved.

First, many we deal with the subject of section 2 of the hill relating to the
prolosel Investment credit.

CREDIT FOR INVESTMENT IN CRTAINt DEPSECIADLE PROPERTY (sie. 2)

I should like to nake it clear at the outset that the Machinery & Allied Prod-
nets Institute renews Its endorsement of the proposed Investment credit con-
cept' Ias a permanent part of our tax law. Though the incentive effect proved
for by section 2 of H.R. 10050 is less than we would like, It Is at least a start on
an urgent national problen-the need to improve the U.S. rate of economic
growth,

I' In its original testimony before the Committee on Ways and Maenn on May 12. 19(11,
the In,0ttute applauded the President's Initiative In sponsoring an Investment Incentive,
subject to the reservation that It must not be considered a l:lbtitlte for either the reform
of tax dep reclation or overall tax reform. However, MAP in that testimony opiw.ed
the ,.%bracket.and.flnor arrangement as comricated and Inequitable, and urged that if the
credit approach In followed the credit Phquid be made applcable at a fiat rate, preferably
not less than 10 percent to all eligible Investment r ardless of Its relation to the tax.
paver's depreciation. Rubhequently in response to the Invitation of the Ways and Menns
Committee for public comment on te committee draft hill released on Aug. 24, 1901, the
Institute In a letter to the committee dated Jan. 10. 1902 registered It% support for the
percent flat-rate investment Incentive credit contained In that bIll.
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Se'retory Dillon's testimony on Monday recommended that the Fnance Coin-
mittee restore the credit to 8 percent, the original level reported by the Ways
and Mens Committee. This was accompanied by a recommendition that tMe
Flinane Committee restore the limitation on amounts over $25,000 to the no-
percent figure originally adopted by the Hosen committee. We, of course, defer
to tile Seinte Finance Cousin ttee with reslect to overall fiscal Judgments, but, in
terms of tile objectives of the credit and the optimum level of its operation, we
Join the Secretary In this recommendation.

As ie shall develop In, more detail later in this section of our testimony on the
pending bill, the institute does not consider the credit a subsidy, a loophole, or
it giminclk, as some have charged. Moreover, as tile Secretary of the Treusury
emphasized on Monday, we feel the stimulative Impact of the credit on sound
Investment would be substantial,

One final preliminary comment. In appearing before the Committee on
Finance In support of the Investment credit approach, we should like to call
attention to the fact that certain representations which have been made to the
effect that tile business community as a whole opposes the credit are Inaccurate.
There is a difference of opinion within business on this subject, but MAPI and
it number of organizations, which either will testify before this committee or
have otherwise made their views public, favor the enactment of an investment
credit provision.
The problem of coon onto growls

As suggested above, the need to improve our less than satisfactory rate of
economic growth is an urgent national problem. To document this problem
we rely on original economic research conducted by the Institute, to which the
Secretary of the Treasury referred In his presentation to this committee.

Most of the leading Industrial countries of the West have done better In recent
years than we have, as have, apparently, most of the Communist countries,
I con illustrate this statement for the Western countries by the following table,
which ranks them In the order of their economic growth rates over the decade
of the fifties. The measure of growth for this purpose is the average annual
Increase in gross national product at constant prices;

Average annual growth, 1050-80
(Percent)

Japan (1058-60) ................. 8.5 Swizerland (1054-0) ............ 4.8
Germany ........................ 5 Canada -------------------------- 3.7
Austria ------------------------- 5.0 Sweden ------------------- 8.
Italy --------------------------- 5.8 Belgium ------------------------- 8.1
Netherlands---------------.4.7 United States .................... 8.0
France ------------------------- 4.6 United Kingdom ------------- 2.0

While the quality of the statistics behind this ranking does not justify a precise
reading of the results, It Is evident after all due allowances that the United
States does not make a good showing, In baseball terms, it is "near the cellar."

There are many factors underlying these disparate growth rates, but it is our
belief the most important is differences in productive investment ratios-ratlos
of productive Investment to gross national product. This belief Is supported by
the chart on the following page, which shows for 10 countries the relation between
the economic growth rate and the percentage of gross national product Invested
In productive equipment during the decade of the fifties.

Here a positive correlation between growth rates and Investment ratios Is
clearly visible. At the Investment ratio of the United States, the line of average
relationship Indicates a rise of 0.49 of a percentage point in the growth rate for
o l-percentnge.point Increase In the ratio. Stated otherwise, an Increase of
equipment Investment by 1 percent of the gross national product Is associated
with an Increase of 0.40 of a percentage point In the annual growth rate of
that product Itself.

It will be noted that in terms of its productive-equipment Investment ratio,
the United States Is at the bottom of the lLst. It has been living on at starvatnn
diet of productive capital formation, There can be no doubt, in our opinion,
that thi i a major factor in Its relatively unfavorable growth rate. It has been
enjoying the luxury of a high-consumption economy while Its competitors have
outsaved and outinvested It, and Is paying the penalty of this opportunism.
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Average Annual Increase of Gross National Product
at Constant Prices, In Relation to the Average Ratio

of Productive Equipment Investment to Gross
National Product a

Growth Rate
(Percent per annum)
Ratio Scale
9 - ....."

Growth Rate
(Percent per annum)

Ratio.Scale
'9

7 a 9 10 II
Average Productive Equipment investment Ratio (Percent)

12

a Key: 1. United Kingdom; 2. United States; 3. Belgium;
4. Swveden; 5. Canada; 6. France; 7. Netherlands; 8. Italy;
9. Austria; 10. Germany.

Average annual growth for the 10-year period 1950-60
is related to the average investment -ratio for the 10 years
1950-59, inclusive. Again Investment is gross (before depre-
ciation). It includes productive equipment bought by gov-
ernments and government enterprises, 7but excludes such
equipment used for military purposes. The comparison is
not available for Japan and Switzerland.

I '
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The situation Is aggravated by the prospect (now only 2 or 8 years away) of

it greatly increased growth rate of the labor force. This will absorb large
amounts of investment merely in equipping the added workers with existing
technology, leaving that much less for increasing the investment per worker
throughout the economy, and hence per-worker output. Like the Red Queen, this
country will have to run faster to stay in the same place'
Intcstment incentives abroad

One reason for the more favorable productive investment ratios In other
countries is the widespread and growing use of investment incentives. These
have taken a variety of forms-high rates for regular depreciation, short service
lives, Initial writeoffs, investment allowances, etc.-but they have had the com-
mon effect of saving or deferring taxes and thus augmenting available Investment
funds. It is the need to augment available investment funds in the United States
that is central to improving our productive equipment ratio and in turn our
economic growth.

The effect of these incentive devices is indicated In the chart on the following
liage, which shows for the United States and seven foreign countries the capital
consumption allowances available in the first year and the first 8 years of service
tit an asset given a 15-year life for tax purposes.

The chart presents a striking picture. In two of these countries the first-year
writeoff exceeds 50 percent of cost. In two more it exceeds 80 percent. The cor-
responding figure for the United States is 18 percent. Two countries permit a
recovery of more than 70 percent of cost in the first 8 years of service, and two
niore allow over 60 percent. The American equivalent is 88 percent.'

We observed in testimony on the Revenue Act of 1954 that the United States
had then the worst tax depreciation system of any major industrial country in
the world. That act, which authorized the use of either double-rate declining-
balance or sum-of-digits depreciation on thereafter-acquired assets, went far to
correct this situation. For the moment we were more or less abreast of the pro.
cession. Since then, however, we have stayed put, while other countries have
moved on. It is obvious that once again we are near the tail end of the prices.
slon. It is against this background that the pending tax credit should be con.
sidered.

The references which we have just made to deficiency in tax depreciation in
the United States prompt this comment as to the relationship between deprecia-
tion reform and the initiation of a tax credit approach. The two are not mutually
exclusive, as pointed out by Secretary Dillon In his current testimony and in his
presentation on January 18, 1062, to the Joint Committee on Internal Revenue
Taxation. Indeed, the administration has chosen to adopt a two-pronged ap-
proach involving recommended statutory enactment of an investment credit and
reform of the length and classification of useful lives of depreciable assets as con-
tained in the so-called Bulletin F. In other words, the administration views these
two approaches as complemenatry.

It should be added that in terms of the end objective we are concerned with
economic growth and the relationship of capital Investment to economic growth.
As a corollary, we are concerned with proper stimulants to sound investment.
It is a mistake, In our Judgment, to think therefore of depreciation reform and
the investment credit as alternatives between which the country as a matter of
national policy must choose. In this respect much of the debate in the House
of Representatives and some of the criticism directed at the credit miss the point.
The two approaches are in fact perfectly complementary, and, as the institute has
observed on a number of occasions, neither the Congress, the executive depart-
nient, nor business itself should reject the credit approach simply because it is
novel, If it is sound, and we believe it to be, it should be enacted promptly and
dynamically implemented.

*Forft fuller treatment of this problem see "Capital Investment nd Economic Progress
In Leading In ustrial Countries, 1950-00," Capital Goode Review No. 48, January 1902,
bfichipery & Allied Products Institute.

'Only one country (West Germany) is In our class, and this one deceleratd. reeentl
after a period of greater liberality, as a brake on what was deemed excessive investment
activity.
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Capital Consumption Allowances Obtainable In the United Stat" and In Seven Foreign
Countries (1) In the First Year of Service, (2) In the First Three Years of

Service, on Equipment Given a 1S.Year Life for Tax Purpose

Percent
Sol

A: Percentages Written Off Over the First Service Year

B Percentages Written Off Over the First Three Service Years

q/ The chart is from "Tax Depreciation Here and Abroad," Captal Goods
Review No. 44, which should be consulted for further details. It
presents the picture as of that time# of course1 but it would not be
materially different today.

Percent
-" 60
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Uciieriil cftacmtsa on the orvdit

Opinions differ as to the form an investment incentive should take, and the
proposed credit Is, of course, only one of several possibilities. It has Its advan-
tages and disadvantages, both of which (but particularly the former) are
widely misunderstood.

In an attempt to clarify the picture, the institute undertook a comparative
analysis of the credit (then 8 percent) and Its most common alternative, an
initial writeoff of depreciation, the results of which were published In a pam.
lihlet "Incentives to Capital Investment-Two Approaches Couitpored." Hlle
the pamphlet is being submitted for the committee files I shall offer here only
the conclusions, modified for the presently proposed credit of 7 percent as
contained in the bill before the committee:

(1) Because it Is a direct offset against tax, and does not reduce subse-
quent depreciation allowances, the proposed 7-percent credit Is equivalent
to Initial writeoffs several times as large. While the equivalence varies
with the service life of the assets concerned, for companies subject to the
full corporate tax rate it would require at least a 85-percent writeoff to
match the credit In average, or overall, terms.

(2) For such companies, the proposed credit Is equivalent to a very
substantial tax-rate reduction-around 12 percentage Iints oil a 15-year
asset, for example. The 85-percent writeoff lins in general a comparable
Impact, again In average terms.

(3) The credit is more favorable to short-lived than to long-lived assets.
An Initial writeoff, on the other hand, yields virtually uniform benefits over
the service-life range.

(4) The wrlteoff Is more favorable to high-rate than to low-rate tax-
payers, whereas the credit yields roughly comparable benefits over the
tax-rate range.

(IS) Even when a writeoff Is equivalent to the credit In incentive value,
the time pattern of the net tax saving Is very different, The writeoff yields
a nuch larger Initial gain, offset over the remainder of the service life by
net losses. On a flow of investments (as distinguished from a single coni.
mnltment), the writeoff yields a larger net tax saving than the credit for
several years; thereafter It yields less, To put It another way, the tax loss
to the Oovernmont from the credit Is less in the early years as compared
with an equivalent wrlteoff,

One important fact must be remembered In this connection. Regular tax
depreciation Is so deficient In this country, largely from failure to recognize
and allow for the effects of inflation, that an incentive could be very sizable
indeed without doing more In an overall sense than merely offsetting the defhc.
lency. Careful estimates of underdepreclation run from $5 billion to $8 billion
a year.4 This means thrt business is paying $2.5 billion to $4 billion more In
taxes annually than It would with adequate depreciation.

Even If we take the lower limit of this range, It would be above anything
now contemplated in the way of investment Incentives, The proposed 7-'ercent
credit will yield a tax reduction of around $1.5 billion a year at the outset.
This would have to be much larger to offset the depreciation deficit. tUntil
til Is done, what appears to individual taxpayers as an Incentive appears from
the national, or overall, standpoint as compensation for underdepreclatlon.
From the national standpoint, an Incentive system begins where realistic depre-
elation leaves off. It goes beyond It. It is no disparagement of the credit to
sny that It will be some time before we reach this point, Thus, we are not
even approaching a subsidy or a loophole by taking the action embodied In section
2 of H.M. 1000.

In summary, we believe that the need for an investment incentive transcends
contrnversy as to its precise form. The proposed credit is a desirable, If limited,
step In the right direction,
Detailed comments

1. Realed-doton for short llve.-Our first detailed comment on section 2 has
to do with the scheme for scaling down the credit at the short end of the service.
life range. The scale-down Is In recognition of the undoubted fact that a flat-
rate credit Is relatively more advantageous for short-lived than for long-lived

d See "Underdepreelation Prom Inflation," MAP! CaPital Goods Review No. 45, April
1001.
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assets, and Is therefore correct in principle. The method prolmoed Is, however,
unnecessarily crude,

The proposed new section 40(c) (2) grants in effect one-third of the full credit
to assets with an estimated useful life of 4 or more but less than 0 years, and
two-thirds for assets with a life of 0 or more but less than 8 years. These ad-
justments not only overcompensate for these short-lived assets; the Jumps be.
tween the service-life brackets are needlessly wide and abrupt. We suggest as
an alternative that for lives under 10 years the taxpayer be allowed a percent-
age of the full credit equal to 10 times the estimated life. Thus a 4-year asset
would receive 40 percent, a 5-year asset 50 percent, and so on. The alternative
methods to the scale-down are graphically compared In a MAPI chart of which
there is a preliminary copy at the witness table. Multiple copies will be repro-
(ced and filed within a few days, with the permission of the committee.

The treatment we propose Is not only superior in theory; by reducing the dif-
ferences in the credit available for successive service lives It would reduce the
need for the recapture provision of section 47(a) (1). There would be less in-
centive to hold assets beyond the desirable time for disposition in order to get a
large abatement of the recapture. I may add that with the scale-down formula
proposed it would be possible to extend credit eligibility to 3-year assets, which
are eligible for the new depreciation methods provided in section 167 of the
1054 Code.

2. Recapture provleion.-The proposed section 47(a) (1) provides for the re-
capture of part of the credit in the case of assets retired before the end of the
service life on which the credit was based, where the credit would have been
lower If based on the actual life,

One basic diffmoulty with this recapture provision arises from the nature of
service-life estimates. In principle, these are estimates of average life expec.
tancy at Installation. Oven when this average is correct, there are roughly as
many chances that the assets will be retired short of it as there are that it will
go beyond it. If the subaverage retirements fall in the scale-down area, they
will be subject to a partial recapture of credit even though the average itself isbeyond It.
For example, many normal retirements of assets with average life expetancies

of 10 to 15 years, or even longer, would fall below the present break point of 8
years, hence would be liable to recapture proceedings. This would give the

olders an incentive to delay such retirements beyond the normal time in order
to reduce or avoid the recapture-obviously an undesirable effect,

The Treasury is concerned with the possibility that taxpayers may overesti-
mate lives of short-lived assets in order to get into a higher credit bracket.
Against this possibility, however, it has adequate remedies without recapture.
It can disallow such lives prospectively, if they appear unreasonable, or It can
require revision for subsequent applications if experience shows them to be too
long. As I pointed out earlier, moreover the smoother and more gradual scale-
down of the credit we recommend would reduce the Incentive for abuses. For
these reasons we urge the abandonment of the recapture provision entirely. If
It Is retained In any form, it should at least be at the discretion of the Commis-
sioner, not mandatory, as at present.

8. Deinition of seotion, 88 property.-There are, in our opinion, three ambl.
guitles in the definition of section 88 property. We will identify the ambiguities
and make certain recommendations.

The first has to do with the term "a building and its structural components"
which are declared Ineligible for the credit under the proposed section 48(a) (1)
(B). The language of the bill Itself Is not clear as to whether "structural com.
)onents" include or exclude elevators, escalators, central-heating and air-condi.

tioning systems, built-in conveyors and the like. In view of this uncertainty, it
Is desirable that the status of such Items be clarified.

On the following grounds, we favor making such Items section 88 property and
therefore eligible for the credit, The explanation of the action of the House
Ways and Means Committee as contained in the committee report, which reflects
at least in part administration recommendations, Indicates that emphasis is
Laced on equipment and machinery as distinguished from real property because
t Is believed the nee for investment in equipment is the major requirement of

the economy. Accordingly, In the definition of section 88 property a building and
Its structural components are excluded from eligibility. The term "structural
components" is interpreted by the technical explanation in the report to include
such parts of the building as central air-conditioning and heating systems re-
lating to the operation and maintenance of the buildhffg. We feel that structural
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components should not be so broadly defnied where items like air-conditioning
and heating equipment can be demonstrated to be necessary to the business
functions referred to In section 48(a) (1) (B) (i).

The second ambiguity concerns the status of "other tangible property" (see.
48(a) (1) (11)) acquired by firms in trade, service, and finance. These fields of
activity are not listed among "manufacturing, production, or extraction or of
furnishing transportation, communications, electrical energy, gas, water, or
sewage disposal services." Unless It Is intended to exclude these omitted activi.
ties, they should be enumerated.
The third ambiguity concerns the meaning of tile expression "used as an into-

gral part of" nmnufacturing, production, etc. What Is the status of "other
tangible property" used li a manufacturer's warehouse or sales agency? Is sell-
Ing an "Integral part" of the business functions referred to in section
418(a) (1) (B) (1) 7 What about procurement? Should business functions In
48(a) (1) (B) (1) be broadened to Include distribution and procurement? Does
section 48(a) draw too fine a line between a research or storage facility imedl.
ately adjacent to a manufacturing facility and one which Is remote in location
but absolutely essential to the distribution process? These questions should be
tswered. Consistent with the spirit (f the House Ways and Means Committee
report, we feel they should be dealt with in a liberal, rather than narrow, frame-
work lit order to accomplish the ultimate goal of the investment credit; namely,
to stimulate cal)ital Investment particularly lit equipment and machinery.
summary

We support the investment credit and hope that It will be restored to its orig.
final level as first reported by the Ways and leats Committee. It Is an im.
portent start toward the solution of our problem of economic growth. We hope
that the committee acts favorably on the credit and will accompany this action
with a recommendation that depreciation reform proceed expeditiously in accord.
ie with the program already outlined by the Secretary of the Treasury. Cer.
tain technical problems under tile credit provisions as presently drafted should
be reviewed and appropriate amendments adopted as we have suggested.

GAIN FROM CERTAIN DISPOSITIONS OF DEPRECIABLE PERSONAL PROPERTY;
TREATMENT OF SALVAtIE VALUE (SE0. 14)

Moving from the investment credit It is logical to turn to section 14 of the bill,
which treats gain from certain dispositions of depreciable personal property
and contains an Important salvage-value provision.

First, we should like to state briefly our view and then develop certain back.
ground for the record. We enter no objection to the withdrawal of capital gains
treatment on the disposition of depreciable property when the change is ac-
companled by the following stipulations as contained in section 14 or as pro.
vided for by separate action of the Congress or the Treasury Department: (1)
the ordinary income treatment will be limited to the extent of depreciation
taken for taxable years beginning after December 81, 1001-there will be no
retroactive application of the provision; (2) more liberal treatment of salvage
value is accorded; (8) there will be a continued understanding between Con.
gress and the Treasury Department that the administrative program of deprecia-
tion reform as announced by the Treasury Department will be carried forward
expeditiously; and (4) section 2, the Investment credit provision of H.1 10o,
will be enacted In substantially Its present form, or with a higher level of im.
pact as recommended by the Treasury Department.

Within this framework there is merit to section 14 of the bill; however, we
would like to make it clear that we would not favor enactment of section 14
in the absence of this combination of actions by the congress and by the Treasury
Department.

Now a word of explanation as to why we feel the change in the gain from dis.
positions of certain depreciable property must necessarily be accompanied bythese other provisions or actions. It is true, of course, that section 1281 of the
Internal ]Revenue Code was designed for wartime conditions, and It was tint con.
templated that it would be fully operative during normal peacetime i)eriods.
On the other hand, during a period of demonstrable need for depreciation re-
form we have always felt that the capital gains privilege offered by section 1281
served at least as a crude compensation for loss in capital recovery from In-
flation and from generally inadequate depreciation provisions, Government now
seems determined to undertake at least partial reform In this area, and this

82100-02-pt. 2- 15



688 REVENUE ACT OF 1982

represents one factor leading us to our conclusion as to the propriety of seO.
tion 14.

Moreover, section 14 expressly provides for considerably more liberal treat.
ment of salvage value of personal property. It is provider that In determining
depreciation the salvage value of an asset may be reduced by up to 10 percent
of its cost or other basis, and if this value is less than 10 percent of basis (at
the time it is determined) it may be disregarded altogether. Enactment of
such a provision would overcome one of the more vexatious aspects of present
tax administration. The Treasury Department has long felt that it needed
to administer salvage value toughly in the light of the existence of section 1231.
At the same time. the taxpayer was apparently confronted in some situations
with efforts on the part of the IRS agent to offset depreciation gains resulting
from enactment of the 1054 new depreciation methods by an increase in salvage
value. This produced an impossible situation, and we are pleased that the
Treasury Department is giving support to the salvage provision under discussion.

We referred above to the administrative program of the Treasury Depart-
ment with respect to the reform of depreciation as to useful lives. This is a
welcome step in the long-needed reform of our tax depreciation system. It was
undertaken to give due recognition to the rapid progress of our industrial tech.
nology and the concomitant march of technological obsolescence, which tend to
reduce service lives of productive equipment. As previously suggested in this
statement, we have felt that the Congress should expressly recognize the Treas.
ury Department program in this connection and encourage Its prompt completion.
Ultimately we hope that depreciation reform will encompass the problem of re-.
capture of losses resulting from inflation,

With this background and the framework in which we place our recommen-.
dation in mind, the institute supports the change in treatment of gain from
certain dispositions of depreciable personal property
New reocommenda $ona as to real property

In his testimony to this committee on April 2, Secretary Dillon made some,
recommendations with respect to the status of real property In regard to tax
treatment of Its -disposal and also in regard to normal depreciation methods
which would be applicable to real property hereafter acquired. As to the latter.
the Secretary recommended that depreciation be limited to an amount not in
excess of that allowed under the straight-line method. We have not had an
opportunity to study this recommendation in detail, but we wish to enter a
strong recommendation that the Senate Finance Committee not act on this pro-
posal and that it be deferred until overall tax revision, including the dopreclatlo.
roVisions of the code, is before the Congress. This is. a fundamental chang&rioedepreciation system as applied to real property. It Is entirely separable

from the problem of section 1231 treatment: accordingly, rejection of the depre.
elation recommendation would not require rejection of section 14 of the bill.

DUSIN8ss ENTERTAINMENT AND TRAVEL EXPENSES (SEO, 4)

Section 4 of H.R. 10050, which adds new sec'Jon 274 to the Internal Revenue
Code, would disallow "in whole or in part certain expenses which would be,
fully deductible tinder present law." It seems clear from the languange of sec-
tion 4 and from the accompanying explanation In the House Ways and Means,
Committee report that It is Intended to establish a much narrower Interpretation
of those general criteria for business expense deductions which appear in section
162 of the code. The Treasury Department-as Indicated in Secretary Dillon's
testimony of April 2-would go further and, for example, eliminate completely
any allowance for entertainment expense, subject to the nine exceptions con-
tained In proposed section 274 (d) as Included In H,. 10050.

We do not believe that the Treasury testimony, Including the statement of'
Secretary Dillon on April 2, makes a conclusive showing that pertinent existing
provisions of the code do not in general provide sufliclent authority to prevent
tax deduction of travel and entertainment expenses that are purely personal
In character. The Treasury in recent years has made significant progress toward"
the elimination of abuses.

For example, chanres in the corporate return, form 1120, now require the,
corporation to list expense account allowances paid to Its 2 highest paid officers
and to Indicate whether or not it has claimed a deduction for expenses con-
nected with automobiles, yachts, hunting lodces, fishing camps, or similar
facilities for its employees. Further, we are informed, the Revenue Service in,
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the course of audits is requiring more complete documentation of claimed
business expense deductions. Also, we understand that under present law rove.
nue agents allocate traveling expenses according to business and personal
purposes.

Thus, enforcement has already taken an important forward step in that very
area to which Treasury testimony assigns much, it not most, of the alleged
abuses. We think these administrative measures should be given a reasonable
opportunity to overcome enforcement shortcomings since problems In this area,
in the very nature of the case, are and must remain primarily administrative
matters.
The C!ohan rule
As for the proposal to overrule the so-called Cohan rule, we are inclined to

believe that its abolition may create as many-or more-problems than it solves.
We suggest that the Cohan rule does not go as far as Treasury testimony inti-
mates. In brief, Cohan holds that a taxpayer may be allowed an expense
deduction in a reasonable amount when the evidence indicates that the expense
has been incurred but its exact amount cannot be determined. The Cohan rule
is scarcely the invitation to improper tax deductions that it is made out to be.
Consider the Tax Court's language on the Cohan rule In Richard A. Sutter, 21
T.C. 170 (Acq., 1054-1 Cum. Bull. 0): "

' * * we think the presumptive non-
deductibility of personal expenses may be overcome by clear and detailed evi-
dence as to each Instance that the expenditure In question was different from
or In excess of that which would have been made for the taxpayer's personal
purposes. Where such evidence is absent we conclude that even under the
Cohan rule no amount whatever for such expenses may properly be claimed."
To require complete, or nearly complete, substantiation of travel and enter.

talnment expenses may Impose an Intolerable burden of administration on both
the taxpayer and the Internal Revenue Service.

We repeat our belief that present law contains sufficient authority to remedy
any abuses which may exist in the deduction for tax purposes of business
travel and entertainment expenses. Neverthplem, It It f the dleislon of the
Congress to legislate further in this area, we have a number of suggestions to
make respecting the provisions of section 4 of HR. 10080.
The tea# of "dlreotlV related"

The language of section 4 of H.R. 100150 makes clear that no item of entertain-
ment expense Is to be allowed for tax purposes unless it Is "directly related to the
active conduct of the taxpayer's trade or business."
The Ways and Means Committee report invokes the use of objective tests In

determining whether or not a particular activity Is to be considered "entertain-
ment, amusement or recreation." At the next, and more, crucial step, how-
ever-the ascertainment of whether or not a particular activity falling within
this broad category Is "directly related" to the active conduct of a trade or
business-it establishes a standard that seems at once to mean everything
and nothing. The essence of the new rule is that "the taxpayer must show a
greater degree of proximate relation between the expenditure and his trade or
business than is required under present law," The fundamental difficulty with
this criterion Is lack of clarity. What does it mean? How will it be adminis-
tered? For example, will it result in the adoption of certain rules-of-thumb
such as flat percentage reductions In expenses previously deducted or considered
deductible? Will taxpayers now deducting only those expenses which are
"ordinary and necessary" to the conduct of their business also be penalized In
much the same way as those who have been operating with less justification?

The point is that any expenditure of that type-as we have suggested earlier-
Is a highly individual transaction and the propriety of its deduction for tax
SUrposea can only be determined in the light of the Individual circumstances.
brief, this attempt to substitute an almost unworkable rule for more vigorous

administration is not apt to cure every abuse but it almost certainly will create
some Injustices by Improper disallowance. We shall have more to Bay on this
matter in the course of our remarks on good-will expenditures.
Rependftares for 0ood toW
It would seem likely that-with minor exceptions--travel or entertainment

expenses for the creation of good will will be denied deductibility for tax pur-
poses. This denial has special importance to the capital goods manufacturing
companies represented by the institute, an importance which derives from the
character of their products. I
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For the most part, capital goods companies manufacture and sell a limlte4
number of highly engineered, "big ticket,' machinery items, the sale of any on
of which may be consummated only ovor an extended period of time and-
because of the capital investment involvxd--only after persuading a consider
able number of the customer's officers anti employees, all of whose voices musi
be heard before the ultimate purchase decision is made.

By way of example let us suppose that the item is a machinery installatiot
amounting to $5 million. Its sale has been accomplished by the efforts of v
sales engineering "team" over a period o.! 2 or 3 years. Its installation an]
operational "shakedown" have consumed a i additional period of 0 or 8 months
Moreover, after the transaction is completed, the manufacturer-as a prudent
businessman-is determined to insure that the machine's future operations will
be satisfactory to the customer and thus iredispose him to purchase replace.
mnets or additional machines of the same ti'pe from the original source. Neces.
sarily, a considerable amount of the buslnet s travel and entertainment expenses
connected with the total sales and service elfort here involved must be classified
as good will expenditures. If the taxpayer is required to show as to each
expenditure of this type for which deduetlo i is claimed that he has "more than
a general expectation of deriving some Income at some Indefinite future time,"
it seems likely to us that much of the total may be disallowed. This test is a
wholly unrealistic criterion.

In summary, we suggest that, in many situations, capital goods monUfarc.
turers will be unable to show a "greater degree of proxhnate relation between
the expenditure and his trade or business t han is required under present law."
We repeat that the implied exclusion for deductibility of most good-will type
expenditures deserves reexamination and authorization for greater flexibility
in the type of situation described.
Revision of the "business means" e.xoppIon.--Much of the difficulty of good-

wil expenditures might be overcome by cihnglng one of the provisions of the
"business meals" exception appearing in l aragraph (d) (1) of section 4. Sub-
Ject to certain other qualifications the expenses of business meals are still to
be deductible If furnished in appropriate surroundings-"under circumstances
which are of a type generally considered to be conductive to a business discus-
sion," One ca imagine a variety of cireumstances Involving business meals and
one can also predict a wide variety of vehemently differing opinions ns to what
constitutes a situation conducive to business discussion. We think some im-
proper disallowances of good-will expenditures may be avoided aid an endless
source of agent-taxpayer frittior removed If paragraph (d) (1) were clhnged
to read, "expenses for food and beverages furnished under circumstances which
(taking into account all relevant factors) make a proper contribution to the
conduct of the taxpayer's trade or business,"
Mub dues and fees

Although the Ways and Means Committee originally considered andi thin re-
Jected a provision which would have arbitrarily disallowed 30 percent of all
entertainment-type business expenses, it has, in effect, reinstituted this rule in
those provisions relating to the allowance of expenses for entertatamment fa-
cilities. That is to say, "No deduction otherwise allowable under this chapter
shall be allowed for any Item-

"(B) Facility: With respect t) a facility * * * unle.s the taxpayer es.tab-
lishes that the facility was used primarily for the furtherance of the taxpayer's
trade or business and that the Item was directly related to the active coilduet
of such trade or business * * *."1 [l( phmasls ndded,]

This "primary use" test of the bill is supplemented by tl~e Ways and Means
Committee's explaaation which declares that "if less tlwn half of 1411d1 enter-
tainment expense would be deduerible under present li n', mo dt-htction should
be allowed."

This seems to uIs a wholly arbitrary line of demarcation anl one which nmy
stand as an Invitation to misrepresentation if a busli eismon In fact tio the
facilities of a private club both for business and social purposes. It se(tms to
its reasonable that the portion of total club fees and dliv, - otilerwise allowable
for business purposes-and as substantiated by acceptable evidence-should
be treated as a deduction regardletis of whether or not that portion is more or
less than half the total. We urge that the 1i)1 and thw necompanying report
be modified accordingly.
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Pho burden of adilnleraloMn

We expect that adoption of section 274 with the new tests of expense de-
ductibility which It establishes and with the aboltion of the so-called Cohan rule
will bring about a staggering burden of administration both to the Revenue
Service and the taxpayer. Consiler a few examples that come readily to mind.
flow does one divide "objectively" a total entertainment bill into deductible
and aondeductible portions by determining that I)art "directly related to the
active conduct of the taxpayer's trade or business' and that part which Is not?
Does the host maintain it box score? Must the businessman now maintain a
log of all use of private club facilities In order to doteri!no whether or not
such a facility Is "prinarily" used for activities directly related to the conduct
of his trade or business? Speaking particularly of the abolition of the Cohan
rule, at what point In the descvending Inmuportance of expense Items claimed will
thde l nimls standar(ls-to which the Ways and Means Committee's tech-
Otvil explanation refers-be established?' Or may the administration of these
provisions require the production of receipts for all cab rides, business meal ex-
ponditures, telephone calls, gratuities, etc. ?
2'raveling Cexpelses of wives

It Is dillicult to say whether or not tile traveling expenses of wives would be
deductible under tile provisions of section 274 but It seeiws clear that its general
thrust is in the direction of disallowance, and we suspect that administration
of Its provisions would tend In that direction. We offer no defense for the un.
doubted abuses that have occurred In this area. Nevertheless, It is a fact that
there are many business situations--for example, business meetings and con-
ventions-whore for business reasons It Is most dlesirable for the employee's wife
to accompany him, Would her expenses fall within the purview of the now rule
which says that there must be "a clear showinir of a direct relationship to the
active conduct of the trade or business?" We are inclined to doubt It.

The inportance of a wife's travel Is even more readily apparent when the trip
Is of an extended nature requiring a long absmse from home or to a forei
country where iho social customs or traditions of that country absolutely re-
quire the presence of the wife.

'cretarY D)lonl's testimony of April 9, 1069
As previously recognized in this statement, Secretary Dillon In his present.

Hton to the committee earlier this weel: indicated in general that section 4 of the
bill dhl not go far enough. He argued that the cost of business entertainment,
Including club dues and the maintenance of extertainment facilities, should be
disallowed In full as a tax deduction, subject to nine exceptions listed in the bill.
le objects to the pertinent provision In 1.R. 1l0 on the grounds that It moves
In the right direction but draws only a vaguely defined line which will cause
considerable controversy and litigation, lin e'ence, the Secretary is saying that
business entertainment cases are difficult to handle that In certain Instances
there are abuses, and that it is hard to r1raw ( 11no between the legitimate and
the illegitimate portions of the expendlittte. Ho concludes that the only way
to deal with the problem Is tile meat-a:c npproitii of disallowing the entertain.
mnt expenditure altogether.

We are constrained to observe that this Is nv ,ther good government nor good
law, The Revenue Service confronts honh'ondlr- of situations outside the enter.
tiitnent expense field where it must (raw fine lines; Indeed, that Is Its business.
If liew law Is needed lit this field, tlls coniltt e should certainly Insist that the
Internal Revenue Service should not be In tho position of nbdicating Its respon-
sibility. By abolishing entertainment expense deductibility 100 percent, the Con-
gress would erente niny Inequities In tile lProces of attenlptngx to deal with the
iellqity attribulted to nhmses (of expenso fl('ciounts. Anyone will reeognIPye that In

lillny instances the entertaffinment expessi is fully related to a legitilmate busi.
liess purpose and In others partially relatl.

We referred previously to the Speretary's conment on the need for an alloca-
tion formula with reslOot to travel expensive; w do not feel that a legislative
forlinula is necessnry, tit least until It lns elderly been shown that IPesent statu.
tory authority when properly adinilistered is ;Indequite.

$With respect to do minimis standards, it tho. Congress decides to adopt more definitive
tegtllatlon rejecting business entertainment and travel expense, then It is obliled, In ourJudgment, to direirtohe establishment of de Slnlwls exclusions rather than merely to hint
at t oe Irel i hsb 

oty.



692 REVENUE ACT OF 1082

('onh1s ion
We feel that the onate Finance Committee should explore further the ques-

tion om to whether pifesit law, vigorously administered, is not adequate to pre-
vent buses iii the area of business entertainment and travel expenses. If upon
si'h rexamilnation the committee concludes that new law Is necessary, we feel
that it Is clear that the proposed provisions contained In 005. I050 go beyond
tile ohJective of eliminating ob1iies fiald will result, at least In some ctoses, In
Inalpropriate disallowances of legitimate expenses. Further, there are certain
teeliieal I poInts both of adminIstratIve burden and statutory stanflard whieh we
have htailel lilt( coimimend to further study by the committee. We call atten-
tioli Jillt ictiularly to the following standards discussed above: (1) allowance of
an expense only where It Is "directly related to the active conduct of the tax-
iiyer's trade or bushess" ; (2) the showIng of "more than a general exl-etatlon

of lerIvIntr some Ilaoin at some ln(leflnite future time * " ": (8) the furnish-
lag of litisliess nieals tinder "eirctunstances which * * are of a tyelw generally
eisi ihlI'r4'd to lie eolt(luelve to a liuslness discussion"; (4) the ,10-1rcet-liso rule
rr Mlel ,Iei,,, mid ftes and, (5) the express overruling of the Cohan rule.

FPInilly. we ,niot fall to comment on a presumption which apliears to under-
lie thieso, lirisiti ls il with whihl we cannot agree it all. It appears that the
mlminist rat lon has ndvattred these recotnieitdatiotis oil tile prestliUption that
hisihnesst generally exerelso. no effeetiye control over Its employee expense allow-
nIalv'.s. his, in r juiidgielit, is totally In error.

TAXATION (W oitiOViON FARININOR (SECO. 1 I1, 18, AND 20)

Tiel Machiiery and Allied I'routels linstiilte ind its aillIate, the Council for
TechtioicalutI Advit tncentit, hove it (hetl) Interest lit the subject of foreign livest-
ient , m1itt Importait setor tof foreign tritloe to which the capital goods. lillus-

tries ore fully oriented. Indl(d. mitllnery prodictm relpreseit the largest single
'lw,-4 of itXlort ileitis ipped from the t'ulted States. Mort over. capital goods

tire heavily Involved lit foreign Investinent aiillhveit-lig. Thilq natUrailly has
led the l iiqit lile t) pforii vonsilerabll' reseatrchi lit t ie foreign t rtile field, with
lilit1liiiir 1iteuiti N liiig given to the evononl., the coiiiiiereiiil aspects, al1d
the relilt.l iiux lmii'y illestiol lsof foreign liivet tient.

An ill polirtnt li.titilte contribute ion in this itrea wits the piaminlet "Private
IilvitindiA .lti''titi" I March 196l1 ). This sttly -- based oi the operating exper-
enes of lfli oodsl g )ioili Inlk i's -wits giveit wide distribution lin tilt tittelmpt to
r'orrct 1I ti relit IIt'iit aiiite lis i 1tradiig.igs a1 niig Goveritinent and th, general pulille
til the vitiis 1liwcts of irivalte i-estinelit abroad. Tliis hii its been followed by
(,tt'iled resen r ttdl( ir.selitiltions before tile Ways ilntI Meitls Commilittee
lit (olilietlii with Ihe current leg4slaitiol.

(Oiir m(it 'etil stiteliilt prior to this piprailce wlits a rebuttal of tile Treas-

i lt, i i1m1orinUt in iled with the Ways and Meins (' o ititnlttee tfter the eollelU-

slim of henriigs oil this bill, whilth lelntirundum was designed to refute indus-

try lest.l1nony oilo this stbJect.
.h % , II rehtltal Is otered i t n lllppel(ix to otir prlilupil mtitenieiit, and we

resist that It be iitlttded as a piirt (if the formal record. For the convenience
of the -olliiilttee we sininrize bIelow the points made by the Institite il this
tm.liltent with soliie aliiflihation and updating for thet, convenience of the coit-

inlttee.
811flflin/r (of Mt..II'I rebuttal of Trettur/ vic (it of 1aivation of foreign subsidiary

(I) Tite Ilow of capital to the developed areas would be signifleantly regarded
If deferral oil sub.idlary earnings in sieh areas were removed, anld sull Inter-
ruptlon and retar(iation of the flow of capital Is not in the public Interest.

(2) The effect of sulh oversee Iivestlents oil the balance of lpaymtlents to
favorable: first, because they generate remittances in excess of ealital oloihws
Into such investiieits, 1ld, Secondly, because they have a strongly favorable effect
on U.14. exports of goods resulting, directly and Indirectly, from these Investments.

(8) The favorable balance-of-payments effect of U.S. direct Investments In
subsidiaries loeated In developed countries s, In our opinion, felt much sooner
thain Treasury studies have suggested. Iniiisuch as heavy U.S. International

(itltni -nlltt'ht5-miiry allinces and foreign economic assistance-may extend
Indefinitely into the future, perhaps for decades, it Would be foolhardy to give uip
future Income for the sake of short-term considerations. And, obviously If invest-
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meat today will benefit our payments position over the reasonably short-term
future, failure to invest at this time will worsen it In subsequent years.

(4) Since U.S. direct investments abroad are normally undertaken only when
foreign markets cannot be penetrated from the United States, these Investments
are not undertaken at the expense of domestic investments nor does the produc-
tion from these investments normally replace production from domestic invest-
ments as Treasury has indicated. Indeed, these investments help maintain the
overall strength of American business for several reasons, including the genera-
tion of additional earnings for American companies and the promotion of exports
that would not otherwise occur,

(5) Alfhough U.S. direct investment abroad is normally undertaken only
when foreign markets cannot be served from this country, it does not follow
that tax considerations are not a significant factor in inducing U.S. business
to invest abroad. If a U.S. firm is faced with a prospective tax i ability greater
than that facing its competitors in the country of the prospective Investment,
it may feel compelled to forego the poeetmonr tts~lancial position within
the competitive area will be serjisTy, perhaps fatally, wakined.

(6) By the same token, th4reasury's concept of tax neutrAtiy, which calls
for equalizing tax liabilityak between domestic and foreign subs[li.iries, is in.
appropriate. The more appropriate concept oftax neutrality is 1111o which
would equalize tax laflity as between U.S. sibsidia4es abroad and 1te com-
panies with which thal must competoir t e coitntry or h4 trading area where
they are located. 7'

(7) To remove Obferral on oatnings inI low-tax countries will not only put
U.S. companies at/h serious disadvantage with their Eur6pean competitors, "ut
will, in many in itances, lead to the abolition of- apbsidlary ope~ttions inI lo W-
tax countries, wth tIe result that, grente foreign p~ofits will begenerated
high-tax Europe n countries. The rest)ltisaloss of potential revenue to tht
U.S. Treasury Nihich can never be recovered.

(8) Reniovallof deferra-ou earnings will also serve to retard the flow oA
capital from U I. subsidinfries 1' road' td the uiderdeveloped areas or, if that
flow is to be m Intained, it\ can bedqne ohilyat the expense stf an increased out
flow of capital oin the ULl ted gtatqs and a cose-quenit worseniniin this counj
try's balance of aynients.

(0) It seems Itogether ,congruOus to ups9t longstalding American invest'
ment positions a road and d scojw'hge further lJvestweut there at the very ti
the administratl I Is callin for greatly fhcrease4'foreIgn trade," Including 1ts
llberai trade pro am being presented to Congress. Indeed, the recommenda-
tion with referenceto taxation of foreign earnings and the discourageznent of
foreign Investment t~nack of Isolaoofilsm.

(10) International ompetition Uicnnds that American industry hav9 suffi-
cient flexibility In Its international &M6ton torespond'appropriately' to the
rapidly changing challenks of world competition, Removal of tax deerral will
greatly diminish the prestt flexibility which permits export, pinuftacture
abroad, Investment In under bveloped areas, etc., depending upjr'tho situation.
Moreover, the artificiality of dlsIRbctIons between developed-nd underdeveloped
areas, a cardinal point In the Treasd1y-prQonsnl, doe"notticcord wljl facts
of economile life In international trade and ii' to-itether inconsite t~l that
necessary flexibility In management to which we have Just referred

(11) From the standpoint of national policy, private Investment abroad Is not
simply a valuable commercial asset. It Is also a vital part of our total foreign-
aid program providing, as it does, an opportunity for private Initiative to de-
velop self-supporting economies In so-called lesser developed areas and, at the
same time, affording a most Important point of people-to-people contact In all
areas of the world. Its Importance grows with our continuing reexamination of
our foreign-aid burden,

(12) The burden of proof is on the Treasury since It seeks to overturn tax
provisions which have been a part of our code since 1013. We think the Treas-
ury memorandum fails to sustain the burden either as a matter of logic or soiind
economics and tax policy.
The constilutonal isue

Before updating our rebuttal in the light of the April 2 Treasury statement,
we should like to raise an overall legal question. We do not pose as constitu-
tional lawyers but we should call the committee's attention to a memorandum
on possible constitutional Issues Involved In this question prepared for the House
Ways and Means Committee by the'distinguished Chief of Staff of the Joint
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Committee on Internal Revenue Taxation. It appears at page 311, volume 1,
of the published hearinks before the Ways and Means Committee last year.

i his memorandum, Mr. Stain considers the question of constitutional power
to tax a shareholder on the undistributed income of a corporation, and the
tenor of his inemoranduin would indicate serious doubt as to the propriety of
the action ('ontenl)lated by certain of the foreign income tax provisions of
11.11. 10M.50.

We acknowledge, of course, that the General Counsel of the Treasury Depart.
ment responded to this memorandum In a lengthy brief, explaining his reasons
for believing that suh action is constitutionally proper. With due respect to
Mr. Knight, we feel that the Committee on Finance i entitled to a detached
view from constitutional authorities not associated with the basic policy posi-
tion adopted by the executive department. We respectfully recommend, there.
fore, that the Committee on Finance request outside expert counsel to render a
legal opinion before committee action is taken.
The position t fTrcasury as staked ons April 2

We have referred above to the rebuttal of the institute to the Treasury men)-
orandum furnished tie Ways and Means Committee at the conclusion of Its
hearings. That exchange between Treasury and the institute deals with almost
all, If not all, of the fundamental issues and differences of opinion and Inter-
pretation which underlie the foreign earnings controversy. It should, however,
be amplifled to some extent by relating the views then expressed to the Treasury
testimony of April 2.

Mr. Dlllon's testimony rests primarily on exhibit 1II, which hte briefs and
Interprets. SInhe the Treasury Department's testimony, Including exhibit 1HI,
has been available to us only since Monday, It Is Impossible to undertake a full
analysis of the doeutent. However, an Initial, and we think useful, appraisal
io feasible in view of our longstanding acquaintance with Treasury views In this
It I111l.

In general It Is fair to say that our preliminary examination of the content
and the underlying reasoning of exhibit III suggests that the inadequacies may
be so great as to question whether the results deserve serious consideration
at all.

irst. Ity we ((tllillenlt oil t1e stateliiitt oi page M of exililtil IT? It reads
as follows. "Because opinions have been so sharply divided over this Issue the
Treasury Department recently undertook extensive restudy of the data In full
consultation with interested Iusine.s groups. We believe that the new Investiga-
tion yields good measures for the major direct effects stemming from the outflow
of direct investment funds, and serves to put the central Issues Involved In the
tax deferral question il proper Ipersilective." I an sure that soine consultation
took place, but the committee should not draw the conclusion that industry Is
itn Sympathy with the views or interlireittlons contained in this exhibit. As our

discussion below will develop, we. of course, dispute directly the conclusion that
the central Issuies are placed in proper perspective by the document under dis-
cussion.

Now, let us turn to certain (if fihe cellfl'ol Ifiilts cntaillied in exhibit III and
our comments thereon.

'rm nctralitt.-The foundation of exhibit III, Indeed underlying the whole
philosophy of the Treasury approach to foreign earnings, is neutrality as a prin-
ciple of taxation, but not merely neutrality, neutrality as the Treasury sees it;
nnlllte3 teuttrnlity between M.. donestle corporallons and P.M. eorloratlons
operating abroad. This concept of neutrality, as we have indicated above, we
reject as being neither a sound principle nor a practical one. No better state-
ment of our view on this subject is available than that which was made by the
distinguished Congressman. Hale Hoggs, who on May 23, 1901, in addressing
a Imeetilt of the institute, supported continuance of the deferral on tho theory
of neutrality between corporations-I.S. and foreign-operating abroad.

Presumed dtjpfocmeput of domestic Inpe-litnucit and domcstlo jobs.-Through.
olt the document there Is the nssunmption tit dollars discouraged from Invest
nient nbrond will be invested In the Uniterd States. Tn other words, It Is assumed
that there is some investment opportunity In the United States for those dollars
which would otherwise be spent nbrond and that businessmen would necessarily
Commit themselves accordingly. This is a naive assullption: at best an academic
one. Most of the business Investment which takes plae9 outside the United States
today is wInt might be called forced investment, forced by the facts of interna.
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tional competitive life, forced by disparities In competitive wage rates, and by
other factors. In all my experience I have never found a capital-goods executive
who would, as a matter of choice, rather do business outside the United States
than at home. In this respect, exhibit III reflects some lack of understanding of
the hard facts of International commerce.

Fallacios ass fmfttoflo underlying the Treasury balance-ol-pal/meats argu.
mtepit.--The balance-of-payments difficulties which confront the United States are
not to be taken lightly. But let's be completely realistic about the causes for our
balance-of-payments problem and its essential characteristics. lere again we
meet the Treasury head ol in a conflict of opinion on a fundamental point.

Tie adlitinistration takes the positioln that we uiu11st view th h ln uco-of-pay-
nents problem as a short-run difficulty. We believe it is a long-run problem
and we are not preliared to concedo tiht validity of ilalnges in policy which may
meet a short-run emergency in view of the Treasury, hut will complicate the
long-run position of the Unittdl States hot only as to balance of payluents hut as
to Its position in International tride genertally.
Tho conflict, however, runs much deepr, is'ililie Treaisuiry exhibit III treats

as Irrelevat the current. t.ontriltloll of forelgl dividends to tile balance of
paynnsm and to the health of the U.8. diflnestl, economy whero su(h iicolite Is
pro(luced fromt investfn'nt. wjguW4 - e sonie years ago. Treasury insists
that such bIlleis. sit- kl ij',idendls from li foreign I1vestlilett, u1Illst be
excluded( from the lysN of balane-of.paynmunt ltlculties. We feel obliged
to ask what on ,retelnt bt lat.nce-i of-pa ymnents posturJ\ould be if we were not
,urrontly henl thg, nit letiat to suome xtftllt, froin foi t gInvestments made
801110e yeirs lgo. This is Indeed st tMi'td thinking. 1'xhlblt Ill seems tO
us to insi, " that the bahlani(m-polyl nents ]umt should b4d 9lsctussed within a
set of fyvts 8It11i it set t'11sStiojs sehlees and orgilllzed o satisfy certain
preconc options. I-,'

lhe iplit b1t)c11 eff tderlopcil and lnderdoeloped copittries..-This is a doo-
trinal o exercise of the fact.x of itermlulMmil trtoer. Let ine vo you a few
exan lis. In otakinxg acwnnrisoti 'betw(-cn thun return from lnvestinit In
(love opled versus nlerdeveluqutd',ountrls with ref(tence to i lited exports
gel tlh4 froi the. IUnlhteo( 'titlt. ehitflll III emaiui-'!ces the tiller(eveloied
co try Optol)rt nity on tpf igrolln(ls that, It Will slot- i fntast really larger
retui rn in the it1 run I ttr1i1ue of exlorls generated fromt w I* Ited ,tates.
H-,r t, the Treit ury lty$, It 1. )erfetly ntioun thouc(urlge invest it In under.
dov loped ouan ries hutf tuot tOdo S1in reffreep, to deveOlsxl cot itrie. lut
the 1uinalyst dolc not glv,,duev weight to the que.tlon as to the will jgness of the
1nv tor to put ills iotiw It uinderdovellouptl owiiiutries with all of toe attendint
risk. anIt the etendA Ia.vqut Ierild n-el)trtA.ted with th o1 tortullitles In
(level 'q)(4d count; r4,'This erredoutol i.mroach is conmlounded by tfi o 8 eretary's
r(t.oii etildation agalilmt the (hifiLrktl privilege being extended l, ere earnings
are tr Itsferred from a foreign. Iusefm paliy i a dovloled country to an unrlo.
(levelol d country. 'ri'h%.,ofI course, Would IIth1bit or, restrict aljimi, ortalt source*
oif f )lllt(1 ir the uIl(irdo(ivelpe( counttet.
Other te teal defecutr-if. Aibit 11.-1. On the blsis of 19 0-410 figures nade

available by lie U.S. Commerce'Depai'tnient, the Treasury.0estinates that a new
dollar from t vUoUlted States Invested in a J,,uropean spbsldlary or a dollar of
European earniR, reinvested In 1.8. subsidiaries in Iittwope generates 10 cents of
capital-goods exportsl4rom this country. however,. tte Treasury makes a major
mistake, In our opInioni-4'.jncludlng a $87t M H1fon tranjh4n of a single coin-
pany which purchas(A the ou4tsnditig-stm'ak of Its Britisi I!ds diary-by far the
largest of Its kind ever undertaken. This transaction, a understand it, gen-
orated no capital-goods exports: therefore, the Treasury, by including this trait-
snction, understates the Initial Impact of new manufacturing Investment on U.S.
capital-goods exports by almost 40 Iercent, As we point out in our response to the
Treasury's rebuttal to industry testimony of last sumnner, which response we are
submitting today for the committee's considerations, this is a n1ollrecurring transae
tion and, In our opinion, should be excluded from the Investment figures.

2. In order to determine the impact of U.S. direct Investments abroad on
exports of U.,. raw materials, Intermediate products, and finished goods sold
to or through such Investments, the Treasury has divided the value of such
exports to U.S. subsidiaries abroad in 1959-O0 by the total book value of U.S.
Investments In those foreign facilities. They then concluded that a dollar of
new Investment will generate this volume of exports over a period of years,
This procedure In our mind reflects a lack of understanding of the realities of
international business life.
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A more correct procedure In our opinion would have been to attribute a greater
export impact on newer investments and a diminishing impact as time pro-
gresses. Thus it to only natural to expect that initial investments would create
a substantial demand over a certain period of years for components and for
other supplies from U.S. manufacturers with which the subsidiary's parent has
had contacts of long standing. However, as the years go by the subsidiary com-
panies may be expected to manufacture more of their own components and to
get more of their supplies from local sources as local contacts are developed.
Therefore, a much greater portion of the exports should be attributed to newer
Investments and a smaller portion to more mature investments. If this were
done the pattern of increasing investments which has been typical of the past
decade would be reflected in a much greater impact on U.S. exports than is in#
dicated by the Treasury study. Thus, in our opinion, the Treasury analysis
greatly distorts the true picture. (We should note that while the export Impact
of U.S. investments abroad will diminish over time and that eventually the
major payback will be in the form of dividends, the investment would have paid
for itself by this time and dividends would be a pure plus factor. The question
we are concerned with here is the length of time for investment abroad to gen-
erate a payback in terms of a return flow of dollars to the United States.)

8. As suggested above, in connection with the underdeveloped countries, the
Treasury indicates that a dollar from the United States invested in underde-
veloped countries, or a dollar of underdeveloped country earnings reinvested in
the underdeveloped countries, would generate far more in the way of exports
from the United States as compared with the export impact of such Investment
in industrial countries. However, the Treasury excludes from its consideration,
if we understand its analysis correctly, the Impact of capital flowing to the
underdeveloped countries from earnings of U.S. subsidiaries In the developed
areas. It is our understanding that a very substantial part of the earnings
generated by U.S. subsidiaries In Europe ts reinvested in subsidiaries In the
underdeveloped regions. When this fact Is taken into account it can be realized
that a substantial part of the export impact stems from the reinvestment of
these particular earnings. Hence, It follows that the total impact of U.S. Invest-
ment In Europe on U.S. exports Is understated on this account and that the net
impact of Investments In underdeveloped areas, as represented by U.S. capital
outflow to these areas and reinvestment of underdeveloped countries, earnings,
is rather overstated.

The Inaccuracies here stem from the continuing effort to arbitrarily divide
developed and underdeveloped countries, which we feel cannot properly be done.

4. When these factors are taken Into account it will be shown that the actual
U.S. employment Impact of a dollar Invested in this country as compared with
that of a dollar Invested abroad Is very difficult to determine, and is probably
overstated when account Is taken of the fact that Treasury estimates have in.
eluded the $875 million transaction to which we have referred and which, In our
opinion, should have been excluded.

Furthermore, no one can say to what extent dollars Invested abroad would
have been invested in the United States. As we have already noted, business nor.
ally invests abroad not as an alternative to U.S. investments but only because it
cannot meet foreign competition from a U.S. base. The Treasury gives no con-
sideration whatever to this fact. Yet our information suggests that, because
this Is normally the case, the discouragement of investment abroad will have a
negligible effect so far as Investments in the United States are concerned.

5. We would also note that Insufficient weight is given to some of the less
measurable effects of Investment abroad. Since it Is normally undertaken as
the only means of maintaining markets abroad, earnings are generated which
would not otherwise accrue to the company and they can be used to strengthen
the overall company organization, thus maintaining or even creating new em-
ployment for U.S. workers. Just as one example, e6ntinulng on-the-spot contact
of U.S. companies with European research facilities, and also observance of
technical developments in that area, can lead to the discovery of new European
techniques and processes which can be applied to U.S..built products where such
processes and techniques might not otherwise be uncovered. The result Is a
net gain for the American economy-and the American worker who is employed-.
as these new processes or technologies are utilized.

0. Finally, we should note that the Treasury In exhibit III Indicates that in-
vestments today would not generate a favorable balance until 1978 on the basis
that there would be a steady growth of capital outflow to industrial countries
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of 10 percent a year. If we understand their position correctly, this is based
on the annual average growth rate of capital outflows into direct investments in
Canada and Western Europe since 1953.

It seems to us that it is highly unlikely that the outflow of capital will con-
tinue to increase at the rate evidenced over the past 8 years. Let us remember
that investments In Western Europe in 1053 totaled only $51 million, They
accelerated substantially in 1955 as the formation of a European Common Market
became a matter for serious discussion; accelerated further when the Common
Market came into effect In 1057; grew still more as it became apparent that an
integrated Europe was actually taking place; and accelerated once again with
the announcement of possible entry into the Common Market by the United King-
dora. As a result of these developments the outflow of capital reached $607
million in 1001. It is our feeling that a substantial part of the outflow of Amer-
ican capital into the Common Market has already taken place as a result of these
developments and that such outflows may be expected to level off In the future.
Furthermore, it seems unlikely that an increase as large as 10 percent annually
can be expected from a level as high as $07 million as compared with the 195
level of $51 million. For in the former instance this would involve an annual
increase of $5 million, but in the latter instance an increase of $61 million.

With respect to Canada it is true that the 1901 figure is somewhat low relative
to that of the preceding 8 years. However, this seems to represent a realistic
picture of the situation In that country. In fact, there has been no substantial
increase in the outflow of capital into direct investments in Canada In the past
4 years, and we see no reason to suspect that there will be substantial increases
In the future.

DETATLED 0O1MENT5 ON ]POREION ZARNINO5 PROVISIONS

At this Juncture, we deal with a number of the specific provisions )f H. R.
106?i0 on foreign source Income which we feel are of particular concern to the
capital goods and allied product industries and reflect bad tax policy and in.
equities, In making these comments on specific provisions of the bill, we again
wont to call the committee's attention to the fact that the institute is funda-
mentally opposed to the basic approach embodied in the foreign earnings sec-
tions,
Controlled forlf, corpora tions (sco. 18)

Under this provision, a U.S. shareholder owning at least a 10-percent interest
in a foreign corporation would be taxed directly on certain of that corpora-
tion's earnings provided the total American interest in that corporation ex-
ceeds 50 percent. A pro rata share of the following items of income would be
Included :

1. Income derived from the Insurance of risks In the United States would be
subject to direct taxation. The same treatment would be extended to income
derived from the use of patents, copyrights, and exclusive formulas and prc.
esses substantially developed In the United States. Such patent income would
Include not only payments received by the foreign corporation for the use of
sich patents, etc., by others but also situations where the foreign corporation
Itself uses such property. in this case, a certain portion of the taxable in.
come of the corporation would be considered as "imputed" rent or royalty for
the use of such property,

2. What is termed "foreign base company income" would be subjected to
direct taxation unless it Is reinvested in underdeveloped countries. Such In.
come would Include dividends, interest, rents, and sales income. However, if
the good Is either manufactured within the foreign country, or sold for use with.
in that foreign country, the proceeds from its sale would not be covered. A
"substantial transformation" test is used to determine whether or not such
manufacturing has taken place In the foreign country.
If the total foreign base company Income is less than 20 percent of the gross

Income of the controlled foreign corporation it may be disregarded. When It
exceeds 80 percent, the entire gross income is Included as foreign base company
income..

8, In addition to the above provisions, foreign subsidiary earning may be
subject to direct taxation unless they are either Invested In i business In an
underdeveloped country, or in property Which is necessary to the active conduct
of the trade or business of the subsidiary itself. Only when the corporation has
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been engaged In a business for the previous 5 years will that business be con.
sidered as a part of the corporation's trade or business: however, any business,
in which the foreign corporation was engaged on December 31, 1002, will qualify
without regard to this 5-year rule. In addition, Investments In an 80-percent.
owned foreign subsidiary, subject to this same 5-year rule, will also qualify.
General corummentit

Section 13, as we see It, is designed to Impede the continued use of the foreign
i is,o company which manages and directs In a unitary manner all of the business

olp-Oltons of the, P.S. parent company-manufacturing, export sales, licensing,
management, and technical assistance, etc., In a number of foreign countries
We tire strongly opposed to section 13 since its enactment would severely curtail
the effectiveness of what we .nnsclder to be a legitimate Instrument for the con.
duct of International operations. In this connection, It will be recalled that the
organization of such foreign operations through a domestic subsidiary, with no
direct. 1T.S. taxation until tranismittal nf the foreign earnings to the I!.S. parent
eomilany, would have been authorized through enactment f the rloggg bill (1HR.
11) Introduced In the 80th Congress and passed by the House of Representa-
tives Just 2years ago.

Se.tlon 1.4 would not deal directly with any so-called tax haven abus,,s as such.
It would affect abuses only Indirectly by discouraging admittedly legitimate
foreign subsidiary operations within which abuses might have sometimes existed.
This provision would, If adopted, result In direct taxation of substantially all
foreign subsidiary trading and export Income when third countries are Involved.
The sonie treatment would be provided for dividends, Interest, and rents. In
addition there would be direct taxation, In effect, on royalty income, actual and
Imputed , without respect to whether It was reinvested In underdeveloped coun-
tries.

Such direct taxation Is wrong, In our view, because It penalizes the transactions
involved, without'adequate reason for doing so. Whether or not such tax treat-
ment leads to the extinction of the foreign base company seems besides the point.
(Although we hasten to add that the experience of our member companies indl-
cates that their extinction, and the subsequent decline of foreign business, Is
Indeed likely to be the result in many Instances.) The basic issue is whether
It Is Justilflnble under the circumstances to impose direct taxation on and thus
Ienalize certain Items of subsidiary Income.

Foreign base companll opera Iiots.-The fundamental Issue concerning foreign
base companies. In our judgment. can be posed as a question: Is there A valid
business purpose or reason for establishing a foreign base company to receive
trndlng and export, licensing, and technical assistance Income from transactions
carried on with customers In third countries? If not, we would concede that
receipt of such Income by the base company might fall within the "abuse" con-
cept. We feel that the Information which has been developed before the
Congress, In the past, regarding foreign business operations demonstrates con.
elusively that the use of foreign base companies does not In and of Itself consti-
tute a tax abuse. In this regard, during the bearings on .1R. 6 before the House
Ways and Means Committee In the summer of 1059. witnesses from business
and educational Institutions documented In great detail the business reasons. and
necessities for the existence of such base companies to manage foreign business
operations. We shall only summarize some of these reasons.

1. Direct management of foreign buasbiess operations from tho Utited tate*
Is nearly impossiblo.-It might be argued that there Is no reason for these Items
of Income to be received through the base subsidiary, that they can be received
directly by the parent company In the United States, In return for management
and services provided directly by It, without any detriment to the accomplish.
hpnt of valid business objectives. This view Ignores the reality of doing business
abroad. TY.R. business needs to be on the forelgn- scene with local people who
know the area and who are familiar with local customs In order to exploit foreigm
markets successfully. In addition, It Is advantageous for personnel of T.A.
capital goods manufacturers to be on hand for the required servicing of goods and
equipment sold.

2. Foreign branch of U.S. oompany frequent y Is y unmltable.-It might then
seem that the way to handle this problem Is for the U.S. company to establish
a foreign branch or division of the U.S. parent. This answer is also unrealistic.
Local Incorporation or organixation-resulting in a closer Identification with the
Inenl p opulaee--is normally desirable and occasJnnnllv nabsoltely netossnrv.
Moreover, there are many situations where foreign law requires that there be
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substantial local foreign Interest or ownership in the operation-and this cannot
be done through the branch or division form. The matter of limiting the liability
of the U.S. parent company with respect to operations in the foreign area is also
frequently decisive In the choice of the subsidiary rather than the branch or
division type of operation.

8. Retabltihment of separate foreign subsidiarie8 for eaci country usually
infcasible.-If it's necessary or desirable to use the corporate subsidiary form
of organization in handling foreign business, it may be asked why isn't It pos-
sible to establish separate foreign subsidiaries in each country in which the cus-
tomers purchasing the goods or using the patents, manufacturing know-how,
and technical ani management assistance are located? The actual oversea
operating experience of our member companies indicates that this is usually
not a feasible solution to the problem. Most U.S. companies doing business
abroad do not have the financial resources to establish separate subsidiaries in
each foreign country in which they do business. In addition, it should be noted
that, as a purely practical matter, in most instances the amount of business being
done in an individual country may not warrant the establishment of a separate
company to handle that business within the foreign country concerned. It Is
much more desirable and practical to handle such business from a centralized
foreign base company.
Technical objecotions

Beyond the overall objections raised in the preceding section, we wish to raise
a number of specific objections concerning certain provisions of section 18.
1. Income froim patents, ecelusivo formula, and procesacs, et.-The income

derived from the use of such property by the controlled foreign corporation is
sui ject to direct taxation to U.S. shareholders, under all conditions. We see
no real reason why such income should be accorded different treatment from
dividends, rents, interest, and trading income, which are excepted from such
direct taxation provided they are reinvested in underdeveloped countries.

Further, tMe "Ilmlputd royalty" concept mentioned above Is particularly oibjec-
tionable. It seems clear that its use may render a substantial portion of the
manufacturing Income of most foreign subsidiaries subject to direct taxation.

2. The fin derdcvcloped.countr designation.-With the exception of the 21
countries which are in effect designated in the statute as "developed," other count.
tries may be classified as "less developed" by the President. We think it will be
impossible for a company to make sound, long-range investment plans on the
basis of designations which may be subject to sudden and unpredictable change.

3. Rarning8 and profits of controlled foreign corpora ions.-The "earnings and
profits" concept is one peculiar to American tax law. It may be extremely diffl.
cult to administer with respect to foreign corporations.

4. The "relnvcstment" provlotas.-It seems to us that to the extent that
foreign income Is not subject to direct taxation because it Is derived from manu-
facturing, It should retain this qualification without regard to the manner in
which it is used.

15. The "new abtinces" problem.-Manufacturing earnings would be subject to
direct taxation if they are invested In a business other than that currently car-
ried on by the subsidiary, at least to the extent of the first 15 years of the opera.
tion of the new business (unless that new business was in existence on Decen-
ber 31, 1002). So long ns such funds are being used in the active conduct of a
trade or business, It should make no difference whether the trade or business is
the same as or is different from that of the controlled foreign corporation.

0. Los offsct.--There is apparently no provision for losses. Thus, there
would seem to be no way to utilize the income generated from the operation
of one foreign subsidiary to offset the losses resulting from the operation of a
second foreign subsidiary without subjecting the earnings of the first to full
U.S. taxation.

7. ReNtal hncom.-The term "rents" as used in connection with "foreign base
company Income" should be clarified to Insure that rental Income received by a
controlled foreign corporation from leasing machinery and equipment 1s not
Included. Such rental Income does not fall within the passive Income concept
used in the bill and, under no circjmstonces, should be subject to direct taxation.
The oflocath.of.fncoio rule (see. 6)

This provision will permit the Internal Revenue Service to allocate taxable
Income in the case of sales or purchaspes by the U.S. corporation and itn con-
trolled foreign subsidiary on the basig of the proportion of the assets, con.
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pensation of the officers and employee, and advertising, selling, and sale8spro.
motion expenses attributable to the United States and attributable to the foreign
country or countries involved, Other factors, such as the special risks, if any, of
the market in which the product Is sold, Hiny be included. Also, upon mutual
agreement of the taxpayer and the Internal Revenue Service, some method oth(,r
than that provided in the rule might be used for such allocation. However, in tily
event, the rule is not to be applied where the taxpayer can establish an arm's.
length price for the goods in question. We are opposed to this provision. We
thliik that the existing section 482 of the code grants the Internal Revenue
Service all the authority it needs to police this area. The rule contained in
section 0 contains, at best, only an illusion of certainty because certainty in an
area such as this does not seem possible. Moreover, we feel that this provi.
sIon may serve as an invitation to the Service to require justification on par.
ticular prices for every product being shipped to foreign countries. Finally, It
should be noted that there apparently is no provision in this rule for the accom-
modation Of losses.
The groee.up (ace. 11)

An American corporation, in order to claim a credit for foreign taxes, would
be required to "gross up" dividends received from a foreign subsidiary by the
amount of foreign taxes attributable to those dividends. The Internal Revenue
Code, as it now stands, allows an American company to avall itself of a credit
for foreign taxes paid by the foreign subsidiary which it, the American parent,
is deemed to have paid. In the Treasury view, the U.S. corporation is allowed
both a deduction and a credit for these foreign taxes because only the amount
of the dividend received from the foreign subsidiary, after payment of the for.
eign taxos, is includible in the American parent's gross income.

We note that under the present law the total combined tax rates, both Ameri-
can and foreign, on dividends never fall below the full American rate. This
being the case, we oppose this provision of the bill for the basic reason that we
oppose the philosophy of section 13--it focuses on the total foreign earnings
of the subsidiary rather than the foreign earnings actually received by the
American shareholder which, we submit, is all that the American taxing system
should be concerned with.
E'patded iftormational reporting reqttlrcneuts ith respect to foretfilu corpora-

lions (sea. 90)
Section 0038 of the Internal Revenue Code, which was added 2 years ago un.

der the provisions of Public Law 80-780, requires detailed annual information
reporting on certain items by a domestic corporation with respect to transactions
with foreign subsidlaris. 'The bill would make the following amendments to this
annual Information reporting requirement:

(1) U.S. individuals as well as U.S. corporations would have to supply
such Information;

(2) "control" would be redefined to include most of the existing construct.
tive ownership rules in the code--covering s)ouses, children, parents, -t(,.:

(3) the information would pertain to any foreign subsidiary, regardless
of tier, so long as there is control; and

(4) In addition to the specified types of information, the Treasury would
be authorized to require information which is similar or related in nature
to that specified.

There would also be certain changes in section 0040 of the code pertaining to
information required in the organization and reorganization of foreign corpo.
rations.

We view the proposed expansion of annual Informational reporting require.
ments with concern because we feel that the 1000 amendments have not been
given a real chance to prove their practical value. Further, we are strongly op-
posed to the "similar or related" authority that would be granted to the Treas-
ury, on the ground that it would permit the Treasury to engage in general fish-
Ing expeditions concerning foreign sFibsidlary operation without any specific
criteria or standards to be applied with respect to the information to be sought.
8t1I nry

In conclusion with respect to the proposals of taxation of foreign earnings, we
feel that the principles which underlie these proposals tre fallacious In terms of
tax policy, international economics, and commercial trade. We recommend that
the Committee on Finance and the Senate rethink the subject completely. With-
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out withdrawing from our basic position, we have respectfully offered the con
mittee certain technical comments in the event it Is determined that legislation
in the area should proceed.

This concludes the statement of the Machinery and Allied Products Institute
and its affiliate the Council for Technological Advancement on the proposed Rev
enue Act of 1002 as contained In H.R. 10050 and on Secretary Dillon's testimony
presented to this committee on April . We deeply appreciate the opportunity
to offer our views to this distinguisheii committee.

APPfrNDIX

Tnic ADIMKNISTJATION'S P ROPOSAL To TAx FOREIGN SUBSIDIARY EAMMxNos

A response to# the Treasury rebuttal on tills subject filed with the House Ways
and Means Committee on June 20, 1001, by the Machinery and Allied Prod-
ucts Institute

INTRODUCTION

This memorandum discusses issues raised by a U.S. Treasury memorandum
submitted to the House Ways and Means Committee on Juno 29, 1961, entitled
"Statistical Data and Economic Issues Involved in Treasury's Testimony on
Tax Deferral."' The Treasury memorandum undertakes to analyze the testi-
mony of witnesses who appeared before the committee In opposition to tile Treas-
ury's proposal to impose direct taxation on the earnings of foreign subsidiaries
of U.S. companies. The institute was one of many witnesses from business and
tile academic world testifying against that proposal. The Treasury memoran-
dum is designed to counter the testimony of witnesses by demonstrating that
such testimony is generally invalid, unsubstantiated, or irrelevant. It also un-
dertakes to press once again many of the Treasury's arguments in favor of re-
moving tax deferral.

In view of the Importance of this question and the possibility that further
congressional consideration may be given to the Treasury proposal during tlht
current session of Congress, MAPI feels compelled to respond to the Treasury
memorandum because of what we regard as the Treasury's failure to deal ade-
quately with the force of Industry testimony on the points Involved and certain
basic fallacies upon which the Treasury position rests.

Because our response is somewhat lengthy and takes up the Treasury memo-
randum in considerable detail, it seems useful to summarize at the outset tile
major points which this surrebutter discusses:
1. The flow of capital to the developed areas would be significantly retarded

If deferral on subsidiary earnings in such areas were removed, and such Inter-
ruption and retardation of the flow of capital Is not in the public Interest, This
point is developed at some length below.

2. The effect of such oversea investments on the balance of payments is favor-
able; first, because they generate remittances in excess of capital outflows Into
such Investments and, secondly, because they have a strongly favorable effect on
U.S. exports of goods resulting, directly and indirectly, from these Investments.

3. The favorable balance-of-payments effect of U.S. direct investments In
sulsidlaries located in developed countries Is felt much sooner than the 17
years suggested by the Treasury.2 Based on the experience of many companies
manufacturing capital goods and allied products, this would be a period of
not more than 8 or 4 years. Inasmuch as heavy U.S. international commit-
ments-military alliances and foreign economic assistance-may extend indefi.
nitely into the future, perhaps for decades, it would be foolhardy to give up
future income for the sake of short-term considerations. And, obviously If
investment today will benefit our payments position 8 or 4 years from now,
failure to invest at this time will worsen It 8 or 4 years from now.

4. Since U.S. direct investments abroad are normally undertaken only when
foreign markets cannot be penetrated from the United States, these Invest-
meats are not undertaken at tile expense of domestic Investments nor does the
production from these investments replace production from domestic invest-
ments as Treasury has contended. Indeed, these investments help maintain

I Bee "President's 1901 Tax Recommendations," hearings before the House Committee on
Was and Means. 87th Cong lst istas,; June 5-9, 1901, p. 8522.9 *ee pp. 8527-828, op. oL



702 REVENUE ACT OF 1902

the overall strength of American business for several reasons, Including the-
generation of additional earnings for American companies and the promotion
of exports that would not otherwise occur.

5. Although U.S. direct investment abroad Is normally undertaken only when
foreign markets cannot be served from this country, it does not follow that
tax considerations are not a significant factor In inducing U.S, business to
invest abroad. It a U.S. firm is faced with a prospective tax liability greater
than that facing Its competitors in the country of the prospective investment,
It may feel compelled to forgo the Investment of Its financial position within
the competitive area will be seriously, perhaps fatally, weakened.

H. fly the same token, the Treasury's concept of tax neutrality, which calls
for equalizing tax liability as betyeen domestic and foreign subsidlarlei, Is
inapprolriate. The more appropriate concept of tax neutrality Is one which
would equalize tax liability as between U.S, subsidiaries abroad and the com-
panies with which thty must compete In the country or the trading area where
they are located,

7. To remove deferral on earnings in low-tax countries will not only put U.S.
companies at a serious disadvantage with their European competitors, but will,
in n111y Instances, lead to the abolition of subsidiary operations In low-tax
countries, with the result that greater foreign profits will be generated In high-
tax European countries. The result is a loss of potential revenue to the U.S.
Treasury which can never be recovered.

8. Removal of deferral on earnings will aluo serve to retard the flow of capital
from U.S. subsidiaries abroad to the underdeveloped areas, or, If that flow is to
be maintained, it can be done only at the expense of an increased outflow of
capital from the United States and a consequent worsening In this country's
balance of payments.

9. It seenis altogether incongruous to upset longstanding American Investment
positions abroad and discourage further Investment there at the very time the
administration Is calling for greatly increased foreign trade, including Its liberal
trade program being presented to Congress. Indeed, the recommendation with
reference to taxation of foreign earnlngs and the discouragenielit of foreign il-
vestment smack of Isolationism.

10. International competition demands that American Industry have sufficieut
flexibility in its International position to respond aploprilately to the rapidly
changing cliallenges of world competition. Itemnoval of tax deferral will greatly
dhllinish the present flexibility which permils export, manufacture abroad, in-
vestment in underdevelolped areas, etc.,. dependilng upon the situation. Moreover,
the artificiality of distinctions between developed and underdeveloped areas, a
cardinal plont in the Treasury proposal, does not accord with the facts of eco-
notie life tit international trade atdd Lq altogether inconsistent with that neces-
sary flexibility it n1atnagement to which we have Just referred.

11. Front the standpoint of national sliley, private investment abroad is not
simly a valuable commniercial nsset. It is also a vital part of our total foreign
aid program providing, as it does. an oplortunity for private initiative to develop
self-supxorting economies in soetilled lesser developed areas, and, at the same
time. af'fording a most Inmportant point of ieople-to-penple contact In all areas
of the world. Its imPortance grows with our continuing reexamination of our
foreign aid burden.

12. The burden of proof is on the Treasury since it seeks to overturn tax pro-
visions which have hen a part of our code since 1013. We think the Treasury
nieniorandum fails to sustalti the burden either as a matter of logic or Bound
economics and tax policy.

All of these reasons dictate against removing deferral on earnings of any U.S.
subsidiaries overseas a

While the purpose of til Treasury nienmranduot has4een to respond to test.
nioty generally, we will consider It itn teriwt (of our own testinony as presented
before the House Ways andt Means ronlni{ttee during Its hearings on this sibJeet.
Those Treasury nniments with which we are Iln agreenlellt are not discussed in
thil menmorndum. Other poltils raised by the Treasury which are not crtlal to
the lposition wt liave taken nlso are not covered.

I ra n ftill ("pIoiition of the In.*to'ntc. rMVlm on thl4 qu etion. the rPndir IN loforrod to
our te.Atlmonv delivered before the, llotl.4' Way. and Merno Committee on June 2 of last
year. Coplg of that to.itlmony aro a olai upon artist. Including the erinelpal state-
Ment. app. A. B, and V. nnd tile earlier In tlttte pamphlt. ""Private Invetfmoent Abroad."
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A. BALANCE-O.hPAYUNSTS IMPACT O INVESTURST ABOARD

A significant portion of the Treasury memorandum deals with the balance-of,
payments question. Considerable space is taken to press the correctness of the
Treasury's argument that direct U.S. investment in subsidiaries In the industrial
countries has unfavorable balance-of-payments effects. Accordingly, we will
first direct our attention to the Treasury's comments about the balance-of-payo
ments impact of U.S. investment overseas.
Relevance of worldivde balance-of-payinvnt data

Worldwide balance-of-payments data are Irrelevant, according to the Treasury,
since its proposal to remove tax deferral on subsidiary earnings is largely con-
fined to income derived from subsidiaries In the developed countries. However,
corporations In so-called tax-haveu countries which may also be classliled un-
derdeveloped would likewise be affected.

MAPI outlined the balance-of-payments impact of foreign investments on a
global basis to show that the historical record demonstrates that the Impact of
such Investments is strongly favorable as a rule. However, since major stress
was placed on alleged differences in impact as between the developed and under-
developed regions, we gave primary attention to the impact of Investment In
the industrial areas. This analysis of the balance-of-payments Impact of invest-
ment in Western Europe and Canada led to far different conclusions from the
Treasury's, as is pointed out below.
Problem of separating subsldlaries and branoat'

Treasury argues that witnesses lumped subsidiaries together with branches,
and that the result thus obtained Is not germane to the issue. It Is pointed out
that the removal of tax deferral would affect only subsidiary earnings since
branch earnings are already taxable when earned. Hence, only the balance-of-
payments impact of U.S. investments in subsidiaries abroad should be the sub-
ject for consideration.

AnalysIs of manufaoturing sctor.-Witnesses did not separate subsidiaries
from branches In presenting their testimony because such information was not
and Is not now available in sufficient detail to facilitate an adequate analysis.
Figures were presented, however, showing the balance-of-payments effect of
U.S. direct investments In manufacturing facilities in Europe and Canada, and
that balance was extremely favorable to the United States. Since manufactur-
Ing operations in Europe and Canada are predominantly In subsidiary form, this
suggests that direct investments in subsidiaries In those two areas have a
strongly favorable balance-of-payments impact.

It would be useful, in this connection, to refer to our testimony before the
House Ways and Means Committee on June 7, 1061.

"One more word should be said concerning the administration's statistics on
the U.S. payments position vis-a-vis Europe and Canada. Our 1lgures Include
branch operations, the earnings from which would not be affected by removal
of tax deferral. The administration's figures include on ty subsidiary operations
which will be affected. Unfortunately, we have been informed by the Commerce
Department that data are not available for earlier years which would enable
us to carry the administration's analysis back through an earlier period.

"The point has been emphasized within the administration t.at statistics show.
Ing the favorable payments deriving from U.S. direct InvestLents abroad over
the past decade are based on branch as well as subsidiary ol.erations. It has
been suggested that the large favorable balance is duo In majo, part to branch
operations in oil and other foreign natural resources-operatiown which are not
affected by the proposal.

"Picking up this suggestion, we analyzed the data for the manufacturing sec.
tor only. Only a negligible portion of manufacturing investments abroad are In
branch operations. In fact, a recently Issued Commerce Department publica-
tion shows that the value of U.S. direct Investments In manufacturing branch
operations abroad was only about 4 percent of total direct Investments In 1957.
In the case of Canada it was 2 percent. In the case of Europe It was only about
1.,5 percent.

"Paymnents balance 0hi all other countries for maniufacturing.-What does
this analysis of direct manufacturing investments abroad show? Table :1 shows
that the balance has been positive In every year but one from 1050 through
1059. Income from direct manufacturing investments during this period totaled
$3.0 billion Total outflow Into such Investments was $2.2 billion. Thus, there

82100-02-pt. 2- 10
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was an Inflow of $1.77 for every $1 of outflow. This compares with total direct
investments, including petroleum and other extractive Industries as follows:
Income totaled $18.2 billion, Total net capital outflow was $10.5 billion. The
inflow was thus $1.73 for every $1 of outflow as compared with $1.77 In the case
of manufacturing Investments.
"Pa ymcnt balance with Vest ern Europe for manu/acturing,-Let us look at

Western Europe, confining our attention to manufacturing for the years 1057-591.
(See table 4.) [Figures had not, at the time of our statement, been published
for 1Q60.] Published Department of Commerce figures show a significantly larger
net return of dollars than the administration's figures for these years even
though the Commerce figures cover only the manufacturing sector (table 4).'Paymenta balance with Canada for manufaotnring.-In the case of Canada
(table 2), the difference Is very striking, since Commerce figures for the mntnu.
facturing sector show subtsantlal surpluses while the Treasury figures show sub-
stantial deficits."

Deuirability of making available detailed underlying 2'reasur/ flpurc&.-The
Treasury In no way attempts to respond to the points registered in the above
quotation. Yet It would seem that the burden is on the Treasury to demon.
strate that the figures for manufacturing are not representative of subsidiary
operations generally, if such be the case. Such a showing would require making
available some of the details underlying the aggregate figures cited by the Treas.
ury In defense of Its position. We feel strongly that the Treasury should reveal
all of these (iata, Including sources and methods used In their derivation, In order
that they can be scrutinized by appropriate congressional staff personnel and
other experts In the fehld. Otherwise it Is Impossible for ourselves or anyone
else to make any informed judgments concerning the appropriateness of the
interpretation given by Treasury to those figures. In the absence of such public.
cation and valid interpretation we will continue to hold that the available
published data strongly support the views we have set forth.
Limitation of Treasury analysis to 1957-60 period di-scussed

The Treasury defends Its use of the limited period 1957-00 on the ground that
these are the only years for which detailed information Is available for foreign
subsidiaries operating In the industrial countries. It goes on to say that the
data on subsidiaries cannot be separated from the data on branches if periods
prior to 1057 are brought into the picture.

According to our understanding, this is not quite accurate. It Is true, how.
ever, that such data could be supplied by the Commerce Department only at great
effort and expense. Nonetheless, in view of the importance of this question, it
may well be desirable to consider whether additional resources should be used
to obtain such data for an earlier period.

Reprcsentativence8 of 1957-60 period.-Whether or not It would be feasible to
get data for earlier years, the fact remains that the period 1057-00 Is not repre-
sentative. There has been a marked Increase in U.S. total foreign direct Invest-
ments In Europe beginning in 1055 as a result first of the prospective formation,
and then the actual formation (in 1057) of the Common Market, an increase
which has generated a substantial rise In income on such Investments, which natu-
rally tends to lag somewhat behind Increases in the Investments themselves.

In 1901, Income on investment In Europe continued to rise, reaching $551 roll.
lion, while net capital outflow during this period reached $004 million. Following
this initial surge of investment some leveling off may be expected, even though
current high levels may continue for some time. If this Is borne out, and taking
Into account the continually rising income from these Investments, it appears
likely that the current gap will not only soon be closed, but in all likelihood will
turn Into a favorable balance.

With respect to European investments, therefore, it appears that even If Treas.
ury's objective Is sound-which we do not concede-It is in effect asking us to
close the barn door after the horse Is gone. It seems quite likely that we have
already experienced the major Impact of balance-of.payments deficits with Europe
on direct private Investment account. We may expect the gap to close and to turn
to a surplus In the reasonably near future. And, again, with respect to the manu-
facturing sector, surpluses have been generated In most years, and we see no
reason to suppose that such surpluses will not continue. The Treasury mnkes no
reference whatever In Its memorandum to this particular point Its selective re-
Pponse Ignores the point although It would seem to be vitally important.

Effect of single large traneactlon.-The Treasury takes Issue with those who
hav. objected to its Inclusion within their 4-year serlelk of one large transaction
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undertakeii in 1000, Involving a capital outflow of some $870 million. It claims
that to exclude the data of 1000 would be to argue that one can achieve greater
accuracy by ignoring important evidence, and goes on to state that there have
been other large capital movements in recent years and are likely to be more in
the future.

The $370-millon transaction, Included by the Treasury represented an expendi.
ture by an American company to acquire the outstanding stock of its British sub-
sidiary. According to data supplied by the Treasury In its memorandum, remit-
tances from U.S. direct investment in subsidiaries in Western Europe would have
exceeded capital outflow by $72 million during 1057-00 if the $370-million transac-
tion were excluded. We continue to maintain that, if one is trying to project the
impact of U.S. direct Investments abroad on our balance of payments, a transac-
tion of this size, special character, and Infrequency grossly distorts the picture.
Three comments are pertinent in this connection.

First, while companies may often engage in large transactions, we know of
no company which has undertaken a transaction which has even approached
this one in size. The dollar value of the single transaction in question was
greater than the total annual capital outflow into direct private Investment in
Euaropo in every year since World War II up to and Including 1955. (Data for
pre-World War 11 years are not readily available.) It was also greater than
the capital outflow Into such Investment in "1058. Further, it approached four.
fifths of the total capital outflow to luropo in 1050, 1057, and 10,59. In 1000,
the year in which the transaction occurred, it exceeded 00 percent of the value
of total other net capital outflow Into direct investment int Europe. Thus, to
imply that this is a relatively cominion oecurronce by stating that "large comn.
panics are the principal figures in private capital Investment abroad and often
engage in large transactions" tends to distort the real picture. The figures them.
selves dramatically show that a transaction of this size could not have been
equaled in the postwar period prior to 10,10, and, as a matter of fact, has not
been approached by any other transaction since that time.

Second. it should be noted that net capital outflow into direct investments
itn Europe, after increasing from $470 million in 1950 to $062 million in 1000,
hes dropped sharply to $064 million in 1001. Thus, 1000 was not a typical year
and this is attributable entirely to this extraordinary transaction.

Finally, in attempting to judge the probable future level of capital outflows
to Europe, which, after all, one must do in any effort to evaluate the balance-
of-payments effect of maintaining present deferral, one must project in large
part on the basis of the historical record. And it Is well known that, in making
such projections, It Is normal to exclude extraordinary, nonrecurring transac-
tions. The 1060 transaction was not just an extraordinary, non-recurring-type
trimsactlon: It was unique, judging from the historical record.
.4 1111108 oj ineicetnct data for 1959-0 period

The Treasury also holds that if a longer span of time were covered than the
1U57-00 period the available data (which Includes branch operations) would
ie even less favorable.

lVestorn Iurop.-In the case of Western Europe this Is simply not true. In
fact, the only years I"' which U.S. balance.of-payments deficits were Incurred
with Western Europe between 1040 and 1057 were 1950 and 1056; during the
entire 1040-56 period there was a net surplus of $532 million.

Canida.-With respect to Canada, it is true that the aggregate figures now
show an unfavorable balance of payments throughout the 1050's. However,
this if accounted for in substantial part by the petroleum industries where
branch operations represent more than one-fourth of total Investments and
whose remittances to the United States could not, in many cases, be affected
by removing tax deferral on subsidiary earnings because many of these in-
vestments have not yet generated earnings, and may not for a long while to
come. When attention Is confined to manufacturing Investments In Canada,
which are largely In subsidiary form, the balaatce of payments has been ex-
tremely favorable.

Again let us cite from our earlier testimony:
"In the case of Canada, one must concede that a high level of investment

has persisted throughout most of the postwar period and that the outflow of
U.S. capital Into direct private investment in Canada has typically exceeded
the return flow in the form of remitted earnings. However, two points should
he made Inl this regard, First, withdrawal of deferral In this case would have
,a limited Impact on our balance-of-payments position Inasmuch as the Canadian
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profits tax Is currently about the same as that In the United States (50 percent
on all Canadian earnings In excess of $25,000 as compared with 52 percent In
the United States),

"Furthermore, it very large portlow of the capital outflow Is represented by
investment on the part of the petroleum Industries. Of this, a substantial por-
tion has been Invested in exploration activities, the earnings from which have
remained small. Until these Investments are reflected In a greater flow of oil
to the marketplace, earnings, and hclRce remittances, ifly be expected to re-
mnain low. In the im-antlmne, because of low earnings, neither remitted divi-
dends nor U.S. Treasury revenues would be greatly increase by withdrawing
deferral, even If the Canadian income tax were much lower than it Is.

"It we conilkio ourselves to manufacturing Investments in Canada, income
accruing to the U.S. companies from such investments has exceeded the capital
outflow Into such investments very substantially for every year since 1950,
except for 11)57. (Table 2 shows net capital outflows Into direct Investments,
earnings from direct Investmients, and income accrilaig to the I.S. companies
from such Investments for the manufacturing, t'iroleum, and 'other' Industries
In ('inmi for 1950-59.) We believe, for all of these reasons, that the admin-
Istration's analysis with regard to Canada Is quite distorted, particularly if one
thlamks iii terms of the manufacturing sector."

II. EXPORT IMPACT OF U.S. INVE'iFBfINT AIIl1OAD

PfIIC(t of hilreatiictits abroad it markets for U..mnmnufacturcd goods
In a discussion of the impact on exports of U.S. direct Investment abroad, the.

Treasury makes reference to a survey by the U.S. Commerce Department based
on the replies of 155 manufacturing companies which account for 80 percent of
all '.S. manufacturing abroad. These companies reported total exports of $2.2
billion In 1959 and $2.7 billion In 19610 to their subsidiaries and to unrelated enter-
prises, the exports to the latter being attrlbutalikh to th,, existence of the foreign
subsidiaries.

The results of this survey were apparently accepted by the Treasury. It Is
argued, however, that "the existence of a give flow of exports between U.S.
companies and their subsidiaries do not show, for several reasons, the net effect
of the existence of the foreign subsidiaries upon the trade components of the bal-
ance of payments," In other words, according to the Treasury, the export effect
of U.S. Investment In subsidiaries abroad has been exaggerated by witnesses who
testilled before the House Ways and Means Committee. The Treasury cites the
following reasons In defense of this statement:

First, U.S. companies with foreign subsidiaries would doubtless export some
goods to foreign countries even If there were no foreign subsidiaries, so that
sone exports are not entirely attributable to such subsidiaries.

Second, foreign subsidiaries may have a negative effect on U.S. exports through
(1) displacing tihe domestic parent company's sales to foreign customers, (2) pro-
ducing goods abroad to supply customers in the United States that would other-
wise be supplied by domestic producers, and (8) applying American technical
know-how and the intinate knowledge of American customer preferences to the
manufacture and selling of already low-cost European products. Tits tends to
place the foreign subsidiaries In a position that cannot be matched by some
domestic firms.

As to the first of the Treasury's unproved and unprovable generalizations, no
one has stated, to our knowledge, that all U.S. exports are attributable to U.S.
Investments abroad.

As to Its other arguments, we feel that they are Invalid and somewhat naive.
U.S. business normally goes abroad only because It cannot penetrate foreign mar-
kets from this country, When It Is recognized that American companies generally
have the choice of selling from foreign facilities or not selling at all, then It be-
comes clear that production by U.S. direct Investments abroad does not replace
domestic production either In the market where the Investment takes place, in
third markets, or in the United States.

That U.S. companies go abroad as the only means to hold or penetrate foreign
markets has been indicated to us time and again by our own member companies
and we provided extensive documentation to that effect in our testimony before
the House Ways and Means Committee. Given this basic fact, it follows that
sales by U.S. subsidiaries abroad do not normally displace V.S. exports. Rather
they displace sales by foreign competitors.
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Similarly, with respect to the transmission of American technical know.how
-or knowledge to foreign subsidiaries, this is done for the most part only when
that know-how cannot be effectively used to maintain foreign markets for
domestic manufactures because costs are too far out of line, because of dis-
criminatory tariffs, or for other reasons. This point-that investment abroad
is basically to maintain or penetrate markets which cannot be served from the
United States-cannot be emphasized too strongly because It is basic to a
realization of the essentially beneficial impact which U.S. investments abroad
have both for the economic strength of the country and for our balance of
payments.

Concerning the question of sales to the United States by foreign subsidiaries,
it is useful to make reference to the most recent census of U.S. business invest-
ments In foreign countries conducted by the U.S. Department of Commerce,
which shows both Imports by U.S. direct investments abroad and total sales by
such investments In 1057, It is not, of course, meaningful to compare import
and foreign sales figures in the aggregate because many items (bananas and
coffee, for example) cannot be produced or grown in this country and must be
imported. Therefore, they do not compete with domestic production. We can,
however, show figures for the machinery Industries. Machinery produced over-
seas i, of course, highly competitive with that manufactured in the United
States. These figures show that imports into the United States from direct
Investments in machinery facilities abroad were only 2.4 percent of total sales
by units representing such investments In 1057. In the case of Canada, the
figure is only 2.1 percent. In the case of Europe, It Is 8.2 percent.

In this connection, it should be stressed that where foreign manufacturers
have a sufficient competitive edge over U.S. manufacturers which-because of
high domestic cost of materials, labor, or the like--cannot be overcome, a con
pony that does not import from oversea facilities will not thereby necessarily
save the domestic market for U.S.-mnnufactured goods. Under such circum-
stances, the failure to establish facilities abroad will mean the abdication of the
market to foreign.owned firms. For that reason, among others, we have tried
continually to stress that our balance-of-payments problem, even should It be
alleviated for a year or two, cannot be solved by efforts to discourage the flow
of direct Investment capital into oversea markets. We need urgently to turn
our attention to a more basic solution, and to recognize that only through Increas.
lag the competitiveness of the U.S. economy can we Induce greater investment
at home. Thus, the attack on private investemut abroad. represented by the
current tax proposal, Is not only unsound on the merits but avoids and obscures
the central problem.
Walso in which foreign 1nt'catmert promoted U.S. sports

To emphasize the strongly favorable Impact of U.S. direct investments overseas
,on U.S, exports, it it useful to cite that portion of our earlier testimony which
deals with this question.

"In Its disculon of the haiane.of.payments question, the administration
completely ignores what to us is one of tile most important nspects of tile whole
question-namely, the Impact of Investments abroad on U.S. exports. It i our
contention that such exports generated by U.S. Investments overseas are often
so great that they would exceed the value of the Investments within 2, 8 or 4
years following upon the initial Investments. This Is the nase for several
,reasons.

"In the first Instance, the Investment creates a permanent interest In foreign
markets on the part of the Investing company. Often U.S. companies treat for.
eign markets as marginal, turning to them only when domestic business declines.
Obviously a company which etm tip operations abroad will develop a permanent
Interest In such markets.

4Second, the establishment of it permanent operation overseas serves to
facilitate contacts with foreign customers and by giving the company greater
local Identification helps to penetrate markets which could not otherwise be
penetrated. One company, with which we are familiar, prior to 1050 was unable
to penetrate the Oerman market to any significant degre. However. as a result
of establishing an operation in that country It now finds that Its Germnn ens.
tomers are not only willing to purchase from the Germnn.based company, but
because of the greater local Identification established by the U.S. company as a
result of its Oerman subsidiary, it now exports In substantial volume to the
German market products which It is manufacturing in the United States.
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"Third, as companies Invest abroad and become oriented to foreign markets
they normally develop extensive foreign distribution channels to handle the prod-
ucts which they are manufacturing overseas. These same distribution channels
can then be used In aggressively marketing related U.S. products which are not
manufactured abroad. This frequently serves to facilitate greater U.S. exports.

"Fourth, investments overseas create a demand for U.S.-manufactured com-
ponents which are assembled in the company's foreign plants and can be shipped
nto third markets, By way of Illustration, one capital goods company recently

set up a manufacturing operation in Belgium, Imported some of Its components
from its U.S. plant, assembled them In Belgium, and shipped the assembled
product to Mexico. Had the company attempted to manufacture the entire prod-
net in the United States, the cost would have been too high for then to compete

:effectively with foreign competitors for the Mexican market. By establishing
-an operation In Belgium, it can sell U.S.-manufactured components In the Mexl-
can market indirectly through its Belgium subsidiary. In short, Investment
abroad has saved for the company a share of the world market which would
otherwise have been wholly lost, and of the total labor required to serve that
market It has preserved a substantial portion for the United States by virtue-
of its foreign Investment.

"Finally, initial demand for U.S, equipment Is frequently created with thi.
investment Itself so that a significant portion of U.S. direct investments abroad is
immediately offset by exports of capital goods. The balance-of-payments ae-
counts show the full value of the investment as an outflow of dollars. But this.
is Immediately offset In part by exports of U.S. equipment which show uip i1n
another part of the accounts under 'exports of goods and services.'

"By thus stimulating exports In the various ways outlined above, U.S. direct
Investments abroad not only Improve our balanc6-of-paymients position hut ls
serve to promote a net increase In employment. This point cannot be empiImsized
too strongly.

"It should be stressed that the above does not represent an attempt to ration-
alize our position by speculating about reasons which might support that posi-
tion. They are based rather on the actual experiences of capital goods nunufav.
turers. Case after case has comieto our attention of companies whose exports
generated by investments abroad have exceeded the value of the initial invest-
ments within 2 or 8 years of such investments. This is important because the
administration has placed such stress on the short-run problem. Surely the
problem Is not so short-run In nature that we need to improve our balance-of-
payments this year to the detriment of that balance within only 3 or 4 years
from now. We cannot believe our gold stocks are Insufflcient to carry us through
that short period."

These facts of life In International trade must be understood by tile Congress.
Moreover, the Treasury must abandon Its largely academic approach to the
problem.

0. OTHER TREASURY ARGUMENTS FOR REMOVING DEFERRAL

Defitflfots of ta neutrality
Having discussed the various balance-of-payments effects of U.S. investment

abroad, the Treasury then turns Its attention to the argument that investment
In the developed countries should not be induced by "artificial" means. That
is, it should not be tax-induced. It states the case as follows: "When * * *
variations In tax treatment create an artificial difference In profitability as
between two countries that is not Justified by an explicit objective of national
policy, capital may be badly aUcoted. It will go where It can earn the highest
rate of return, after taking taxer Into account, hut this may not be Its best
location from a broad .economic point of view." On the other hand, If a decision
to invest abroad Is not motivated by the existence of tax deferral, then, accord-
ing to Treasury, removing deferral obviously cannot hive any effect on the flow
of capital and there should be no objetion to removing deferral either on
balance-of-payments or loss-of-revenue grounds,

In opposing "tax-induced" investment, the Treasury Is again Introduing Its
concept of "tax neutrality" with which we have strenuously disagree in the,
past and with which we still disagree "Tax neutrality" as we understand the
term describes a situation where tax effects will have no influence one way or
another on business planning-In this case on a company's decision to invest or
not to invest In developed countries.
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On the assumption that this is what the Treasury desires to accomplish, we

contend that its definition of "tax neutrality" is an Inappropriate one and we
so stated in our earlier testimony before the House Ways and Means Committee.
According to the Treasury's definition, neutrality is beat achieved when total
tax liability, U.S. and foreign combined, is the same for earnings by a U.S.
Investment abroad as for earnings of a competing company in the United
States. We submit that this is an academic and unrealistic view of the matter.
The Treasury position completely overlooks the economic facts of international
existence.

We feel that taxes are more truly neutral when total tax liability is the same
for earnings by a U.S. investment in a particular country as for earnings of a
competitor company indigenous to that country.

It seems logical to suppose that for a businessman operating In the same
Investment climate, under the same Government regulations, within the same
market area, etc., as his competitors, tax considerations can often be the deciding
factor In the success of the business. On the other hand, where Investments
in two different economies are In question, each economy with Its own Invest.
ment climate, Its own Government regulations, Its own wage patterns, Its own
transportation problems, its own raw material sources, the tax factor would
logically be much less important relative to these other considerations. Our
own member companies' experiences seem to bear this out. Hence, It follows
that discriminatory tax treatment with resplct to earnings generated within the
same country will often (teter Investment by the company discriminated against
A differential tax rate applied to earnings generated in one country as opposed
to earnings generated in another, on the other hand, will normally have little
effect relative to other, purely business considerations where two entirely differ-
ent economies are involved.

Equally erroneous Is the implication in the administration's argument that,
to the extent that deferral affects investment decisions, it induces companies
to invest abroad where they would otherwise invest In this country. It is our
contention, as we have already note(], that normally business has no such alter-
native. In most cases Its alternatives are either to Invest abroad or not to
Invest at all simply because it Cannot hold or penetrate markets abroad from the
United States In the face of import restrictions, regional markets, etc. It does
not follow, however, that taxes do not affect a firm's foreign Investment decisions
or Its competitive msition abroad once the investment has been made. Remov-
Ing deferral would put U.S. firms at a distinct competitive disadvanta e where
host country taxes are lower than U.S. taxes, and the result would In many
cases he a decision not to invest in that country or a hobbling of the financial
strength of the U.S. investment abroad. It follows that the administration will
not normally achieve true tax neutrality by removing deferral. Removal will
indeed have the opposite result. It will serve as a negative inducement, discour-
aging investment abroad or limiting the strength of our foreign investment enter-
prises. And neither the United States nor American industry can afford thig
from the standpoint of International competition.
Vali It of Treasury table

The Treasury memorandum attempts to defend a now famous table, which
was produced in its original testimony, and which has come under considerable
criticism.

The table purports to show that it would take 17 years under current tax
deferral before accumulated remittances to the United States from the typical
new investment in an oversea subsidiary would equal remittances that would
have accrued if the deferral privilege had not existed. The administration
admits that if earnings are plowed back instead of being remitted to this
country, this will generate further earnings and eventually remittances to the-
United States will be greater titan they would be without such reinvestment,
However, the administration claims that it would take 17 years before accumu-
lated remittances as a result of such investment under the present system of
deferral would equal dividends remitted to the United States without such
deferral, The argument was made that this was too long a period to await the
benefits of such an investment.

Criticism of the Treasury's table was based on its assumptions concerning-
when and to what extent companies with subsidiaries abroad remit earnings un-
der present tax laws and when and to what extent they would remit earnings
should tax deferral on such earnings be removed. These assumptions are, in
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our view, so unrealistic as to make the results completely meaningless. The
Treasury has responded as follows:

"The apsumptlons used to construct the example were not unrealistic. It has
been said that companies will not leave as much as one.half of their earnings
abroad, but will repatriate a larger proportion. Yet several witnesses testified
that their companies actually aim to repatriate one-half of their overseas Income.
Moreover, the total of dividends remitted by all foreign subsidiaries also works
out to a figure close to 50 percent of Income.

"Sone witnesses objected that companies begin to remit profits at once and do
not delay remittances for 5 years as the example assumed. But one witness told
the committee that his company's Canadian subsidiary did not remit dividends
to the Unlted States for more than two decades, while Its Swiss subsidiary has
not done so for 8 years."

This response of the Treasury deals only with what companies do under cur.
rent tax regulations. The central question concerns the extent to which coin-
panies will or will not change their practice under the proposed legislation. The
assumption underlying the Trea sury table Is that cOmipaniles will change their
remittance practices substantially. We disagiee.

The administration, in Its example assumes that under current deferral the
subsidiary will begin remitting half of Its foreign tax earnings from the sixth
year after the initial investment while It Is assumed that without referral,
remittances would begin Immediately, for purposes of paying U.S. tax on the
comlmny's earnings.

We do not contend that It Is necessarily unrealistic to assume that companies
will leave as much as one-half of their earnings abroad or will delay remittances
for I5 years, We do feel, however, that It Is unwarranted to assume that a
company's practices would be so completely dictated by tax policy to the exclu-
sion of all other considerations that It would remit 30 percent of Its earnings
Immediately (for tax payments, as In the Treasury example) without deferral,
whereas It would remit no earnings for 5 years with deferral.

Furthermore, these assumptions represent pure conjecture on the part of the
Treasury. Why not say the typical company would begin remittances In 1 year
or 3 years or 10 years and would remit 0 or 70 or M, percent of earnings? One
could develop an infinite number of conclusions, depending upon how the as-
sumptions were varied. We would suggest, furthermore, that one needs more
historical material than the Treasury has produced even to indicate what com-
panics are doing under the current law, disregarding for the moment the ques-
tion of what they would do if deferral were removed.

No doubt maintaining deferral will have some effect in encouraging reinvest-
uient and a corresponding reduction in profit remittaces. We hold however, that
the favorable Impact on our balance of payments, resulting from the added earn-
ings generated by such investment, would be felt relatively soon and that any
net adverse effect on the balance of payments would be short lived.
The Importance of timing

We feel that the question of timing cannot be stressed too strongly, for It
obviously is a key consideration in the administration's thinking. Therefore,
one more comment may be In order.

The importance given by the administration to the question of timing is
evident from President Kennedy's address of December 0. He notes in that
address that we still have some time left In which to solve our balance-of-pay-
ments problem: "The United States still holds some 43 percent of the free world's
monetary gold stock, a proportion far larger than our share of its trade and
.clearly sufficient to tide us over a temporary deficit period-and I emphasize
the word 'temporary' deficit period-while we mount an offensive to reverse these
trends." Later in the same address, however, the President states, in proposing
removal of tax deferral on earnings from capital invested In developed countries:

"I am aware that many of you will argue that th6 investment abroad of these
funds will mean that ultimately and In the long run these moneys will be coin-
Ing back.

"But how long a run? And, how long can we afford without taking every
responsible step to try to bring this in balance In the short run? We can't wait
till 1970 if we are losing $2 or $3 billion a year and we're now for the first time
down to about $11,000 million in gold in the U'nited States."

It is apparent from these statements that the President's advisers evislon a
very long period before investments generate a return of dollars sufficient to
offset the original outflow. We contend on the contrary that It will be a much
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shorter period than the Treasury has suggested and that, In addition, when
the impact on exports Is taken Into account, direct investment in the developed
areas will generate a return in excess of that investment In nn even shorter
period. Based on the experience of many capital goods companies, this would
mean a period of not more than 8 or 4 years.

Finally, let us note that the administration, according to our understanding,
envisions that our heavy international commitments will extend indefinitely into
the future, perhaps for decades. If this be the case, we con ill afford to give
up future income for the sake of short-term considerations. And obviously If
Investment today will benefit our position 8 or 4 years from now, failure to
invest now will worsen it then.
Deoerral contributes to greater cvport ealos

According to the Treasury, "several witnesses said that foreign subsidiaries
promote export sales for the United States. But only one tried to show that
eferral is responsible for their contribution." It deferral encourages U.S.

Investment abroad where such investment would not otherwise take place, and
If such investments serve to promote exports, it would certainly strn to follow
that deferral Is responsible for promoting exports.
FRffMoa of removing deferral on earntings of so-called tax' haven subsd~arWes

The Treasury, noting that some witnesses have defended the establishment of
U.S. subsidiaries in low-tax countries, Indicates that their position is untenable
and In that connection refers to certain points brought up by witnesses in defense
of that position.

Noting that these witnesses stressed good business reasons underlying their
companies' establishment of such subsidiaries, the Treasury states that It does
not take exception to these assertions, and that Its proposal to remove deferral
is not designed to discourage the legitimate operations of such companies.

Revenue and balance-of-paymen8t effots of withdrawing dc/crral.-Tho Treas-
ury answers the contention that withdrawing deferral on earnings of investments
In low-tax countries would deprive it of revenues with the statement that the
law was not designed primarily for revenue purposes. Nonetheless, the Treasury
Indicates In another context lacer In the memorandum that the revenue question
lb an Important one. Treasury does not comment at all on a related observation
that withdrawing deferral would damage rather than help our balanice-of-pay-
ments position.

Because we feel that both of these points are extremely Important, we repeat
our relevtnt testimony before the House Ways and Means Committee describing
the basis for our position on this point.

"It is perfectly true that many companies have established trading subsidiaries
in low tax countries. These trading subsidiaries buy and resell goods manu-
factured by other of the U.S. parent company's subsidiaries (manufacturing
subsidiaries) located In high tax countries. These trading subsidiaries, we
should emphasize, are normally established for perfectly legitimate sales and
service reasons, although the tax advantage may be an Important Inducement to
locate In the country In question. Further, we certainly would not deny that
the technique of establishing such trading companies has been abused on oc-
casion but the administration is proposing to use a meat ax where a scalpel is
required.

"It should also be noted that a substantial portion of the earnings generated
by many of these trading companies Is Invested In the underdeveloped countries.
It Is the view of parent company management in many cases, as we stated earlier,
that the low tax on such earnings helps to offset the high risk accruing to pro-
twod new investments in underdeveloped areas, and hence can Justify such
investments where Investments from earnings generated within the United
States would have an extremely low priority for such Investment.

'With respect to the earnings and remittances of these trading companies,
what can we expect if deferral Is withdrawn? Our own Information indicates
that In many Instances the trading companies would be abandoned, having been
established or maintained in part because of tax benefits. The result would be
that greater profits would then be generated in the higher tax countries where
manufacturing operations are located, that the governments of the latter coun-
tries would reap most of the gain In the form of Increased tax revenues on these
higher profits, and that where taxes approach or equal those In the United States.
the U.S. Government would derive little or no revenue. But equally Important,
there would be smaller after-foreign-tgx earnings available to thp company to
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invest In the underdeveloped regions or elsewhere. Therefore, this would also
have the adverse effect of either reducing U.S. capital flow into direct invest-
ments in underdeveloped countries or, If such investments were to be carried
forward, to increase the flow of capital from the United States which would
damage rather than help this country's international payments position.

"Beyond this, we know that at least some funds generated in low tax countries
are repatriated to th) United States and tax dollars are thus recouped. Where
the after-tax earnings of a company are less, however, as a result of greater
tax payments to foreign governments, one may expect a smaller return flow of
capital to the United States and a resultant loss of tax money to the U.S. Gov.
ernment. The United States in many instances would in effect be putting tax
dollars in the pockets of foreign governments where they can never be recouped."

Valfdtiy of equity asument.-In stating that the proposed imposition of direct
U.S. taxation on foreign subsidiary earnings is not primarily designed to raise
revenue, the Treasury argues that the purpose is to "insure that U.S.-owned
companies abroad (pay] a total of income taxes similar to that borne by domestic
firms." There is th implication in this quotation that the establishment of
equity as between firms with foreign operations and those without operations
abroad requires removing deferral on foreign subsidiary earnings. This is an
unjustified implication, as we pointed out previously. In our testimony before
the Ways and Means Committee last June we said:

"We feel that equity in this instance is consistent with public policy considera.
tions and that deferral should be maintained on all foreign subsidiary earnings
for equity as well as public policy reasons.

"In the first place the present deferral concept has been inherent in our Federal
Income tax system since Its adoption in 1918, and, as we have already noted,
business has been strongly encouraged to take advantage of it by Investing
overseas since World War II, under both Democratic and Republican adminis.
trations. The purpose of course has been, also as noted, to facilitate the accom-
plishment of U.S. foreign economic policy. It should be stressed, furthermore,
that such deferral may be availed of by all firms alike so in that sense there is
no discrimination among or within industries.

"On the other hand, the reverse is true where deferral is removed. This is so
in the first place because it would operate against firms which happen to have
located In certain geographic regions for perfectly legitImate purposes. In the
second place, to suddenly change tax laws which have been on the statute books
for 48 years is in effect penalizing firms whose operations have been quite prop.
erly patterned on the basis of this as well as other legislation. And it should
be added that many of these firms have been actively encouraged by the Govern-
ment to invest abroad.

"Under the terms of the current proposal, the effects of removing deferral would
not fall on all firms alike. They would fall on those companies which have been
active abroad, including those which have participated in the promotion of
economic development in the preindustrial areas. Costly corporate reorganiza-
tion may be the only feasible alternative for such companies should present tax
laws be changed. This would appear to be far more inequitable, as a matter of
practical fact, than maintaining in effect current legislation."

By way of summary, if one wishes to consider the problem in terms of equity,
there is excellent Justification for not changing existing law for the reasons we
have given. This Is particularly true inasmuch as the present law has been
relied upon in recent years as an Inducement to business to go abroad.

Further diecu*8fon of taf.-neutraltty concept in. conftet of "taxnat, a" inflest-
meto.-The Treasury memorandum attempts to counter our tax-neutrality
concept, outlined above, which calls for U.S. firms to be on equal terms with com-
petitor firms in the host country. It argues that only some 200 European
companies "have taken advantage of taxhaven arrangements" as compared to
500 .8. companies, and goes on to express the view that some European govern.
ments mqy take action similar to that proposed by the Treasury, presumably
In order to discourage such activities. We do not think the numerical comparl-
son is persuasive and the second point represents conjecture rather than fact
Conjecture, after all, can be used In defense of almost any position one wants
to support; the fact is that, to our knowledge, no European government has taken
such action.
Effect# ot removing tao deferl on the ftlo of capital to Ies-developed area*

The Treasury takes Issue with the contention that removing deferral on earn-
ing In the industrial countries will reduce the flow of capital from those countries
to the less-developed areas.
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In this connection they take Issue with the point that high (after tax) rates
of return In Europe are necessary to offset the high risks accruing in under.
developed areas. The Treasury memorandum Indicates that the governmental
Investment guarantee program is a means of reducing this risk and that for
American companies also to ask for tax deferral as an inducement to take on risks
in the less-developed countries is to pass part of the cost of such risk to the U.AL
Treasury in time of reduced revenues.

We cannot accept the Treasury position.
First, the guarantee program does not cover all underdevelold countries

and, in fact, excludes some very important ones. Brazil is one example. In
addition, this program guarantees only against political risk, and, for the most
part, does not guarantee against "normal" business risk which is very high
In many Instances.'

Second, it is difficult to understand why, in the current context, the matter
of Treasury revenues suddenly takes on such importance, especially since their
proposal to increase revenues by removing deferral may significantly discour-
age the flow of capital to the underdeveloped regions. When discussing the
argiunent that removing deferral on earnings in low-tax countries will reduce
Government revenues, the Treasury asserted that this was not a matter of
primary concern. Furthermore, the policy of encouraging investment in the
iess-developed regions even at some cost to the Treasury is Implicit In the
proposal to maintain deferral on earnings in those regions. The inconslst.
ency is obvious. Having countered an earlier argument with the statement
that revenue losses were not a matter of primary concern, Treasury now
turns around and opposes the maintenance of deferral on just this very ground,

In brief, we think the facts show that the investment guarantee program
does not serve adequately to offset the high risks accruing to investment In
underdeveloped regions, and that the existence of low-tax dollars does encour-
age the flow of earnings from the developed countries to the underdeveloped
areas,

The Treasury also argues that maintaining tax deferral on Income earned
in lurope for the purpose of encouraging reinvestment of such earnings In
the less.developed countries represents an inferior method of encouraging corn.
paniets to Invest in the less-developed areas innsmuch as every company benefits
whether or not it reinvests in such areas. They argue that investment Incen-
tives should be more selective, implying that their current proposal meets that
criterion.

We fail to see the merit in this argument. This policy may be selective in
the sense that it discriminates as between existing investments in the developed
arena and those in the less-developed regions, but this selectivity does more to
hinder than to help the Treasury's objective of encouraging investment in the
latter. In this connection, we should point out that 00 percent of the undis.
tributed earnings of U.S. subsidiaries abroad in 1060 accrued to Canadian
and European subsidiaries. Undistributed earnings represent of course, an
appropriate measure of funds available for reinvestment Undistributed earn-
Ings also represent the foreign corporate income which would be subject to
U.S. tax when earned if deferral were withdrawn. A substantial portion of
such earnings currently flows to underdeveloped countries and this flow would
be greatly impeded If deferral were withdrawn.

Moreover, we think It improper and unwise policy to draw wholly artificial
lines of demarcation between developed and so-called underdeveloped areas.,
At the ame time that we have undertaken a program of assistance to under.
developed areas, and the assistance of private capital is solicited, we must
maintain our position against rising competition In world markets and, finally,
we must prevent a worsening of our balance of payments. To accomplish all
these things simultaneously America must not be boxed in by the artificiality
of these definitions.

In order to emphasize the importance of earnings in the developed countries
as a source of capital for Investment In the less-developed regons, we think
It useful to reproduce that portion of the Institute's earlier testimony dealing
with this subject:
I "A substantial volume of investments In underdeveloped regions comes from

earnings of U.S. enterprises In Europe and other industrially developed re.

'It Is true that under the new AID proram a $100 million authority to insnre 4aisirst
all risks Including risk of normal bus loam has been legislated. However, this is to be
used on a very selective basils.
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glons, which enterprises currently generate a substantial portion of total foreign
earnings. These earnings a:e frequently reinvested directly in underdeveloped
areas instead of being brought back to the United States. Discrimination in
tax treatment as between earnings from investments in the industrial regions
and earnings from Investments in .the underdeveloped areas will thus serve
only to reduce greatly a major source of venture capital for such underdevel-
oped regions where sources of capital are currently limited and whore the U.S.
Government is spending great sums to promote economic development.

"It should be emphasized that earnings brought back to this country will
normally not be transferred to underdeveloped areas. We have been informed
by some companies that top management is extremely reluctant to approve.
new investment of capital in many countries of South America, Asia, or Africa
from earnings generated within the United States because of the relatively high
risk accruing to such investments. They are considerably less reluctant to ap-
prove such investments from funds generated by oversea subsidiaries because.
they feel that. the greater risks of such investment are offset to a significant
degree by the lower tax liability on such earnings. Until these earnings are
brought back to the United States, they are not, ofo course, subject to U.S. tax.
Withdrawal of tax deferral would tend to dry up this major source of venture
capital for underdeveloped areas. This is not to suggest that the tax factor Is
the sole consideration involved In management declsionmaking with respect
to investment abroad. Indeed, there are many factors, including cost of pro-
duction, market, sources of supply, and so forth. However, it is perfectly
clear that the tax factor is important, particularly In connection with the crea-
tion of investment capital In developed countries for transfer to lesser developed
areas,"
a'oncleielons

This response to the Treasury Department's attempt at rebutting Industry's
testimony of last year on the proposal to tax foreign earnings directly is not
submitted simply as a debater's argument. The resolution of issues raised by
this proposal will powerfully affect, for good or Ill, our position in world mar-
kets, our International balance of payments and the whole outlook of this country
on its foreign trade and its foreign relations generally.

A careful examination of Government testimony thus far presented convinces
us that the proposal is rooted in a fundamental lack of understanding of the
realities of our foreign trade position. Moreover we think the Treasury mis.
interprets such factual data as It has Introducetl in support of the proposal,
and embraces an altogether unsound tax policy.

Having examined herein the administration's proposal both fram the view-
point of our world market position and the larger considerittons of public
policy, we urge strongly that it be rejected. As a mhilmum, we feel that our
response to the Treasury Department's defense of its original recommendations
raises so many vital questions that It behooves the committee to defer action on
this aSleCt of the President's tax program until these complicated issues can be.
studied more completely.

COUNOiL ion TsoUnOLOtoAL ADVANCEMENT

BOARD Of TRUBTET8

Charles W. Stewart, chairman; president, Machinery & Allied Products Institute.
George S. Dively vice chairman; chairman and president, Harris-Intertype

Corp., Cleveland, Ohio
W. Cordes Snyder, :r., vice chairman; chairman and president, Blaw-Knox

Qo., Pittsburgh, Pa.
Arthur S. Armstrong, treasurer; president, the Cleveland Twist Drill Co.,.

Cleveland, Ohio
Ekleon I. Gaylord, secretary; vice president and general manager, the Ingersoll

Milling Machine Co., oekford, III.
Robert 0. Allen, president. UuCYr1,-Erie Co., South Milwaukee, Wis.
H. Glenn Bixby, president, lk-Cel.-O Corp,, Detroit, hih.
Eugene 0. Clarke, Jr., president, Cbambersburg Enginegring Co., Chambers

burg, Pa.
Jrames W. Coultrap, president, the Miehle Co., Chicago, Ill.
S. M. DuBrul, executive in charge, business research st~ft, General Motors Corp.,

Detroit, Mich.
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Franklin Farrel 8d, president, Farrel-Blrmingham Co., Inc,, Annoula, Conn.
J. F. Forster, president, Vickers Inc., Detroit, Mich.
William Franklin, vice president, Caterpillar Tractor Co., Peoria, IlL
Austin Goodyear, president, Hewitt-Roblnas Inc., Stamford, Conn.
George 10. Gregory, president, Gregory Industries, Inc., Toledo, Ohio
Robert Leeson, president, Leesona Corp., Providence, R..
V. L. Miller, president and general manager, the Cooper-Bessewer Corp., Mount

Vernon, Ohio
C. A. Moore, chairman, Manning, Maxwell & Moore, Inc., Stratford, Conn.
William H. Morgan, Jr., president, the Morgan Eligineering Co., Alliance, Ohio
J. D. A. Morrow, director, Joy Manufacturing Co., Pittsburgh, Pa.
Robert Potter, chairman, H. W. 13liss Co., Canton, Ohio
R. B. Read, treasurer, Westinghouse Electric Corp., Pittsburgh, Pa.
W. F. Rockwell, Jr., prilent, Rockwell Manufacturing Co., Pittsburgh, Pa.
I1Ater L. Schneider, vice president, the Falk Corp., Milwaukee, Wis.
1'. 0. Swift, president, the Sharples Corp., Philadelphia, Pa.
Francis J. Trecker, president, Kearney & Trecker Corp., Milwaukee, Wis.
B. 0. Wade, president, Fairmont Railway Motors, Inc., Fairnont, Minn.
H. H. Whitmore, president, Jones & Lameon Machine Corp., Springfield, Vt.

The CHAIRMAN. The next witness is R. J. Landolt of the Controllers
Institute of America, Committee on Federal Taxation.

STATEMENT OF R, 3, LANDOLT, COMMITTEE ON FEDERAL TAXA-
TION, CONTROLLERS INSTITUTE OF AMERICA; ACCOMPANIED
BY EDWARD H. BENGTSON

Mr. LANDOLT. Mr. Chairman, I am R. J. Landolt of the Controllers
Institute of America, Committee on Federal Taxation, and this is my
associate on the committee, Mr. Edward Bengtson.

I would like permission of the Chair to incorporate in our testimony
not only what ram going to rad from here including the attachment,
which will not be read, but also what has oeen placed on your desk,
and which I would like to offer apologies for.

The pressure of time hns been such that we have not been able to give
the kind of study and preparation to our testimony that we would have
liked to have done.

The CHAIRMAN. What is it you want to insert in the record?
Mr. LANDOL. I beg your pardonI
The CHAMMAN. Did you say you wanted to make an insertion in

this record ?
Mr. LANDOLT. This which I will not read-the pamphlet.
The CHAnWRAN. Without objection.
Mr. LANxoIr. And the technical section on amendment to section

482 section 0 which is covered brieflly in my summary.
Tnrou houl the comments I am going to make here, I am going to

refer to gis pamphlet and identify it by saying what has been pre.
sented to the Ways and Means Committee, and I apologize that I can.
not say with respect to a companion pamphlet which should have
b ren psented to the Senate Finance Committee. Time did not per.
mit oits preparation.,

Tile CnAMMAX. It will be inserted after your testimony.
Mr. LANDOLT. The Controllers Institute of America here repro.

sented by its committee on federal taxation is composed of over
5,000 members representing nearly every corporation of significance
in the country engaged in manufacturing, trade, banking, communion.
tons, transportation, construction and indeed virtually every aspect
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of the business economy of the United States, Its tnembership is pri-
marily responsible for the financial, accounting and tax administra-
tion of their companies. It is part of our duties to analyze tax
laws and be responsible for compliance with them as well as to advise
other members of management of their impact and consequences on our
businesses.

I might interpolate, gentlemen, that is far from an easy job and ap-
parently it is going to be made much rougher.

Our committee on federal taxation is deeply concerned with a
number of sections of H.R. 10650. We have studied the proposed tax
measure since it was first presented by the administration and through
subsequent changes. This has not been easy. Our recommendations
to the Committee on Ways and Means of the House of Representatives
have heretofore been furnished to you but additional copies have been
made available for this hearing. That is the pamphlet to which I
referred where we have dealt rather technically with the questions to
which we are addressing ourselves.

While numerous changes have been made in th tax proposals, we
feel that our comments in connection therewith are still substantially
valid, but certain specifics will be dealt with at this hearing

We would like to point out that various provisions of H. . 10050
have been strongly opposed by almost the entire business community
of our county. As business is the vital factor in generating the reve-
nues on which our economy is dependent, we hope and feel our ex-
perience and opinions in this area will be accorded some weight with
this distinguished body.

My next comments will be somewhat apropos of the comments made
by Senator Morton to Mr. Stewart.

Our administration is urging us to expand our exports and foreign
trade-parentletically on the proposed legislation-and at the same
time providing handicaps and penalties for so doing. One might
wonder if we aren't dared to expand in this field. We are supposed
to but if we do, here are the penalties and handicaps.

Many experts have testflid on this phase, but apparently to no
avail as of now. I am referring specifically to the fact that in spite
of all the testimony before the-Committee on Ways and Means, the
provisions that were basically opposed by the business community
were still Incorporated in the legislation that was enacted, that was
passed, by the House.

Our Treasury Department and Internal Revenue Service officials
boast that we'have in the United States the greatest self-assessing
system of taxation in the world, and yet insist that the take of the
government must come off the top before it Is clearly established that
the Government Is entitled to a take. This is primarily addressed to
withholding.

In addition it is claimed that $25 billion-of income is currently
unreported, which would yield about $6 billion of additional taxes.
We have computed that to be roughly about 5 percent of the annual
take.

We submit that this shows about 95-percent efficiency, which by
most standards would be considered excellent. Would that we could
show as fine a record in other aspects of our public affairs and I might
also add in our industrial affair. This is not to condone tax ova-
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sion, and I am referring to the unreported income, but to illustrate
that, one might get 95-percent efficiency at a reasonable cost but to
get a higher yield almost always costs more than it is worth.

In manufacturing processes, in chemistry and many, many cases,
you can get a very satisfactory cost on a 95-percent yield, but as far
as efficiency or perfection is concerned you cannot afford to spend
more than what costs you 95 percent because the difference could not
possibly be justified costwise.Much publicity has been given to loopholes and loophole closing in
connection with this bill. Ve submit that much of this is clearly
erroneous if not downright dishonest, and I want no mistake made,
I am not referring at this point to this body, to the Congress, or to
the administration, but I have read many, many editorials, newspaper
articles, where they make it fairly cle4mr to the public that, in their
careless reporting, loopholes relpr snt dishonest payment of taxes
by the general ptblic, corporations, as well as individuals, in spite of
the fact that they are not loopholes.

Loopholes are inadvertences in tax law, not carefully considered
provisions passed by the Congress after due study and deliberation.
The term implied. taking advantage of an omission of error where the
actual fact is the taxpayer is complying with both the intent and
letter of the law. In spite of this the investment incentive credit is
clearly a gimmick, and ram using ago in the term that has been widely
publicized in the press of the country, opposed generally by business
which clearly wants, and has strongly expressed the need for, more
realistic depreciation allowances.

At this point I find myself in opposition to my good friend Charles
Stewart, of MAPI. But our Controllers Institute, through the ex-
p ression of all of its members and its tax committee, have canvassed
them to the extent possible, and with rare exceptions we just do not
feel the investment credit is the answer to our needs.

At a time when our economy is not as robust as desired what is
needed is a healthy climate in which business can invest ana expand
in confidence without the fear that the rules are to be changed at a
later date. What we need is a respite from additional tax laws which
drastically revise the rules of the game under which the public's money
has been invested.

I would like to take just a moment to point out the fact that the
mere study of H.R. 10650 is a tremendous job in itself. All the pro-
posed amendments, some of which have been suggested to this com-
mittee just this week, when and as the law is finally enacted every
controller in the country, either personally or through the head of hfs
tax department is going to have to read and understand how the thing
will work, how It can be complied with, how to administer our account-
ing systems, and so forth, to get the information necessary on how
to advise the rest of our management on decisions that are to be taken
in which taxes are an important consideration,

We have got so much tax law now that there are very few people
who can get a clear-cut opinion from their tax counsel. If you do
thus and so here are the results. They will tell us, "We think you
are within the law you are probably all right, but until an issue may
go to court, depending on how the court decides it, we cannot tell you,'
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This is a had position to be in. The body, of tax law in this coun-
try is so enormous and so complex that you just never know from day
to .day where you stand, and yet we are supposed to run our busmnens
primarily to reduce goods and services, to distributee them, to add to
the welfare ofthe country, of its people, and to our general economy;
and too much attention of top management is devoted to tax laws and
their consequences, and I sometimes get the impression that we have
got, the tail wagging the doig.

Under the proposed legislation it would be years before we can know
the tax consequences. Regulations would have to be promulgated, and
in that connection I might say under the 1054 code -1 think there are
still some regulations not yet supplied, many of them came along years
later, returns examined, rulings made, et cetera, and court decisions
handed down before there could be a clear body of tax law understood
by business and providing a guideline for investment. This is not to
say we oppose all changes. In fact, many are desirable and needed.
But the c iange with re.,pect to taxation of foreign income hardly falls
in this category.

We will now touch on the various and more specific sections of the
bill with respect to which we have comments and recommendations,
generally slightly over and beyond what is contained in this pamphlet.

For the purpose of conserving time, our comments are brief, and
either reiterate the salient features of the testimony, presented to the
Committee on Ways and Means, which you have be fore you, or ire
supplementary thereto. It is worthy of mention that various sections
of the bill apply to either personal income taxes or to taxation of
specific segments of the business community, such as insurance com-
panies or cooperatives, for which we offer no comment as they are not
proper subjects for the Controllers Institute to consider.

I might mention for the information of this body that under the
scope of duties of the committee on Federal taxation we are not per-
mitted to comment on personal income taxes, a specific company, or a
narrow segment of the industry.

For example, we have members of the industry that are connected
with, I mean of the Controllers Institute, connections with, banks, some
with the liquor industry, insurance business, textile industry some-
thing of that sort. Most of them have trade associations through
which they are much better able to express their views on proposed
legislation than we feel could properly be done by the Controllers
Institute.

So normally, we hit only upon those questions that cut across pretty
clearly the broad membership of the institute.

Our comments are confined to proposed legislation which cuts
broadly across all segments of the businesses of our membership.

/0

SECTION 2--OREDIT FOR INVESTMENT IN CERTAIN DEPRECIADLE PROPERTY

Our recommendation is against this proposal and in favor of more
realistic depreciation allowances. We feel strongly that the proposal
will not produce the results expected from it, and consider it highly
unlikely that this investment incentive will last very long as a section
of our tax code, if enacted. Here we are trying to foresee the future
but I can well imagine the hue and cry that is raised when it is found
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out and publicized through the press that some of the industrial giants
in this country are getting the benefit of $100 million a ear or there-
abouts in this investment credit, and we think there willbe enormous
pressure on the administration and the Congress to abolish this. It
will then be called a loophole.

It will not be a major factor in expanding Investments. This will
still depend on profit prospects. You do not invest simply because you
are going to get 7 or 8 percent or 8 or 4 percent back on the qualified
investment.

If somebody were to give you at plant that cost $10 million, and
you had to operate it and you are going to lose money on it every year,
the investment credit would be no incentive whatever to take it over.

Depressed industries or companies will benefit least f rom it. They
would still have to obtain the cash to invest, which in many cases
would be difficult to do.

SECTION 3-APPEARANCEI, ET CETERA, WITH RESPECT TO LEOISr1 ATION

We recommend in lieu thereof, in lieu of this TH.R. 100650 the lan-
page of H.R. 7123 of the 86th C'ongress. The language of this sec-
tion-and I am referring again now to the current bill-is so re.
strictive as to possibly deny proper communication with stockholders,
because the language of the bill says "anly important segment of the
public." Well, you miglt !nside, 11 M million stockholders an im-

ortrant segimient of the public. companies s may want to communicate
a message to their stock holders. It could conceivably be disallowed,
tle expense attributable to such communication, under the language
of this proposed bill..
It shouf not deny business the right to be heard on legislative

matters of great import to it. Unions operate freely in this field and
business should have an equal right. Reference is made here to the
restrictions imposed tinder section (2) (b).

SECTION 4-DISALLOWANCE OF CERTAIN ENTEIITAINMENT, ET CETERA,
EXPENSES

Our strong feeling is that any abuses in this area can be readily
cured under present l"aw by prop r audit and enforcement. The cases
of abuse are highlighted, but the major compliance with the spirit
and intent of tle law is overlooked. All welear about are abuses.
I do not know whether anybody has ever summarized and said it is
20 percent of the taxpayers guilty of abuses or 50 or 10 per.
cent. In my own judgment it is a very small percentage possibly 10.
But as to tle major compliance, nobody, gives them credit for it and
again we are getting back to the question, Do we want 100. percent
efficiency in our tax laws or administration, or are we willing to settle
for a reasonable flgtre.

All must suffer for the few, perentagewise. Who is to determine
what is "reasonable" in every case * Wht at is reasonable in the eyes
of one taxpayer is one thing; in the eyes of another taxpayer it may
be something else; in the eyes of the revenue agent something else;
the man. who reviews the examination of the agent, something else.
I do not know that any of us would ever know wh'Iere we stood on a lot
of questions. This can and will varyt all over the lot, and the judg.

8210-02-pt, 2-1
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ment of no one is omnipotent. There is a little objection to this
word "omnipotent," and maybe "omniscient" is a better term.
All I am trying to bring out is whether it is my judgment. your

judgment or anybody else a judgment. I think we all agree none of
us are infallible. There have got to be honest differences of opinion.

An honest taxpayer could and probably would have continuing
trouble with the Internal Revenue Service.

SECTION 6-AMENDMENT OF SWTION 482

This section had not been included in our statements before the Com-
mittee on Ways and Means. It is not. in the pamphlet. A complete
statement is attached hereto and that is the attachment marked
section 0, which I will not read. I am touching the highlights in here.

In general, we feel this section as written creates more trouble and
expen s for the taxpayer than it could possibly be worth. It would
practically require bookkeeping for all foreign subsidiaries or a basis
required fo IT.S. tNxpayers, and vastly expanded at that. Any abuses
should be corrected but certainly in as practical a manner as possible.
We feel strongly that the language used here creates burdens and
complexities Which cannot be met. The present law would seem to
seTe the announced purpose much better than that contained in
H.R. 10650. I am talking here about. all of the requirements for
information which, in the case of a foreign subsidiary, and depend-
ing on the laws, tax laws, and other factors of the country, and the
general practice, you will find nowhere in this, world that I know
of the type of accounting and bookkeeping and information com-

Jilation f6r tax returns and other purposes that we have in the Unitedtates.
If we own 50 percent of a foreign subsidiary, and we would be

covered by this, I do not know how we would get the information.
If we asked the company to furnish it, and this creates additional

expense which, in turn, reduces their income, they would say they
won't furnish it.

Maybe by law in some countries they would not be allowed to fur-
nish it. Maybe they would permit us to send a staff of experts in
from the United States to go over their books and compile all this
information. Maybe they would. We doubt it.

We also doubt whether there are enough trained accounting poi-
sonnel familiar witl the problenis of each one of these foreign sub-
sidiaries in various industries to go abroad and get the information,
and I am referring here primarily to the accounting problems, the
information necessary to comply with this law which, from an operat-
ing standpoint, I am just dead sure cannot be met.

sWTION 1 1-DOXIsIC CORPORATIONS RECEIVING DI)DS PO31
FOREoN CORPORATIONS

We feel that this section discriminates as between foreign branches
and foreign subsidiaries and call your attention to the possibility
of serious effect on U.S. revenues if retaliatory measures are enacted
by foreign governments.
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REMION 1 -CONT'QLLD FORRION OOJIPORATIONS

Our basic objections to the language of this section are spelled out
more clearly ifi our presentation which you now have before you.
Briefly we feel that it is impracticable if not impossible to comply
and to administer. The details and work involved are enormous,
and this is the same thing I was referring to in the previous section,
section 6.

Foreign bookkeeping does not lend itself to this provision and
exactly how it can be done is everything but clear. The Treasury
has claimed that all they are seeking is to have equal treatment
between controlled foreign corporations and U.S. corporations. How-
ever, section 13 has failed to do this in many respects:

1. No net operating loss carryovers or carrybacks are allowed.
2. No consolidated returns are permitted.
3. There are no election privileges permitted such as LIFO, com-

pleted contract basis of accounting and many others.
4. There is no lower tax nte for earnings of less than $25,000.
5. There are no depreciation or depletion elections.
6. There are no tax-f iee reorganization privileges.
This last one is perhaps the most, important because it is true

that there are many, many corporate setups which were established
for valid business reasons which are now most. disadvantageous under
section 13; for example, a subsidiary of a controlled foreign corpora.
tion is much more disadvantageous than if it were directly owned by
the U.S. lparenit. Therefore, it would be only fair to pr ovide that there
could be tax-free reorganizations of controlled foreign corporations.
On this assumption, this provision should go in. We are against the
provision, but we are pointing out that these are areas in which we are
denied many privileges, and- there Is not the equality of treatment
between a U.S. corporation and a foreign controlled corporation
which is apparently the intent of the administration in the language o?
the bill.

Subpart F income from patents, copyrights, secret processes, etc.
is taxable even though they were acquired from a totally unrelated
person in an arm's length transaction years ago, so long as they arose
in the United States. 'Furthermore, this kind of income is taxable in
the United States even if it cannot be gotten out of a foreign country
because of exchange restrictions.

This section requires bookkeeping in accordance with the United
States Code and thus will require a completely separate set of books
and will require U.S. trained personnel and constant retraining. It
further requires a tracing of assets year after year, which is not
required in the United States and will again require specially trained
people.

Section 16 of H.R. 10650 applies only to sales or liquidations of
controlled foreign corpomtions, i.e., foreign corporations of which
more than 50 percent of the stock is owned by U.S. persons. How.
ever if section 16 is applicable, all of the earnings and profits accumu.
lateA after February 28, 1918 are treated as a dividend. This would
include all earnings accumulated prior to 1963 and earnings after
1962 which are not currently included in a shareholder's income by
section 18 of the bill. The objective stated In the committee report
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is to impose the full U.S. tax when income earned abroad is repatri-
ated. See page T6 of the official print.

We feel the retroactive provisions are unfair and undesirable as Well
as incompatible with the theories propounded by the Committee oh
Ways and Means.

SECTION O-WITIUOLDINO OF INCOMi TAX AT 8OU'RCE ON INTEREST,
DMDENDS, AND PATRONAGE DIVIDENDS

We have heretofore given comments on the purpose as well as the
language of this section. With the provisions for exemptions and
exceptions, which are not fully equitable, the burden to business is
greatly increased. We believe that tile educational efforts to secure
better compliance were not given a fair trial.

I might mention that the Controllers Institute started work 2 years
or more ago with the Treasury Department. At that time Mr. Scrib-
nor was tie Assistant Secretary of the Treasury. Many, many organ-
izations voluntarily undertook to help put on an educational program
to advise stockholders and interest recipients of their responsibiHities
in including this in their report of taxable income where proper, which
was Ienerally the case.

W e heard fairly glowing reports officially released by the Treasury
Department that this program was sh owing very good effects.

Shortly after 1961 we were told tlat the effects were exactly the
reverse of what we had been told a short time prior, and that the edu-
cational effort had failed-we must have a Withholding on it.

There is a wealth of testimony which was presented to Mr. Scribner
by many, many organizations that dealt with all the technical com.
pexities of withholding.

It is by no manner of means as simple as wage and salary withhold-
ing, by no manner of means. We had estimates that varied from 10
cents t check, the cost of withholding in issuing a dividend check, for
example, to as high as $1.50.

This can vary all over the lot, depending on whether they have an
electronic system, electronic computers, or whether they have checks
written manually, by typewriter, longhand, or what have you. It
would represent an enormous cost, we feel, to the business community
of the country.

We feel that the cost would also be very coniiderable to the U.S.
Government. I do not know that I remember the official estimate of
what the number of refunds per quarter might be, but something
sticks in my mind that it might run as high as 35 million refund
a quarter.SAssuminjg that is an abnormal flgure, and it might be only 50 million
for the entire year-if we are talking about the cost to issue a refund,
check it, write the check, reconcile the check Ivith the bank balance,
and make sure that the refund is proper compare it with the indi-
vidual's tax return and with the withilolding, et cetera, you could
easily have a cost of $5 per refund.

Tile Treasury and Internal Revenue Service might say it would
be 10 cents, I do not know. I do not think anybody really knows.

But if we had 50 million refunds it is certainly an enormous cost
to the Government,.
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. That is also matched with the enormous cost tQ indutry of doing
the withholding, and the additional revenue which is purported to
come from dividends and interest withholding might not be enough
to offset the expense. At most it might represent a small gain.
. We think that with respect to the figures--and they were thorough-

ly gone into 2 years ago and on a somewhat continuing basis until,
early last year--there were many sharp differences of opinion aa to the
Unreported dividends and unreported interest payments. m

Bearin in mind that the $50 exclusion and 4-percent credit miaht
have made many dividends of $50 or less of many small stockholders
nontaxable anyway.

It is our recommendation that reporting of interest be put on the
same basis as for dividends. Interest currently is reported at $600
a year or more; dividends, $10 per dividend. We feel that a lot of
the unreported interest might be picked up if the reporing require-
ments on interest were put on the same basis as that for dividends.

The many millions of refunds required will greatly indrewas thei
cost of Government and the public will suffer where money withheld
did not constitute tax on income. For example, under the exceptions
in the exemptions, as I have studied the bill, pension funds which con-
stitute a very significant figure in this country, would not be allowed
an exemption. The tax would be withheld,

The pension funds are nontaxable, the earnings of the pension fund
ergo would have to suffer as less money is available currently each
year to invest to earn a return on the pension funds.

In addition. regardless of the fact, that refunds ought to be made,
whether quarterly, semiannually or annually, that would not make
any difference.

At the tine a refund is made, additional withholdings would have
been nade so, in effect, you would have a permanent inventory of
withheld amounts which the government wou.d have like an industrial
outfit might have, a more or less permanent inventory fixed between
certain levels on hand at all times to stay in business. There is no way
to ever get it down to zero.

Senator Bmvxxrrr. This would be like the float in a banking trans-
action.

Mr. TANiOLT. In a bank, right; and it would be a very significant
amount and in effect, it represents a tax-free loan to the Uovernment.

Senator WILLIANS. Under this withholding, as you understand it.
would there be withholdin on Coupon bonds in foreign countries.

Mr. Lu DOLt. That, sir, I am afraid I am not personally qualified
to answer. Wouldyou know whether that is

Mr. BtmvoTSo.. No, sir.
Mr. Lmvot. I am under the impression that only-I am sor. I

cannot answer your question, sir. f I would cheek the code I might
find the answer.

Keeping current with exemptions and exceptions will be a great
headache for all concerned. For example, chiIdren under 18 will be
exempt.

Well, they file a certificate they are 16 today or they are 17. We
have got to watch and see when they become 18. People would say
they have no taxable income this year and we have to go back agpin
next year to find out whether they think they will have a taxable
income.
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When we refer to stockholders primarily as against the recipients
of interest, we have enough trouble keeping in touch with our stock-
holders because it is a major concern to many, many corporations that
they cannot get their dividends checks cashed.

They spend a lot of time trying to find out where the stockholder
is now living. The check is returned or for some reason or other it is
lost in the mail, and the checks are not cashed.

Proxy statements are sent out regardless of the fact that many of
them normally will not send back a proxy statement, and there are
plenty that are returned because of wrong addresses. People move
So this is going to be a real headache for us.

Section 20. -Information with respect to certain foreign corporal.
tions.

With respect to this section we wish to reiterate the objections voiced
in our letter of January 80, 1962, to Chairman Wilbur D. Mills. The
cost of complying will represent still another great burden to busi-
ness. We are all conscious of the necessity of reducing the enormous
overhead in present-day business where prices are highly competitive
and profits steadily shrinking.

I would like to interpolate something here apropos of the discus-
sion earlier today with regard to foreign subsidiaries. There is not
only a vast gap between labor prces in many foreign countries and
those in the United States, but hy and large, from the studies I have
seen, the overhead cost of conducting business abroad as a percent of
sales in infinitely less-I should not use the word "infinitely"-is gen-
erally less and quite often much less.

I might mention an illustration, that I have known of corporations
in this country where 50 percent of their total employment is engaged
in productive work, I mean turning out something to sell, and the other
50 percent are unproductive.
Years ago you might have had a ratio for small machine shops,

things of that sort, out of 100 people, 90people were producing things,
and 10 people represented overhead. This has steadily grown over
the years.

The complexity of our laws, not the least of which are tax laws, is
one of the thing which adds to this overhead. If we cannot pass along
in prices, which has been done to a large extent up to now, and also
which has been pricing us out of competition with foreign manufac-
turers and out of world markets under present conditions, we con-
stantly add to this overhead, and [ don't think if we do so we are go.
ing to Improve our situation. It is steadily getting worse.

The provisions of this section along with many others in H.R. 10650
greatly increase business overhead as well as requiring more and more
of management's time for concern with taxes instead of being devoted
to developing more and better products at less cost.

In closing, we wish to emphasize that we strongly feel the adop-
tion into law of the sections commented upon will seriously and ad.
versely affect business at a time when help rather than hindrance is
indicated. Thank you for your attention and consideration.

724
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SThe attachmentA and letter of .January 80, 1062, referred to
fol ow:)

Sorrox 6--AMszxouan' o SWflON 482

Section 6 of H.R. 10850 would, in general, amend the present provisions of
section 482 of the code so as to provide that, In those Instances in which the
taxpayer could not establish that sales of tangible property between members
of a controlled group of corporations, at least one of which was a foreign corpo.
ration, have been consummated at "arm's length" prices, the Secretary would
be authorized, unless some other method of allocation was mutually agreed to
by the Commissioner and the taxpayer, to allocate the taxable income of the
group arising from such sales by taking into consideration, on the basis of the
relationship of that portion attributable in the United States to the total, the
real and tangible personal property (including leased property) of the group,
the compensation of Its officers and employees, and Its advertising, selling and
sales promotion expenses (including technical and servicing expenses) to the
extent attributable to or used in the production, distribution, and sale of the
property, as well as other factors Including special risks of the market in which
the property is sold. However, no allocation of total group profits would be
made to any foreign organization whose assets, personnel, and office and other
facilities which were not attributable to the United States were grossly Inade.
quate for Its activities outside the United States.

This amendment to section 482 has been proposed because of the difficulties
which the Treasury has allegedly encountered In administering the provisions
of section 482 as presently written, which permit the Secretary to allocate Income
where this is necessary to prevent evasion or clearly reflect income. The Con.
trollers Institute Is In complete sympathy with the Treasury Department In
Its attempt to correct any abuses attributable to Improper pricing. However,
we do not believe that the proposed amendment is desirable or necessary at
the present time in view of the steps which the Internal Revenue Service has
taken through the establishment of the International Operations Division and
a more intensified audit of Intercorporate relationships. These administrative
Improvements, together with the increased Information available to the Treasury
Department under the provision of section 8038 enacted into law In 1000 with
respect to operations of foreign corporations controlled directly or Indirectly
by domestic corporations, should permit the Commissioner to correct such abuses
within the framework of present law without imposing harsh administrative
provisions on bona fide business operations and subjecting such businesses to
unknown Interpretations of broad general provisions which are just as susceptible
of varying Interpretations as those contained In section 482 as presently con.
stituted and regulations issued thereunder.

Bona fide foreign business operations are very complex, Involving the sale
of multilines of products to multiple foreign subsidiaries for resale by such
subsidiaries in diverse market areas through varying channels of distribution
under varying terms and conditions of sale. They also Involve the sale of com-
ponents for use by foreign manufacturing subsidiaries In their own manufactur-
Ing processes-components of the same general type which are used by the
domestic manufacturer in its own manufacturing operations, In the case of
the domestic manufacturer, Its manufacturing facilities and personnel engaged
In the production and sale of products sold domestically or to foreign external
cusomers are the same as those engaged in the manufaucture and distribution
of products or components sold to foreign related corporations. In the case of
the foreign subsidiary its sales distribution channels are utilized both for the
sale of products imported from Its parent corporation and products manufac.
toured locally. The selling prices of its products, whether Imported or manu-
factured locally, are determined by local market conditions, and particularly
with respect to products manufactured locally but using components purchased
from Its parent corporation, are not dependent upon the cost of such products
or any component thereof.

In the foreign market, to a greater degree than domestically, sales of products
are made on a time or installment basis and In many Instances under arrange.
ments where the financing factor cannot be segregated as a seaparte income
producing service. The bases for determination of taxable income vary from
country to country with the amount of Income expressed in terms of U.8, currency
fluctuating (at times completely disappearing) because of variations in exchange
rates.
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From the accounting standpoint, therefore, a corporation engaged in bona fide
manufacturing and selling operations through a foreign corporation or corpora.
tions does not and could not maintain its records in such a manner as to deter-
mine the Income realized by the group from the ultimate end sale of a particular
product or component or the facilities, personnel, and selling expenses applicable
to the manufacture, production, and sale of a particular product or component.
The facilities personnel, expenses, and Income applicable to products and com-
ponents which would be subject to the allocation formula and products and
components which would not be subject to the allocation formula would be so
Inextricably interwoven that any attempt to determine the factors necessary for
applying the formula method would be an exercise in futility.

In addition, If section 0 ie enacted into law, and assuming (which is not true)
that the taxable income resulting from the sale of a particular product or
component and the facilities, compensation, and selling expenses applicable
thereto could be determined, it could be expected that the Service would attempt
to apply the three-factor formula in all instances, even in instances where, all
things considered, the actual transaction, took place at a fair price and not.
withstanding the fact that the three factors specifically mentioned are not the
only factors which would have a bearing on whether or not the domestic cor-
poration had been properly compensated for its efforts. Other important
factors would include the relationship of supply and demand at the time of
sale both here and abroad, the specific manufacturing, assembly, or selling
functions performed or assumed by each party, the various levels in the distribu-
tion channel at which the sales were made, the conditions of sale, whether
such sales were made on a cash, credit, or installment basis, the degree of
stability of the foreign currency involved, the dangers of expropriation, the
normal profit margins realized by the respective corporations with respect to
the functions performed by it, the efficiencies of operations of each, the extent
to which the manufacture of components domestically absorbs fixed overhead
expenses which otherwise would be borne by domestic sales, the effect of com-
petition by foreign nonrelated competitors, and the like. All pertinent factors
would vary both by individual products and the market areas involved.

In summary, the proposed amendment would only substitute new generalized
and inadequate language in place of the present provisions of section 482 and
applicable regulations. The proposed provisions would be no more productive of
determinations of fair and reasonable prices at which products should be sold
to related foreign corporations than present provisions. To the extent that
sham or paper arrangements have existed under present law the Treasury
Department is In a position to correct these situations under the authority it
now has and by means of steps which it is now taking, fortified with Information
available to It at the present time as a result of the enactment in 1000 of
section 0038, which Information has not previously been available for audit
purposes. The proposed provisions would only impose harsh administrative
requirements on ., na ide operations which are being conducted on completely
ethical principles. It seems appropriate, therefore, that consideration of any
modification of section 482 be deferred until there has been an opportunity to
appraise the effectiveness of the Treasury's newly Instituted intensive enforce.
ment program.

At the most any modification at this time should not go further than to provide
that, for purposes of section 482, a controlled foreign corporation will not be
deemed to be a separate corporate entity unless it is engaged In substantial bona
fide operations abroad consistent with the requirements of the business in
which It is engaged.

CONTROLLRA INSTITUTE OF AMERTOA,
New York, N.Y., Januaryi 80, 1962.

lion. WntnuR D. MILLs,
ChOrman. Committee on Ways and MSeaiso
House of Representatives,
Washington, D.O.

IDPAR CON o1 R MA1 Mumt.s: The Controllers Institute Committee on Federal
Taxation appeared before the Committee on Ways and Means on May 17 and 19,
and also on 3une 8, 1001, and presented written memorandnms on subjects under
ennsideration in the Committee on Ways and Means this past spring and summer.
For the most part, those papers are still relevant to the committee discussion
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draft (of the revenue bill of 1961 prepared for the Committee on Ways and Mean
by the staff of the Joint Committee on Internal Revenue, Taxation) and to the
July 28, 1901, Treasury Department tentative draft bill on tax haven legislation.

We have, however, prepared new statements representing our viewpoints on
the revised committee print and on the July 28, 1061, Treasury draft of proposed
tax haven legislation. We did not, In drafting these statements, expect your com
mittee to act upon these tax proposals so promptly on their return to session
nor with the dispatch with which they acted. In addition, inasmuch as these
tax proposals are substantially different from the administration's tax proposals
on which your committee held public hearings in 1901, we had high hopes that
you would also have public hearings on these revised tax proposals

We believe that adopting the bill as a package would have a severely adverse
effect on business.

Respectfully submitted. F. V. OLDS,
Ohairman, Oommittee on Federal Tawation.

SECTONr 2--T18 INVMSTMENT INCENT V CR EDIT

As outlined In the President's tax message in April last year, the investment
incentive credit proposal drew prompt and overwhelmingly unfavorable reaction.
There was both disappointment that the credit approach was to be taken in lieu
of a start on true depreciation reform at that time and dismay that adoption
of this proposal was conditioned on acceptance of various other changes, most of
which were viewed by business generally as being punitive In nature and entirely
unacceptable. Given an election, of the administration's whole package or Con-
gress doing nothing, most taxpayers would have selected the latter.
0onsidoring the credit alone, cartier opposition, is diminishing

With the release of the discussion draft of a proposed bill by the Committee
on Ways and Means, and continued assurances by the administration that the
Incentive credit would not be considered as a substitute for depreciation reform.
earlier opposition to this proposal has been s4,)mewhnt disslipted. Consldered
alone, the tax credit proposal could now undoubtedly have the support of a large
segment of American business-Just as would any other measure which promised
some degree of relief from the present oppressively heavy tax burden. From a
purely practical standpoint, however, this committee continues to have certain
reservations concerning the proposed legislation.

The credit is evidence of the administration's cognizance that present depreciation
policies are inadequate

The announced purpose and the reasons cited by proponents In support of
adoption of the incentive credit recognize antd, in effect, constitute a tacit admis.
sion of the fact that taxes are presently too high, that the economy would profit
by a reduction of this burden. Yet the approach proposed to meet the problem
is highly selective In Its application and would be readily susceptible to attack
immediately on enactment, as a subsidy to larger taxpayers or as another loop.
hole. As proclaimed by its sponsors, It would also be subject to adjustment,
modification or withdrawal "depending upon the needs of the economy," with
the result that a taxpayer committing funds could seldom be entirely certain of
the extent to which he would be entitled to a tax credit, If at all, by the time his
project or installation was completed. Likewise, while reasoning from the
Implied premise that a tax reduction produced by the Incentive credit would
have a salutary effect on the economy, albeit on a selective basis, adoption of
even this limited relief is made contingent on acceptance of other changes which
would increase tax costs throughout the economy and increase administrative
costs for both business and the Government.
B en though the proposal would reduce taces, the institute opposes U, if 4i

enactment is conditioned on the other tar proposals in the discussion draft
It would be most unrealistic to take the position that the business community

would reject a tax reduction available through the medium of the investment
incentive credit, particularly if this is the extent to which tax relief can be
expected at this time. We believe, however, that this proposal should be
rejected unless it Is presented and can be considered entirely on its own merits,
separate and apart from the other tax proposals presently contained in the
discusmlon draft.
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Real depreodaton would be more effeolive
Similarly, we should like to restate our basic position which Is, that deprecia.

tion reform at this time would be far more desirable and Infinitely more effective
than the hitherto untried Investment credit approach, probably with a smaller
ultimate net loss of tax revenues to the Government but absolutely with greater
certainty and substantially fewer administrative problems both for the Govern,
ment and for taxpayers generally.

Our recommendations for basic depreciation reform have heretofore been
submitted to the Ways and Means Oommittee, by letter to the members on
March 2, 1960, and again in oral testimony before the committee on May 17,
1901. For convenience, and, hopefully, for your early consideration, these
recommendations are also resubmitted herewith as an appendix to this statement.

APPENDIX

Reoommendatione relating to depreolathon reform
Depreciation allowances under existing revenue laws and administrative

practices are wholly inadequate. Outmoded concepts of useful life, particularly
as evidenced by failure to give appropriate recognition to the factor of ob.
solescence, the conceptualistic approach currently betng taken in the matter
of inclusion of a salvage factor in the determination of depreciation allowances,
and continuation of the statutory limitation of the depreciation deduction to
an original cost basis, have combined to place Industry at a serious disadvantage
In its efforts to preserve the integrity of its existing capital.

Although changes in depreciation provisions included in the 1DM Internal
Revenue Code were an improvement over prior law, these changes have resulted
in the Introduction of more rather than less rigidity in administrative practices.
Much could be accomplished administratively, therefore, by a more realistic
attitude toward the physical facts of today's economy. More Importantly, how-
ever, further statutory changes are needed. The following are recommended
for early consideration:

(1) Provision should be made whereby there Is created a statutory presump-
tion of correctness when service lives used for tax purposes are no shorter
than those used by the taxpayer in determining depreciation reported in his
regular books of account.

(2) Section 107 should be modified to permit a taxpayer to change depreciation
methods or rates as the conditions applicable to his business require and he
should be accorded the automatic right to shift at his option between the methods
available under section 187(b).

(8) Salvage value should be specifically permitted to be excluded as a factor
in the determination of depreciation allowances. Collateral to the adoption
of such a provision, section 1231 might be amended in such manner that the
net proceeds from the sale or other disposition of depreciable assets would be
taxed as ordinary income to the extent of the original cost of the assets disposed
of. Proceeds in excess of original cost should, however, continue to receive
treatment as capital gains.

(4) Provision should be added under section 167 recognizing cost level
depreciation. Various methods have been suggested to implement this proposal.
We believe the most practical of these to be a procedure whereby depreciation
computed on the basis of historical cost would be adjusted in relation to a
generally accepted index of the current cost of taxpayer's depreciable property
to its historical cost. For practical purposes, and as an element of control
where this approach Is selected, the actual depreciation allowance should be
limited to the amount recognized by the taxpayer In his books of account.

The importance of the depreciation problem cannot be overstated. The na-
tional interest demands that early consideration be given to a more realistic
approach to this problem and we strongly urge that" procedures along the lines
here suggested would best serve that interest.

SECTION 8-DISALLOWAN(WO OF OERtAIN ENTURTAINIIKNT, CrO.. EXPEN8

A close examination of the views presented by the Presidcnt In his April 20,
1081, message on the disallowance of certain entertainment and travel expense
discloses that the "opposite results" are much more likely to be obtained than
the results desired by the proposed legislation$
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A weak and unsound tax system would be encouraged by adding section 274
and amending section 162(a)(2) of the code as it pertains to the elimination of
certain entertainment and travel expense& Over 10 years ago, the Internal Reve-
nue Service recognized that a problem existed with some taxpayers who attempto4
to "live off the expeM account " In 1907 the Internal Revenue Service made an
abortive attempt to cope with the travel and entertainment expense problem by
requiring certain information on the now famous line 0(a) (they had to forgo
this because of timing; the announcement was made too late In the year). Dur.
Ing 1950 the Internal Revenue Service held many meetings and finally Issued
Treasury Information Release No. 198 on December 29, 1059, which gave a do.
tailed explanation of their proposed enforcement program for 190 tax returns.
In April 1060, the Internal Revenue Service outlined In detail in Treasury Infor.
mation Release No. 221 the information It would request on expense account
allowances, deductions claimed that could be construed as entertainment, proce-
dures its agents would follow in examining returns, and instructions directed
to the agents. In June 1060 the Senate actually passed a bill disallowing most
entertainment deductions. The inequities of such a provision were quickly
detected and another bill was substituted directing a study to be made of the
expense account abuses. I

it is apparent that great activity has been conducted in this field since 1007,
but the 1960 tax returns are the first returns that could be expected to reflect any
results from such efforts. It would be very weak and unsound thinking to sud-
denly say that the situation will not be corrected voluntarily by the taxpayer and
the added emphasis on enforcement. The President's tax message is supple.
minted by a voluminous report describing in detail the results of the investigation
of "expense account abuses." However, the value of this report Is definitely
of questionable nature when it is considered that the report covers returns pre-
Pared before the taxpayer was even requested to correct his "wayward" ways.Ahe "scope of the report" states, '"The returns involved in this study were pre-
pared by taxpayers prior to the initiation of the enforcement program of the
Internal Revenue Service announced in Technical Information Release 221, dated
April 4, 1060." Legislation that Is based upon such obsolete information can
only add to the present unsound principles that are woven Into our tax system.
It could quite properly be classified as "scare" or "hysteria" type legislation.
It is not difficult to understand why there is such a growing concern for Imme-
diate legislation when one recalls the committee Investigation of the "5 per-
centers" and how expense account abuses became fashionable subjects for car-
toonists, columnists, and feature writers. This can be ably Illustrated by the
large quantity of newspaper clippings that were made a part of the Treasury
Department's study of entertainment expense. The average Individual tax.
payer has been led to believe that the extreme cases he reads about are com-
monplace and typical, when actually the great majority of companies are quite
conservative and do not condone excessive spending.
Travel and entertainment expense are ordinary and neceetaru business expene

The "ordinary and necessary" concept is firmly embedded in our tax structure
as well as in the code Itself. To abandon this concept under the guise of "loop.
hole" plugging is nothing more than an attempt to subject our economy to more
stringent taxation and at the same time substitute Government control for busi-
nass judgment

Economic stability and stimulation of growth cannot be promoted by arbitrarily
removing business deductions for bona fide entertainment and travel expenses.
Such expenses are as much a part of manufacturing or selling a product as the
time and material consumed; to deny a taxpayer the right to deduct such "ordi.
nary and necessary" expense would be outright confiscation of his property.
If such unwise legislation were to be passed, it would leave the taxpayer with
two choices: (1) he could continue to pay such necessary expenses without a
deduction, or (2) he could terminate all such transactions. Either course
would have sudden and drastic results upon his business and upon the economy
of the country. The taxpayer would have no alternative but to increase his
selling price; we do not need to dwell on the consequence of such action-the
populace is well aware of the dangers of further acceleration of inflation. The
President has already made several appeals to industry to curtail such action.
Of course, the taxpayer could have chosen the second of his original choices and
terminated all the controversial payments. It is difficult to ascertain just
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what effect this would have directly on his business; but it i very easy to
envision the depressing effect it would have upon hotels, airlines, railways,
restaurants, ill entertainment enterprises, and other allied facilities too numer-
ous to mention. It certainly would be unwise to legislate deliberately against
such a widespread segment of our ecohomyl depressing these industries could
Only lead to greater' unemployment and the zeed for more and bigger subsidies.
Thb rbitrary disallowance of any type of business expense such as Is here

proposed by the Treasury will have greater effect on some taxpayers than on
others. MhUs some taxpayers will, in effect, pay higher tax rates than others.
For Instance, retailers do hot have nearly as much entertainment expense as
wholesalers. Highly competitive products such as cement, steel, and rubber
require much greater sales effort than patent-protected products. A wholesaler
with many customers will have greater selling expense than one with a few
large customers.

The complicated proposals In the President's tax message to define by statute
What are "ordinary and necessary" business expenses will give rise to many
complex problems for both the taxpayer and the Internal Revenue Service.
Identical types of expenditures can be directly connected to production of Income
In one instance and strictly personal expenses In another; the most difficult prob-
lems will arise where there is a mixture of both elements In the same expendi-
ture. Our already overburdened tax courts will be deluged with cases in an
atempt to define a reasonable allowance for meals and lodging, and whether
entertainment expenses are directly related to production of income and not for
good will.

There is nothing immoral or against the public Interest in expenses Incurred
In a supper club, theater, county club, or other place of entertainment. The
1 resent tax proposals seem to Imply that such is the case and, therefore, places
hem in a different category from other ordinary and necessary expenses. If

fraud Is Involved,, the penalties of the law should be enforced, but the proposals
do not stop there; they arbitarily disallow such expenses. The businessman
seeking sales is In a much better position than the Government to judge what
activities and expenses are essential for hi success.

It is emphasized in the proposal that such expenses confer substantial tax.
free personal benefits to the recipient. This personal gain has been grossly
exaggerated ; the expense account is not the advantage that the person who has
never experienced an expense account would Imagine It to be. The person that
must constantly travel or consistently entertain at restaurants, social functions,
ect., becomes very tired of this mode of living.

Expenditures directly related to the production of Income is a requirement
that cannot be proved or disproved in a great many cases. Business and/or gov-
ernment may be able to identify many clear-cut cases that are related to the
production of Income because they result In a sale of tho product. But there
are Just as many cases that cannot be identified because the sale Is recorded only
in the client's mind, which cannot be read. A person may not be in the market
for your product, but next week-or even next year-lie may be in the market
and will purchase your product purely because of the way you treated him.
The expenses you incurred would be directly related to the production of Income,
but no one would be capable of proving this fact.
No legislation should be enacted untll the ef cot of the recent 1960 and 1960

enforcement programs can be evaluated
In conclusion, let us remember that our Income tax Is a self-assessment tax

and Is based on the premise that the taxpayer Is basically honest. If he
thoroughly understands exactly what Is expectedof'him, he will make an honest
effort to pay his just tax. The travel and entertainment requirements wore quite
thbroughly explained in 1050 and 1060; time will tell if these new Instructions
and concentrated enforcement activities of the Internal Revenue Service will al.
leviate the alleged problem. No drastic legislative steps should be taken until
the taxpayer has had an opportunity to adjust to the now clearly defined policy.
If legislation is found to be needed at a Inter date, It must be done in such a
manner that It will not cause irreparable damage to our growing economy.

81OTIf 5---Ti "oo108 UP" PROPOSAL ON FORIMON DIVIDENDS

Section 5(b) of the discussion draft requires the inclusion as a further divi-
dlend in the gross Income of a domestic corporation choosing to have the ben.
fits of the foreign tax credit in respect of a dividenal from a foreign corpora.
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tion an amount equal to the IncoMe taxes aq~d by th4 foreign corpbratoa a.
tributable to such foreign dividend. ThLs the principle f0nillarl*, know 4s
."growng UP."
Previous toeaIlony

The Ways and Means Oommittee has hoard extensive testimony on this sub.
jet. Hearings were held on April 11, 1080, exclusively on the gross-up proposal
in connection with the committee's consideration of R.R. 10859 and !TS. 1086.
The hearings held from May 8 through June 9, 1901, to consider the Presidpnts,
1001 tax recommendations also included a substantial amount of testimony with
respect to the gross-up proposal.

The Committee on Federal Taxation of the Controllers Institute of ,..merict
does not believe that it would serve a useful purpose to repeat In full all the
reasons developed so ably by witnesses before the Ways and Means Committee
as to why the gross-up principle should not be adopted. The taxation committee
Is in full agreement, however, with much of the testimony presented, and for
the sake of completeness of this statement and as useful background for the
discussion which follows, would like to summarize hero some of the principal
arguments presented.

(1) The gross-up proposal ignores the principle that U.S. tax liability is based
fundamentally not upon the income by a foreign subsidiary, but upon tho
receipt of a dividend from the subsidiary. The combined U.S. and foreign Im-
come tax rate on foreign dividends Is never less than 62 percent. Under the
gross-up proposal, the combined tax rates on dividends would exceed I52 percent.

(2) The form of doing business abroad is not selected solely for tax reasons.
There are normally legal, operating or nationalistic reasons for doing lslness
abroad through subsidiaries. If the choice were made solely from a tax view-
point, the branch form might very well be chosen because It has many advantages
such as the right to deduct currently operating losses, exchange losses, and
expropriation losses, the right to deduct percentage depletion, to imike ,,rtain
elections with respect to depreciation, and others. The gross-up proposal r,.pre.
sents an attempt to Impose the dlisndvantago of the branch form of organization
without at the same time granting the advantages, or, In other words, to equate
two forms of organization which are not comparable and which the gross-up
proposal does not, as It should in logic and equity, try to make comparable.

(8) The gross-up proposal presents serious questions tie to Its effect on our
tax-treaty obligations with foreign governments.

(4) In increasing the tax liabilities of corporations operating abroad, and
particularly In the underdeveloped countries since their tax rates are likely
to be lower than the U.S. rate, the proposal would seem to rin directly contrary
to the administration's announced aim of encouraging private Investment In the
underdeveloped countries.

(5) The present scheme of taxation of foreign dividends, including the
method of computing the foreign tax credit, has been In effect for 40 years and
has been reviewed previously by the Congress and the U.S. Supreme Court.

We should like to add to these, our own analysis of the gross-up proposal
and our reasons for believing that It should be rejected.
The dIeorttbmtzos argumut

One of the arguments advanced in support of gross up is that the "present
method of computing the credit for foreign Income tax * * * produces serious
discrimination agains Investment In the United States." (See statement by
Secretary Dillon before Committee on Ways and Means, May 8, 1901.) We
believe that this argument Ignores the fact that most foreign countries derive
a substantially greater portion of their total revenues than does the United
States from taxes other than income taxes. (See, among other sources, Birst
National City Bank Monthly Letter, September 1001.) Since taxes other tlhap
income taxes are not creditable against U.S. Income taxes, U.S. corporations
d ing business abroad are, under existing law, bearing a greater total ta;
burden than corporations doing business In the United States. Thus, It any
discrimination exists It would seem to be toward rather than against Invegtment
In the United States.
The double allowance argument

Proponents of gross up also argue that under the present system of taxation,
foreign taxes are allowed once n a deduction and again as a credit and that
this double -illowance prorlde an unjustified tax advantage which should be
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eliminate. Our analysis leads us to conclude that the source of the tax differ.
ental which is in controversy does not lie in any double allowance. If the
double allowance 'r so created the tax differential, it could be expected to do
so under any combination of U.S. and foreign tax rates. And yet there is no
such differential when the foreign tax rate is at least equal to the U.S. tax rate.

We suggest, therefore, that in analyzing the situation It is not particularly
useful to theorize about a double allowance. The real source of the supposed tax
benefit from doing business as a subsidiary corporation is the fact that the
foreign country chooses to impose a lower income tax rate rather than any
preferential provision in the U.S. tax law. This is evident from the following
computation:

Sohematio taxation of-

Forelu subsidi.
Is adop and

Fl grcupt

52 percent

Lame .befor. ............................. e100. t0o t00
Foreltax .................................... 40. 40 52

Net income (In cue of foreign subsidiary, assume
paid as dividend) ................................ 00 60 48

U.S. Income tax at percent ............................. 31.2 62 82
LU s foreign ta edit ..................................... 24.0 40 62

Not U.S. t ................................. ,.. 12 0
Total U.S. and foreign taxs ........................ 47.2 62 52

The difference in U.S. taxes and In total taxes in the first two columns is
4.8. What this represents is the difference between the U.S. tax rate (52
percent) and the foreign tax rate (40 percent), a 12-point differential, applied
to that part of the subsidiary's income (40) which is used to pay the foreign
income tax. It Is thus apparent that the stipposed tax benefit arises only In
cases where the foreign Income tax rate Is less than the U.S. income tax rate.

The gross-u p proposal says, in effect, that since the foreign country has sen
fit to tax the income of its resident corporations at a rate less than 52 percent,
the United States should levy a tax on the distributed profits of such cor-
porations equal to the difference, thus imposing the 11.8. tax rate on the full
Income of foreign enterprises.

We question whether this is a proper function of the federal tax aj item.
If a foreign country chooses to tax Its national corp)rations at a rate lower
than the U.S. rate, It should be privileged to do eo without Interference by the
United States. Presumably the foreign rate was ostablislied for some good
reason, such as minimizing the deterrent effect of income taxes or correlating
with other elements of the tax system. If the United States by unwise changes
n its own tax laws, seeks to block the attainment of the foreign nation's

objectives, the foreign nation can be expected to change Itt own tax lawn (by
adjustment of withholding rates or otherwise) s) that without cost to Its national
corporations, it and not the United States will receive the benefit of the tax
changes Imposed by the United States.

31 cot on teeir bate
The Treasury has objected that a foreign nation cannot change the income

tax rate applicable to U.S.-owited corporations without changing the rate ap
plicable to locally owned corporations. This may or may not be true, but It
would be expected that In time somo way would be foutid to adjust the Income
tax rates possibly by counterbalancing adjustments In other taxes. Or, the
foreign nation could simply Increase the withholding rate applicable to divI.
dends sent out of the country without having to concern Itself with possible
effects on locally owned enterprises, The Treasury has stated that any such
move would be In violation of the tax treaties. While this may be technically
true, it is hardly dispositive of the question because the tax treaties contain
a provision for cancellation by either party on 6-months' notice, after which
they would have to be renegotiated to be in effect.
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It has also been stated that grossing-up would not Induce foreign nations to

Increase their tax rates any more than does the present system of computing
the foreign tax credit, Although this may be true In some Instances, we doubt
that there Is Justification for relying on this supposition In those eases where
tax treaties, are in effect which provide for lower withholding taxes on divi-
dends than would otherwise be applicable. To the extent that additional
revenues are required by a foreign nation and these can be obtained without
imposing additional taxes on local businesses and without adding to the total
burden of any taxpayer, It would Indeed be surprising It the foreign nation
did not take advantage of the opportunity

Thus there can be little doubt that over a period the foreign nations having
lower than U.S. income tax rates would have the ingenuity to capture for their
own treanurles without further harming local industry the amounts which
the United States seek to exact. As a result, as Illustrated In the third column
above, Instead of the U.S. share of the taxes rising from 7.2 to 12, It would
decline to zero--hardly an effective means for Increasing the Federal revenues.
Revenue e0et of gros-up

We believe there are other reasons why the proposed action would In some
instances have the opposite effect from that intruded, from a revenue stand-
point. In cases where the foreign Income tax rates are higher than the U.S.
rate, the proposed gross-up, In combination with the overall, as distinguished
from the per-country limitation on the amount of the foreign tax credit, would
reduce rather than Increase the Federal revenues.

In addition there can be little question but that the gross-up principle, If
enacted, since it would be brought Into play only with respect to dividends
received, might be Just the extra consideration that would discourage the
declaration and payment of dividends and thus add to our already serious
balance-of-payments problem.

Another little understood point Is that under the tax treaties U.S. corporations
having a permanent establishment In the treaty country are subject to foreign
income taxes on such Items of foreign Income as royalties, Interest, service
charges, and possibly sales Income unrelated to the permanent establishment,
whereas U.S. corporations not having a permanent establishment In the treaty
(vuntry are not subject to foreign taxes on such Items of Income. A branch
represents a permanent establishment of the parent, whereas a subsidiary
corporation does not. The additional foreign income taxes incurred as a result
of operating through a branch are, of course, recoverable as credits against
the !.S. Income tax. Conducting foreign operations through subsidiaries serves
to Insulate much income from foreign taxes and thus adds to the Federal
revenues. To the extent that the proposed change would tip the scales toward
branch operation the Federal revenues will be reduced perhaps substantially.

T7he proposal would also be disruptive of normal relationships established
In reliance on the existing structure and could well Invalidate some business
decisions to which Investment funds have been committed. In business planning
today, which Includes tax planning, nothing Is quite so Important as certainty-
not certainty of making a profit, for this can never be guaranteed but certainty
that the principles of taxation will remain reasonably stable. This Is not to
stay that no tax changes should ever be made. But changes should not be
made merely on the basis of superficially plausible mathematical exercises.
The gross-up proposal Is an attempt to tax an entity as if It were something else,
but only In one of a number of relevant respects. It should therefore be rejected
In principle wholly apart from its dubious effect on the ruvenueq, ..

SECTION O-PROPOSED LIMITATION ON E rCLU8ION Or 1NOOM3 ZA1NWD AMOAD

I'reent fat
Under existing law, a U.S. citizen who Is a bona fide resident of a foreign

country or countries for an uninterrupted period which Includes an entire
taxable year Is exempt from U.S. tax on the income he earn abroad during the
period, Irrespective of when it Is paid to him. In addition, a citizen who may
not establish residence abroad but who Is present In a foreign country or coun-
tries for at least 510 full days out of any period of 18 consecutive months is
exempt from U.S. tax on the Income he earns abroad during the 1&month
period, but only up to $20,000 per year. In harmony with these rules, eIng
law also provides for extending the same treatment to the recovery via pensions
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of employer contributions made while the employee was abroad, regardless of
where he Is living when he receives his pension.

Dlscussion draft proposes two ohan ge -

Section 0 of the discussion draft proposes two changes in these provisiom,
neither of which, we believe, should be enacted. The first would place a dollar
invitation, not yet determined, on the amount of excludable earned Income in
the case of bona Ilde foreign residents as well as those U.S. citizens who are
temporarily abroad. Tile second would limit the pension exclusion so as to
require the employee to be abroad both when the employer contribution was
made and when the pension is received.
Dollar limitation i(i confliot with basio purpose of ewoluson of income earned

abroad
ExN.luslons for Income earned abroad have been In the Internal Revenue Code,

In various forms, for over 35 years. They were originally enacted to encourage
citizens to go abroad in tile interest of stimulating foreign trade and to place
them in a position of equality with citizens of other countries going abroad.
The extension of the exclusion in 1951 to citizens temporarily present abroad for
the specified period was designed to Induce engineers, technlclan, and skilled
workmen to go abroad, even though not establishing residence there, to work
on proJe(ets which might take up to 2 or 8 years to complete.

The proposal to place a dollar limitation on the exclusion of Income earned
abroad by bona fide foreign residents seems to be at cross purposes with the
objectives of attracting high caliber managerial id technical personnel to
foreign service. While It cani be argued that some type of limitation may be
necessary to prevent unwarranted tax avoidance by movie stars who make plc-
tures abroad (although It would seem preferable to treat the disease, namely
the high rate structure rather than thp symptom), It does not seem desirable
to enact a invitation which would serve as it deterrent to bona fide activity
abroad in the Interest of world trade. Any specified dollar linit has serious
drawbacks. At least the discussion (Iraft has not committed Itself, as the
Treasury did, to tile $20,000 Ilinit now applicable to the U.S. citizen who is
temporarily abroad, which was established it 1053 and was probably too low
at that time oven though salary levels of managerial and technical personnel
were considerably lower than they are at the present time.

If proposals are adopted which Increase the .S. Income taxes of citizens em-
ployed abroad, some companies will undoubtedly find It necessary to raise con-
pensation levels in order to Induce personnel to accept foreign assignments or
to remain on present assignments abroad. In such a case, of course, the
Government would stand to lose more front the higher corporate tax dedue-
tion than it would gain from the additional Individual taxes. Other companies
might find It uneconomic to continue certain foreign operations requiring
the inanagerial and technical skill of 1!.S. citizen employees If they are faced
with demands for higher compensation to offset increased personal tax liabill.
ties. Another possible coilsequence of modification of tile existing exemptions
is that foreign governments might raise the level of their Income taxes on U.S.
citizens in order to divert tile added taxes to their own treasuries.
Taing foreignl-e ned pensions unfair as to post accruals and unwise as to

future
Tile proposal to tax pensions of foreign service personnel unless they remain

residents abroad after retirement appears to be wholly lacking in merit and
grossly unfair to Individuals who have been on foreign assignments for many
years in reliance on tihe present tax provisions. In addition to partially con.
fiscating amounts which have been accumulated under tax exemption assurances
contained In existing law, the proposal would discourage future participation
by foreign service personnel In qualified pension plans, since there would be a
tax advantage to receiving the equivalent of the company contributions currently
when the exclusion would be applicable. It seems entirely Inappropriate to
discourage participation in pension plaxis and to force foreign service personnel
to resort to this means of obtaining exemption from tax on this portion of their
compensation, and it also seems unwise to discourage present pension plan par-
tilpants residing abroad front returning to time Uited States following their
retirement.
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President's proposal to reetriot eeoluseon to Income earned in lea8.detloped

oountri e ti*e1V rejeote4
The revolutionary proposal of the administration that only income earned In

the less-developed countries be excludable for U.S. tax purposes was wisely
rejected in the discussion draft. This proposal was apparently designed to en-
courage American industry to send its representatives to the underdeveloped
areas of the world. We believe such a limitation to be both unnecessary to the
accomplishment of this objective and unfair to many companies which have
already made substantial investments abroad. Business opportunities will con-
tinually arise in both the economically advanced and the less-developed countries,
and probably to an increasing extent in the latter. The expanding opportunities
in the less-developed countries will provide a natural attraction for American
business, as long as the present tax provisions are continued. Moreover, it
would be unfair to place a tax penalty on the continuation of existing business
activities and the protection of investments already intie in countries which are
now categorized as economically advanced. It would also seem unwise to enact
tax provisions which would serve as deterrents to the free transfer of foreign
service personnel among economically advanced and lese-doveloped countries and
would discourage the exchange of technical information between the United
States and the economically advanced countries by making it less attractive for
U,S. firms to engage in business activities in those countries. Furthermore, the
enactment of a provision which limited the exclusion to less-developed countries
would add an element of uncertainty to the taxation of income earned abroad,
as the list of less-developed countries would be changed from time to time by
Presidential proclamation. Such uncertainty would surely increase the dif-
flculties which companies are already experiencing in inducing capable personnel
to accept oversea assignments.

Mforeovor, from the revenue point of view, there is serious question as to
whether there is much to gain from such a change. In any case in which the
levels of the income tax rates in a foreign country are higher than the U.S.
rates, the removal of the exemption would merely mean that the employee
would obtain through the foreign tax credit the exemption that he now obtains
through the exclusion. Higher tax rates are actually a fact in many of the
economically advanced countries, and removal of the exclusion with respect to
these countries would merely add to the present administrative complexities'
without producing additional revenue.

On all counts, the proposal to restrict the exclusion to the less-developed
countries was Ill conceived and wisely rejected in the preparation of the dis-
cussion draft. Not only was it subject to the objections set forth under this
heading, but, as a more radical change than those proposed in the discussion
draft, to the fundamental objection of drastically interfering with the con-
tinuing need for expansion of world trade activities and protection of investments
already made abroad.
o7onluslon

The Committee on ederal Taxation of the Controllers Institute of America
strongly urges the retention, unchanged, of the present provisions governing the
tax treatment of Income earned abroad by U.S. citizens.

SEOTION O-WITIIItOLDING OF INCOME TAX AT SOURCE ON INTEIHEST, DIVIDENDS, AND
PATRONAGE DIVIDENDS

Withholding result I interest.free loans to the Ooverntntot
It has been said that substantial amounts of dividend and interest income are

now escaping taxation. The basis for that statement is not clear; it appears
to be an assumption based upon a comparison of dividend and Interest payments
with reported income, taking into account some assumptions concerning amounts
which need not be reported. In view of the substantial increases in investments
by nontaxable investment funds, it is reasonable to expect that an increasing por-
tion of dividend and interest income is truly nontaxable. Tax-exempt pension
trusts now are reported to be in excess of $25 billion. Funds withheld from the
various types of tax-exempt trusts and individuals without tax liability amount
to Interest-free loans forcibly extracted from taxpayers. This would be an un-
warranted action.

8210-2-pt, 2-18
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ToeplaOer' amount number* and meohanliaeton of audit prooeduree should besuffloie

An intense effort has been made in the last year by dividend and interest-pay-
ing entities to inform recipients of the taxability of the income, and it is too
early to conclude that those efforts are failures if indeed there are substantial
amounts of improperly unreported income. Results of the efforts which have
been made recently are not in and they should not be prejudged. The educational
program should be continued. The Internal Revenue Service has installed an
electronic data processing machine in one district which will enable it to compare
reports of interest and dividends paid with individual and corporate tax returns,
I It expects to extend this system countrywide.
4drm. nstration coats of the program outweigh, the bnefts to be derived

The withholding proposals partially relieve paying agencies from burdens
which were visualized when the proposals first received publicity, but sus.
tained effort would still be involved for those agencies in the aggregate. Fur-
ther, the proposals would add heavily to the work of the governmental agencies-
additional bookkeeping, additional refunding, and additional clerical checking of
returns. It has been reported that in excess of 85 million refunds a year are
now being made. Inasmuch as the Internal Revenue Service has agreed to make
quarterly refunds, the number that then would be made would be truly astro-
nomical. Business opposes expansion of Government services and costs. Tax-
payers also would have an additional burden not only in return preparation,

~ut In securing refunds. Taxpayers entitled to refunds would, for a time at
least, be deprived of funds which are properly theirs and should be available
for their use. The additional burden upon the economy would not be negligible
and should not be imposed.

Even If It be admitted for argument purposes that a substantial amount of
dividend and Interest income is improperly escaping taxation, there is nothing
In the proposals which would assure correction of the problem unless it is
assumed that the problem lies primarily with taxpayers in the low Income
tax brackets. Taxpayers in the higher tax brackets who may now be willfully
omitting taxable dividend and Interest income from their returns will find no
great compulsion to report such Income and pay tax in excess of the 10 percent
withheld, and they will not have much greater fear of detection as a result
of the proposed withholding process. The Improvement in reporting of income
which might be expected from the withholding proposals is negligible and does
not justify the burden of the procedure.
Summation

In summary then, we oppose tax withholding on dividend and interest income
for the following reasons:

(1) It is based upon an unproven assumption that there is substantial
improperly unreported dividend and interest income.

(2) Enforcement will be greatly improved with the establishment of
Internal Revenue Service mechanization of audit and review procedures.

(8) It imposes an unjustified burden upon the economy.
(4) It will not result in substantial correction of the problem of unreported

income, if the problem does exist.

SEOTION 10.-INORMATION WITH RESPEOT TO CERTAIN FOREIGN ENTITIES

The Tax Committee of the Controllers Institute has already protested to the
Congress concerning the unnecessary expense put upon corporations by section
08 as enacted in 1960. In that protest it was pointed out that the informa-

tion which affects U.S. taxpayers or transactions with U.S. taxpayers has already
been available upon audit and can be secured as needed. There Is no sense
or reason in requiring a report every year on ever.* foreign corporation and
all of Its transactions with related corporations, both domestic and foreign.
In addition, the information includes all transactions no matter how Insignifi-
cant they may be. We find it hard to understand the substantial penalties pro-
vided for falling to comply with the reporting requirements even though it
appears that most of such requested information may not be relevant or useful
for U.S. tax audit purposes.
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Penalty are har8h and unreasonable

We wish to stress particularly the harsh penalties carried by section 6088.
The loss of foreign tax credit provided for in the present draft appears not
to be confined to the deemed tax of, the particular foreign corporation but
to the entire foreign tax credit of the U.S. person failing to provide the required
information, This goes much further than present section 6038 and may be in.
advertent since it was not mentioned in the general explanation of the com-
mittee discussion draft. In addition to this penalty, those of section 7203 apply,
that is a fine of not more than $10,000 and imprisonment for a year. We
submit that these cumulative penalties are fantastically unjust. Particularly
is this true when it is realized that all the needed information for a full audit
will always be available and can be and is currently being demanded on audits
for open years back into the 1040's when there was no counterpart of section
6038 in existence.
Burden of reporting is unjustified

Despite the general protests of business, it is now proposed to extend these
reporting requirements to individuals owning 50 percent or more of stock
and also to all foreign subsidiaries in a direct chain of ownership rather than
only to two levels as now provided for under present law. The Controllers
Institute expresses no opinion on individual reporting requirements but con.
tinues its protest against the needless expense of reporting year after year
for all transactions between all related corporations, domestic and foreign.
Inasmuch as the Internal Revenue Service cannot make an audit of a tax.
a er from such reports but will have to examine each taxpayer for further
formation we believe that there must be some simpler and Is costly method

for giving the Treasury enough information to know which taxpayers had for.
eign transactions for tax examination purposes. We believe that several simple
questions on the various tax returns would suffice for this purpose. We there
fore recommend that the proposal in the revenue bill of 1961 should be elim-
inated and that existing section 0038 should be repealed. The Government
must realize sooner or later that the making of reports is costly. It, these re-
ports are not essential they should not be required. It is n.t an adequate rea-
son for requiring such a report to know that it can be furnished or that a similar
report is being furnished to some other Government bureau or that an occasional
one out of thousands may satisfy the curiosity of an Internal Revenue Service
employee.
Hpanalon of section 6040 I unreasonable 

The revenue bill of 1001 also proposes to revise the requirements of section
0048. The proposed revisions offer an excellent example of the unlimited ex-
tensibility of reporting requirements once a foothold of reporting is acquired.
This example is one that shows how the original purpose is subverted and a new
never-ending process of alleged loophole closing is embraced as the new. reason
for the more onerous and expensive reporting requirements. The law now re.
quires the reporting of the formation of now foreign corporations. It is required
that the report be made on the facts existing within 60 days of incorporation.
Ergo, a loophole, because U.S. citizens can forgo becoming directors or officers
until after the 00-day period.

However, instead of correcting this small deficiency, it is proposed that when-
ever a US. citizen or resident becomes an officer, director, or owner of 5 percent
or more of the stock of a foreign corporation, or acquires an additional 5 percent
of stock, he must make a report. Thus a continuous and repetitious reporting of
every change In officers or directors of foreign corporations and a constant alert.
ness for changes In stock ownership Is to be substituted for the one-time re.
porting of new foreign Incorporations. In all reasonableness what can It profit
the Internal Revenue Service to have thousands of reports daily flowing into
Washington stating that John Roe has replaced Richard Doe as director or
officer of a foreign corporation? And of what significance is a 5-percent In-
crease In stock owned? Such reports are useless, expensive and will engender
additional disrespect for Government. We protest strongly against this sub-
stantial expansion of meaningless reporting.
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TaE.SURY'5 POPOSED TAX HAVEN LOIsLATION

The proposal Injures U.S. bwWse* abroad
The Treasury proposals dated July 28, 1001, for new subpart F covering

proposed sections 951 to ON, inclusive, continue the meat ax approach in defin-
g tax havens rather than making an effort to carefully define areas In which

foreign corporations which are were "shells" are escaping U.S. taxation. There
Is no precedent or equity to the treasury approach which taxes to U.S. share.
holders the undistributed profits of a subsidiary. Nor Is there any Justification
for penalizing foreign corporations which conduct legitimate business operations
in aore-than one foreign country. Indeed, most efficient operations are usually
obtained when a corporation can operate in more than one country. The frag-
mentation of foreign enterprises would lead to their death or Balkanization.
increased costs, and less net return to the U.S. Treasury. it would adversely
affect old as well as newly established businesses without regard to Important
national interests.
Oomplanca would be dijfllult and ooslly

As financial executives responsible for properly maintaining the books and
records of corporations, we wish to stress the practical difficulties, if not im-
possibilities, of the accounting and reporting problems presented by proposed
subpart F.

Referring to specific sections, It will be noted that under section 903(a) (1)
tax haven profits may have to be determined on a dally basis or for any given
number of days even though profits are normally computed only on a monthly,
quartely and annual basis. in addition, section 913(a) (1) makes no provision
as to how these Imputed profits are to be asertained where there are several
classes of stock outstanding, or where there are arrearages In preferred stock
dividends. How, for Instance, are such profits to be attributed to common stock
where there are classes of prior preference stock outwitmnding on which dlvIldend4
are due? In many cases the laws of the foreign country or the articles of In-
corporation of the foreign company place limitations upon dIvIdeihds which cIlu
be iaid. How can earnings of a corporation which van never be paid out be
imputed to the shareholders under a tax system which Is supposed to be
equitable?

As "undistributed tax haven profits" are defined under section 054(b) (2) It Is
possible to distribute all of the tax haven profits for a period, Yet a portion will
be deemed undistributed and taxable. For example, assume the following:

Tax haven profits - 20a
Total profits = 100o
One-half profits distributed to U.S. shareholder = 50x

Under paragraph (2) It Is deemed that l0v for this year constitutes undis.
tributed tax haven profits. This example illustrates that unless 100 percent of
the profits are distributed each year-a thing that no U.S. corporation In active
business ever does-the U.S. stockholder will be deemed to have received income
that he has not received and may never receive.

Inasmuch as only undistributed tax haven profits are imputed to U.S. share-
holders, It would be necessary to maintain separate records as to what portion
of accumulated earnings represents tax haven profits and what portion does not.
Foreign taxes paid with respect to each would also have to be maintained for
tax credit purposes. In addition, If "undistributed tax haven profits" are to be
determined on the basis of U.S. law, this might necessitate maintaining two sets
of records: one to comply with foreign law and one to comply with U.S. law.

In the definition of a "tax haven transaction" In section 954(c) (1) (A) (11) an
Impossible standard is established whereby a tax haven transaction is defined as
"the purchase or other acquisition of personal property and its sale to a related
person, If such property Is sold for ultimate use, consumption, or disposition
outside the country" In which the purchasing corporation Is created or organized.
This would require the tracing of such property to its ultimate use, consump-
tion, or disposition through any number of unrelated corporations or persons.
The same objection applies even more to subparagraph (13) concerning com-
missions covering payment for services performed for a related person in
connection with the purchase of personal property, If such properly Is sold or
purchased for ultimate use, consumption, or disposition outside the country
under which the foreign corporation receiving the commission is organized.
This would treat as a tax haven transaction manby transactions wherein a
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foreign corporation now acts as a selling agent or a more referral or service

:agent for a U.S. corporation if the ultimate use, consumption, or disposition of
the personal property to which the salo or service related Is outside the country
in which the company earning the commission is created or organized. This
suggests that it may be necessary to establish selling companies in every coun-
try to avoid the penalty U.S. tax. It would be burdensome to require the main-
tenance of separate records by customers located within and without the coun-
try of incorporation of the foreign corporation. However, this burden would
be insignificant compared with the work involved in tracing where an unrelated
purchaser ultimately used, consumed, or disposed of the property.

Treating all interest received from related persons as tax haven profits under
section 054(c) (8) would impair the ability of foreign companies operating in
more than one country to use their capital or earnings to finance their business
operations in foreign countries except through branches.

The information required to determine tax haven profits is not available to a
stockholder having 10 percent ownership. In most cases such information would
not be available to a 50 percent owner because the records of foreign corpora-
tions are not kept in accordance with the requirements of this proposed subpart
F of the United States Internal Revenue Code. The foreign corporation may
not provide the required information to a partial owner. It would entail an
expense not of benefit to foreign stockholders and they would not cooperate.
We can never reasonably expect any foreign corporation having less than 100
percent U.S. ownership to maintain an accounting staff familiar with the United
States Internal Revenue Code.

We wish to register our objection to any tax proposal which will hinder or
retard American trade anywhere-whether In the United States or in foreign
countries. Our Government has generally kept a handsoff attitude with respect
to business both at home and abroad.
Multlicountry operations doce not avoid U.S. tao

Testimony before the Committee on Ways and Means on the President's
proposed legislation dealing with foreign corporations shows that multicountry
trading by corporations incorporated in low tax rate countries did not result
in the avoidance of substantial . tax but was motivated by a desire not to be
exposed to the higher tax rates of the foreign country where the goods were to
be delivered. We firmly believe that our Government should not interfere In
such trade arrangements. Moreover, in the long run it would increase U.S.
revenues by reduction In the foreign tax credit.

We are unable to understand the approach taken by the Treasury Depart-
ment. Inasmuch as this proposed legislation would have a long-range adverse
effect dn foreign commerce, we wonder what, If any, is the long-range objective
of the proposal. Those which conduct bona fide commercial operations should
not be penalized for the nets of the few who operate through companies that
have no substance.
conclusilon

The Treasury Department now has the power under section 01 of the Internal
Revenue Code to allocate Income to the taxpayer which earned It. If a related
foreign corporation Itself performed none of the merchandising functions, then
obviously it did not earn the profits attributable to such merchandising olra-
tlons. The profits would therefore be allocable to the taxpayer which did
perform such merchandising functions. In addition to section 01, the Secretary
of the Treasury or hlls delegate has authority under section 482 to allocate in-
come, deductions, credits, or allowances between related taxpayers if he deter.
mines such action is necessary to prevent evasion of taxes or to clearly reflect
the Income of such taxpayers. These are potent weapons at the disposal of the
Treasury Department.

We cannot understand the attitude of our Treasury Department In proposing
legislation amounting to the Imposition of a penalty on shareholders who engage
in foreign trading. We oppose such action on the grounds that it would be detrl-
mental to U.S. business. Even If it were not disadvantageous to our country,
the problems and the recordkeeping involved In this particular proposal make it
objectionable to business.

In addition, the proposed law is at variance with the basic principles of taxa-
tion of corporations as separate entities.
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Senator CARLSON. Mr. Landolt, you have expressed opposition to
certain sections of the pending legislation.

Do you favor any sections or any provisions of the bill ?
Mr. LANDoi'r. Well, sir, I have mentioned in here that under the

scope of our duties and under the policies adopted. by the board of
directors of the Controllers Institute and, I think, wisely y, there might
be sections of the code that we would think fair individually. But. if
they deal with a speciflo industry and we will name insurance or co-
ops, we do not think it is proper for us to take a stand on such things.

Senator CAnLSON. That is all, Mr. Chairman.
The CHAIMnzA. Thank you very much.
Senator Bmcwmv. May I, Mr. Chairman ask another question I
Are there any sections of the bill on which you can properly take ai

stand of which you approve I
Mr. LANDOLT. As it affects corporations and as representing the

Controllers Institute ?
Senator BBNNrn'r. You have said under the rules of ymr organiza-

tion there tare certain areas on which you might not comment. Now
you have listed a number of sections in the bill and every one of your
comments has been a comment of disapproval, as I have listened to
your testimony.

Are there any sections on which you can properly comment which
you approve?

Mr. LANDOLT. Sir, I am sorry I cannot answer you really either way
for this reason: This committee was called into session, we have been
devoting very considerable study to it. But, as you may well imagine,
at the yearend preparing tax returns, closing books, ana getting ready
for stockholders' meetings, most of us are pretty well tied up, and
involved, and we are not able to devote a whale of a lot of time to
this.

This committee met for the last time just. a week ago today. in New
York. The last writeups that I got suggestions, comments, criticisms
et cetera, were received in my office on "Monday morning and it makes
it pretty impossible for us to study the entire bill for things that we
do not feel that we should properly comment upon, and for me to go
down the list now I think would be rather fruitless because I would
be speaking for myself rather than the committee in the Controllers
Institute.

Senator BErNmor. What your committee did then was concentrate
on those sections of which you disapproved, and you did not give any
study to sections which you might have approved?

Mr. LANDOLT. Right, sir. It could be implied if there are other
sections in here that affect the broad aspect of all the membership of
the Controllers Institute, and we have not voiced any adverse com-
ments on them, then we approve them.

Senator BmiNmr,. Thank you.
Mr. LAiDOLT. That would be a fair implication.
The CnAWnuz. Thank you very much, Mr. Landolt.
Mr. LA NoLT. Thank you, sir.
The CHAIrMAN. The next witness is Mr. Richard H. Swesnik, Na-

tional Association of Real Estate Boards.
Take a seat, sir, and proceed.

1740
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STATEMENT OF RIOHARD H. SWXSNIK, CHA.IMAN, SU3rOMNI.
TEE ON FEDERAL TAXATION, REACTORS' WASHINTN GOM-
MITT= NATIONAL ASSOCIATION OF REAL ESTATE BOARDS;
ACCOMPANIED BY IOHN 0. WILLIAMSON, COUNSEL
Mr. SWF SNJK. This will take exactly 6 minutes, sir.
Mr. Chairman and members of the committee, I appreciate the op-

portunity to appear before you on behalf of the National Association of
Real Estate Boards. My name is Richard H. Swesnik and I am en-
gaged in the real estate business in Washington D.C. i am chairman
of the Subcommittee on Federal Taxation of the Realtors' Washing-
ton Committee of the Association.

The National Association of Real Estate l3oards consists of approx-
imately 1,400 real estate boards located in every State of the Union.
Those real estate boards in turn consist of about 71,000 realtors.

Mr. John C. Williamson counsel for the Realtors' Washington
Committee, is appearing with me today and will assist me in arswer-
in any questions you may have.

I am addressing these remarks to that portion of the testimony of
the Secretary of the Treasury in which he requests that the bill, 1.R.
10050, be amended so as to eliminate all forms of depreciation on real
estate other than straight-line depreciation, and in which he further
recommends that the Congress increase sharply the tax burden on the
sale of such property.

For more than 4b years, excepting a few years when real estate
along withi everything else was in the doldrums, the Congress has
treated gailis on sales of real property as capital gains.

In 1054 Congress granted taxpaters an incentive allowance through
an extra dpreciation deduction. We feel that this has caused an im-
proper retit in certain types of cases. Later in my testimony I shall
present to you our recommendation-adopted last November by our
national convention-to meet this problem. However, Secretary Dil-
lon has not addressed himself to this problem. His radical proposals
would not only remove the incentive allowance granted in 1954, but
he would also place a new burden on real estate.

The Treasury proposals would seriously impede real estate trans-
actions and construction, would adversely affect employment and the
general economy, and would run counter to the central purpose of the
pending tax bill..

The principal purpose of this tax bill is to create incentives for new
investment in depreciable property other than buildings. A special
tax credit is recommended by the Treasury for this purpose. Our
industry is not requesting that the construction of new buildings be
given this tax credit, yet construction is one of the important methods
of creating additional jobs. These buildings cannot be created out of
Government subsidies. Investments by individuals and corprations
are the most. important sources of funds for new construction. Not
only are buildings excluded from the proposed investment credit but
the Treasury wants to impose burdens on investments in depreciable
real propery. The burdens would adversely affect the construction
industry which has made substantial contributions to the national
economy.
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In addition, the major renovation of older properties not only
creates jobs but accomplishes the socially important objective of pro-
venting the spread of blight and obsolescence in our urban areas. All
of these objectives woul{ be seriously Impeded by the proposal to in-
crease substantially the tax on the sale of depreciable reao property.

Thousands of individuals have pooled their savings in recent years
to make possible the formation of real estate investment trust, part-
nerships and corporations holding business and commercial real
estate. These investors are allowed-to deduct property depreciation
in computing their annual incomes. The annual depreciation deduc-
tion represents a real loss by reason of the exhaustion, through use
of the property and its component parts such as the electrical and
heating systems, air-conditioning systems and elevators.

When the property is sold at a gain, the gain is not attributable to
the part of the property that was used up. In fact$ the gain is attribut-
able to what is left--most of all, the land.

I submit to you that appreciation in the value of the land is a capital
gain whether or not the land is improved by a depreciable structure.
The Treasury would leave alone the present capital gains treatment
for sales of unimproved land, but would enalize the sale of improved
land solely because in prior years a building on the property has been
partly used up.

This distinction between improved and unimproved property is
neither logical nor fair. Such a distinction would encourage tax-
payors to demolish improvements before selling property, in order to
obtain an even greater ordinary deduction, in order to avoid ordinary
income taxation on the gain from the sale of the land, and in order to
avoid the almost inevitable dispute with the Treasury Department
over the allocation of the sales pAice between the land and building.

I would like to discuss briefly some aspects of Secretary Dillon s
recommendations.

Secretary Dillon stated:
When the depreciation deductions cease to produce such spectacular results.
the property Is frequently sold.

He also stated that there will be $80 million added to tax receipts
if his recommendations are accepted by the Congress. These state-
ments are in contradiction to each other.

In the first place, I don't know how Treasury obtained the $80 million
estimate. I do know that many investors will refuse to sell properties
if sharply graduated dinary income tax rates are imposed on the
sale. The overall effect of the Treasury proposals would be a loss of
revenue because the Treasury would not even collect the capital gains
tax which is now being paid upon sale. Instead of selling. the investors
would hold their property and continue to obtain the tax benefit of
their depreciation deductions.

What makes the Treasury feel that it would gain 5 cents from this
proposal-much less $80 million? A conservative estimate by our
industry indicates that the Treasury under its proposals would lose
far more than $80 million from capital gains taxes which it is now col-
lecting on the sale of real property in New York City alone. The
loss throughout the country would be be far greater. In addition the
Treasury would lose revenue from the construction industry and irom
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all related industries which would be depressed by any federally In-
duced stagnation in the realty market.

We do not have time to go into all of the Treasury's examples W the
exhibit to Secretary Dillon's statement, but I feel it imperative to
call your attention to certain omissions which should be of particular
concern to the Congress. ,

Under example C (exhibit VI), the Treasury illustrates the rela-
tionship between depreciation and nontaxable cash flow in a typical
projection. It quotes quite freely from a prospectus. I would like to
identify the budding. It is the Federal Bar Building, located at 1815
H Street NW., hero-in Washington; 392 investors invested an average
of $3,816 each, o' it total of $1.3 million in equity cash above a con.
servative mortgage of $2 million. Many of these investors are Gov-
ernment employees. They invested their savings in 1959. They are
earning approximately 51/ percent. on their dollars but will earn more
when fie lease commences under the contract. These investors con-
tributed substantially to our local economy and a beautiful building
now occupies this site.

The Federal Bar Association has the right to purchase the building
from these investors beginning approximately 9 years from now for
a price which is $400,000 above fhe original cost to the investors.
The Treasury made quite a point of this fact. If the next 9 years,
however are anything like the last 9 years, the increase as a result
of inflation will amount to approximately 12 percent, which, based
upon the $3.3 million price the investors paid for the building, would
indicate a $400,000 increase in dollar value solely as a result of in-
flation.

Further, the Treasury has not only omitted any reference to infla-
tion but has also omitted other factors which are typical of many in-
vestment properties. The tenants in this building have made many
leasehold Improvements which are not a part of tle building for tax
purposes but which could not be removed- from the building. There-
fore, 9 years hence, if the Federal Bar Association exercises its option,
it will be buying an improved building. In addition there is an
increase in the value of the ground in such an excellent location. In
8 years it has Increased in value from the purchase price of $76 per
square foot to $100 per square foot which such ground would now
bring in the open market. You can readily see that in 9 years' time
the buildingg may very well be worth $4.5 million, not $460,000, as a
combined result of the forces of inflation, improvements by tenants,.
and an increase in the value of the ground, none of which have any-
thing to do with depreciation.

It is definitely true that the structure itself will in fact be depre-
ciating,. Especially in the early years, this building's elevator, Olec-
trical, air-conditioning, heating and phumbing systems will be subject
to actual physical deterioration.

This depreciation will occur, and cannot be prevented, even though
inflation, tenant improvements, or increased land values may during
some period increase the economic value of the remaining property.

In my considered opinion, the Federal Bar Building would not
exist today if the investors had anticipated the Secretarys present tAx
proposals.
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The economic realities of real estate are such that fluctuations in
market value are not a measure of annual depreciation. Significantly,
the tax laws have never allowed such a result.

Annual depreciation is designed to recapture capital for the re-
lacement of hysically workout improvements which, whether or not
he building isesold, must have reserves set aside for their replace-

ment.
I submit that due to technological changes going on in the con-

struction busine.s-for example, the change from manned passenger
elevators to automatic equipment, the advent of the double-zoned air
conditioning systems used in modern apartments and office buildin
and indeed the fact that any commercial building without air condi
tioning is already economically obsolete-that the depr ciation now
allowed on properties is not excessive. Where there are increases in
value they are due to completely unrelated factors.

The National Association of Real Estate Boards has undertaken
a study for purposes of submitting its findings in connection with
the Treasury's proposal to allow more realistic useful lives in Bulletin
F. This study so far indicates that under the standards recently ap-
plied by the Treasury to the textile industry, for example our industry
has be,,n much too conservative in computing useful lives for real
property improvements.

The 'Treasury points out (exhibit VI under item D, an analysis
of real estate corporation prospectuses) 11 publicly owned real estate
corporations, some of which are taking depreciation allowances at
such a rapid rate that they are reflecting losses for income tax purposes.
All 11 companies are located in New York City. It is a known fact
that New York City is the financial center of the world and the
pressure of expansion in that metropolitan area has been tremendous
over the past 10 years, which is when most of these corporations were
formed. May 1 respectfully call to the committee's attention the
fact that there are no publicly owned real estate corporations in
Wheeling, W. Va.; Evansville, Ind. Milwaukee, Wis.; Baton Rouge,
La.; Centralia, Ill.; or in Boise, Idaho. In fact, very few if any,
such corporations exist in the country except in New York City.

Further, the Treasury is calling your attention only to winners.
It is silent about the losers. It does not make any suggestion of an
additional deduction when the property declines in value faster than
it is being depreciated. There are billions of dollars worth of prop.
erties hel throughout the United States that are not being sold for
only one reason-there are no buyers. The properties are located in
towns which are not booming, and no one wants to invest hard-earned
money in cities and States located in depressed areas.

We feel that the Treasury's proposal would constitute unjustified
discrimination against real estate investors. On the other hand, we
do feel that some problems have arisen as a restilt of the extra-deprecia.
tion incentive granted in the 1954 law. In order to meet these prob-
lems in a fair manner, 71,000 of our Nation's realtors from 50 States
of the Union adopted a resolution at our last annual convention, in
November 1961, to prevent the combination of incentive depreciation
and quick turnover of properties which is the stock in trade of certain
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speculators. We respectfully submit to the committee the following
recommendation:

In order to encourage construction and investment in real estate, we recom-
mend the retention of the application of accelerated depreciation, but in order
to prevent abuses we urge the Congress to amend the Internal Revenue Code
so as to require that property subject to accelerated methods of depreciation
be recomputed to the straight-line method on sale of the property within 8
years of acquisition or completion of construction.

I am presenting for printing in the record at this point two ap.
pendixes, one setting forth an illustration of the effect of the Treasury
proposal on a four-family rental structure and the other setting forth
the legislative history of capital gains an losses with respect to real
estate.

I want to thank the committee for the opportunity to make this state-
went on behalf of the realtors.

The CrAMMAzrA. Thank you very much, sir.
(The appendixes referred to follow:)

APPENDIx A TO STATEMENT OF RICHARD U. SWESNKI ON BEITALF Or THE NATIONAL
ASSOCIATION OF REAL ESTATE BOARDS

EXAMPLE OF THIE OPERATION OF TIlE TREASURY'S PROPOSAL RE CAPITAL OAIWrA TAX Olt
REAL ESTATE SALES

The Treasury has proposed taxing as ordinary Income the gain on the sale of
real estate used in a trade or business or held for the production of income to
the extent of the depreciation taken where the property is held for 6 years or
less. With respect to real property held for more than 8 years, the portion of
the gain taxable at ordinary Income rates would be reduced I percent per month.

A four-family structure is acquired for $40,000 and held for rental purposes
for 9 years. Depreciation deductions reduced the "book value" or tax basis of
the property to $80,000. The property is sold for $38,000. Under present law
the $8,000 gain Is taxable at capital gains rates. Under the Treasury's pro-
posal 04 percent of the $8,000 gain, or $5,120, would be taxed at the higher ordi-
nary rate and only $2,880 taxed at the capital gains rate. For a property owner
in the 88-percent tax bracket this means an increase in the tax of $972.80.

APPENDIX B TO STATEMENT OF RI0IARD U. SWESNIX ON ]BEIBAu OF ?iti NATIONAL
ASSOCIATION or REAL ESTATE BOARDS

LEOISLATWVH HISTORY OF TAX PROVISIONS APPLICABLE TO GAINI AeP LOSS=
RESULTINO FROM SALES OF REAL PROPERTY

Prior to 1038, the gain or loss on the sale of real property was treated as pro-
ducing capital gain or loss See, for example section 200 of the Revenue Act of
1021, which first instituted special provisions for capital gains and losses.

In 1938 the Committee on Ways and ,Means proposed that the law be changed
so that the gain or loss on the sale or exchange of depreciable property should
be treated as ordinary gain or loss. This was intended to be a relief provision.

The committee, In Its report, made the following statement:
"The definition of capital assets is slightly modified &o as to exclude from

the definition property used In the taxpayer's trade or business, which I subject
to depreciation allowances. This, In the great majority of cases, should be of
benefit to the taxpayer, since It will allow him to take losses i against his ordinary
income from the sale of such property." (H. Rept. 1800, 7?brh Cong., 189-1 (p.
2) O.B. 728 at 782.)

In the same report, the Committee on Ways and Means made it clear that the
new law applied only to buildings and other depreciable property, and not to
the land. (See 1039-1 (p. 2) C.B. p. 73.) This distinction emphasizes the In-
tent of the committee to grant tax relief to the owners of real property. The
usual situation Is that the buildings and other Improvements are reduced in
value from day to day by reason of usage and the passage of time. The opposite
ts ordinarily true in the case of land, which In the history of this country, usually
Increases over any period of time. ,
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In connection with the Revenue Act of 1938, this committee enunciated a
principle which is as valid today as then. This is the principle:"It must be recognized that differences exist in the characteristics of ordinary
income in comparison with the characteristics of income from capital gain. For
example, no matter how high the rates, a taxpayer always benefits from an
increase in salary. On the other hand, there is no tax on the appreciation in
value of property unless such appreciation is realized through sale or exchange.
Thus, It becomes optional with a taxpayer whether to pay a tax on capital
gains, since he avoids the tax by refraining from making the sale. It is the
opinion of the committee that too high taxes on capital gains prevent transactions
and result in loss of revenue" (1080-1 C.B, (pt. 2) 782).

This same principle caused the original enactment of special provisions for
capital gains and losses. In its report on the Revenue Act of 1021, this committee
said:

"The sale of farms, mineral properties, and other capital assets is now
seriously retarded by the fact that gains and profits earned over a series of years
are, under the present law, taxed as a lump sum (and the amount of surtax
greatly enhanced thereby) in the year in which the profit is realized. Many
such sales, with their possible profit-taking and consequent increase of the tax
revenue, have been blocked by this feature of the present law."

Apparently, Secretary Dillon agrees with so much of this principle as applies
to mineral property, since he makes no recommendation for ordinary income
treatment where the tax basis has been reduced by depletion instead of deprecia-
tion.

When the matter was reconsidered by the Congress in 1038, the Senate Finance
Committee concurred in the views of this committee (quoted above) with the
folowing statement:

"There Is an essential difference between income derived from salaries, wages,
interest, and rents and income derived from capital gains. It is always to tho
advantage of the taxpayer to receive the first class of income, no matter what
the rate of tax as long as it is less than 100 percent. On the other hand, the
tax in respect of capital gains is optional-the taxpayer is not obliged to pay
any tax unless he realizes a gain by the sale of the asset. There is no tax under
existing law if a taxpayer transfers his money from one bank to another, but
there may be a very heavy tax if he wishes to transfer his investment from a
bond In one company to a bond in another company. Thus, an excessive tax
on capital gains freezes transactions and prevents the free flow of capital into
productive investments. The effect of the present system of taxing capital gains
Is to prevent any Individual with substantial capital from investing In new
enterprises. This Is most unfortunate, because it adversely affects the employ-
ment situation."

In 142 the Committee on Ways and Means reconsidered the matter and decided
that land and buildings should be treated as capital assets. The reason for this
was the difficulty in allocating sales price between the land and the building.
The change would have avoided this allocation, and would have taxed the gain
or loss on the land and the building as a capital gain or loss. (See H. Rept, 2833,
77th Cong., 1042-2, 0.B. 872 at p. 414.)

In the same bill, the committee proposed a different treatment for depreciable
property other than real property. This different treatment Is that which was
subsequently enacted as section 117 (J), and which is now known as section 1281 of
the 1954 code. Briefly stated, it provides that If the total transactions In
depreciable property result In a net loss, the gains and losses which produce the
net loss will be treated as ordinary gains and losses; If the transactions result
in a net profit, the gains and losses will be treated as capital gains and losses
so that the net profit is a net capital gain. The committee's statement of the
matter was as follows:

"Under existing law, the gain or loss from the sale or exchange of depreciable
property is not treated as a capital gain or capital loss, but as an ordinary gain
or an ordinary loss. This rule was originally Inserted as a relief provision to
enable corporations to have the full benefit of a loss from the sale of machinery,
Instead of being limited by the capital loss provisions which would permit It only
a certain percentage of the loss. It was felt at that time that the taxpayer
should not be denied the full loss because it sold the property at a loss instead
of abandoning the property. While this rule provided relief in case a loss was
realized, it appears that many taxpayers are able to dispose of their depreciable
property at a gain over Its depreciated cost. To treqt such a gain as an ordinary
gain will result in an undue hardship to the taxpayer" (1042-2 0.B., p. 415).
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The Senate Finance Committee amended the revenue bill of 1042 so as to apply
to land and buildings the same rules as this committee proposed f'or machinery.
The House accepted this change by the Senate (1942-2 C.1., pp. 708-709).

The Committee on Ways and Means considered the problem again in con-
nection with the Revenue Act of 1050. The solution of the committee at that time
was to treat gains or losses from the sale or exchange of depreciable property
and real property used in the taxpayer's business as prodvung only capital gain
or loss. In other words, the committee would have rejected the treatment
of any such sale as producing an ordinary loss but would have retained the
treatment of all gains on such sales as being capital gains. (See H. Rept. 2319,
81st Cong., 1950-2 0.11. 830 at p. 445.) The Senate refused to accept the House
proposal (1050-2 C.B., pp. 520-521) and the House accepted the Senate amend.
meant (1050-2 C.1. 685).

The C^AMIMAx. The next witness is Mr. Augustus W. Kelley, the
Proprietary Association.

STATEMENT OF AUGUSTUS W. KELLEY, CHAIRMAN, TAX COM-
MITTEE, THE PROPRIETARY ASSOCIATION; ACCOMPANIED BY
WILLIAM 3. STETTER, VICE CHAIRMAN

Mr. KELLEY. Mr. Chairman, my name is Augustus W. Kelley. I
appear before this committee as chairman of the tax committee of
the Proprietary Association. I am accompanied by Mr. William
Setter, vice chairman of that committee.

I am an attorney and presently employed as tax manager of a
corporation which is a member of the association. The Proprietary
Association is a national trade organization composed of over 100
member companies, small medium, and large, representin across
volume of business-both domestic and foreign-in excess of $1 bi lion
a year. This membership is composed primarily of manufacturers
of trademarked drugs sold over the counter without the necessity of
a prescription$ and olleto preparations.

Today I appear to present the association's views with respect to
I-r.R. 10050 commonly referred to as the Revenue Act of 106,. My
presentation is limited specifically to two sections of this bill, namely,
section 2 dealing with the tax credit for investment in depreciable
machinery and equipment, and section 18 relating to the taxation
to U.S. shareholders of ithe earnings of controlled foreign corpo-
rations.

With your permission, Mr. Chairman, a more detailed technical
statement setting forth our views on all those provisions of the bill
which hove significance to our members will be submitted to your
committee anri-to the Treasury Department at a later date. (The
detailed statement referred to will appear in the last volume of the
Irinted hearing.)

Despite the fact that the enactment of the investment credit would
result in a considerable tax saving to our members we are opposed
to the adoption of this section on several grounds:

1. lie do not believe the credit will-accomplish the purpose for
which it is designed, i.e., to stimulate investment in new machinery
and equipment.

2. The revenue loss will be substantial and can be ill afforded at
the present time.

3. It is an example of discriminatory legislation introducing new
inequities into the tax law.
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STIMULATION OF NEW INVESTMENT NT IN MAHINERY AND EQUIPMENT

The theory of the tax incentive in our opinion is based on the false
promise that business investments are motivated substantially by tax
considerations. In our industry, and we believe it is typical of others,
the decision whether or not to invest in new machinery and equipment
is based primarily on pure business considerations. Tax factors are
at best incidental. Simply stated we are not going to spend $1 just
because the Government jives us 7 cents. In our opinion, meddling
by the Government with sound business judgment is wrong.

Ei*'j.C' ON THEl ItEVHXNUE

At. the present time the Government is faced with large demands on
our economy for national defense, forei gi aid the problem of un-
employment, et cetera. Faced with such demands, it seems only fair to
say that if the budget is balanced it will be most fortunate. No one can
accurately estimate the revenue loss that would ensue for the fiscal
year 1963 in particular nd also for later years if this section is en-
acted. It is recognized that the loss will be substantial with a disas-
trous effect on the budget. Of course, tile revenue loss can be mini-
mized by cutting the credit still further, but this ill trn reduces "in-
centive' -assuming there is one-and (onvirrently its effect, if any, in
stimulating the economy.

DISCRtIMINATORY ASPECTS

1. It favors the large taxpayer with money to spend and (loes not
help the marginal producer. .

2. It favors those industries with heavy investment in machineT
and equipment and provides little or no benefit to other Industries such
as those en a ed in distribution and retail selling.
3. It excludes real property.
What business would really like to see is at reasonable depreciation

allowance under the tax law and an end to the continual controversy
over depreciation that the Internal Revenue Service has fostered ever
since the days of Secretarty Morgenthau.

Periodically, business is castigated for seeking handouts from the
Government. The investment credit has already beei described in
Congress as a subsidy. It is a subsidy which business has not sought
but which business has opposed. We predict that the investment
credit will be called a loophole when its elimination is proposed as a
needed reform or to increase the revenue.

The balance of our statement relates to section 13, dealing with the
taxation to U.S. shareholders of the earnings of controlled foreign
corporations. We are opposed to the enactment of this proviion.
Our main objections may be summarized as follows:

1. It is the apparent purpose of this section to discourage U.S.
business abroad vith the expectation that this will result in more busi-
ness in the United States and a consequent rise in employment here
This result will not follow.

2. The provision would be a "horror" to administer for both tie
Government and the taxpayer.
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XKPORTAnO OF JOBS

This is a subject about which we have heard a great deal.
The association can categorically state that the growth of foreign

business of its members has resulted in more employment in tE
United States. Therefore, the curtailment of such business, which
would result if this section were enacted can only result in unem-
ployment in our industry in the United States. By the very nature
of things, we cannot do business solely through the export medium.
In the fli-st place many of out' products are too heavy and, therefore,.
too expensive to ship; so that we could not meet the price competition
in foreign markets via the export route. Furthermore, there are
problems of tariff, import, currency restrictions, legal requirements,
et cetera, of foreign countries. In substance, we can only meet foreign
competition by doing business abroad. We go abroad for business.
reasons, not fOr tax reasons. We do not manufacture abroad to serve
markets in the United States.

COMPETITIVE) DISADVA NTAOES

I wish Senator Gore were here.
It is our sincere e opinion that if tis section is enacted it would place

us at a severe competitive disadvantage with foreign-owned businesses
operated abroad. Since the administration has admitted that this is.
not an important revenue-producing provision, there appears to be no.
reason for the legislation except. to force U.S. business to withdraw
from foreign operations.

In that connection I would like to depart from my text and use an
illustration which will bring the point, home. Let us assume for
purposes of this illustration that we are doing business in Italy through
an Italian corporation. The Italian tax rate is approximately 80,
percent. The American rate is, as we all know, 52 percent. This 22-
percent differential is a cost item, a very substantial cost item. it
means, in other words, that the Italian corporation owned by Italian,
interests, which pays only 30 percent, can cut us by this 22 percent
and, therefore, put us out of business. It is that simple, in my opinion.

It is particularly diffiult for us to understand the administration's.
position when it has been clearly demonstrated that private American
investment abroad has provided long-term benefits to the United
States, and this business, gentlemen, is business we Otherwise would
not have. We have to go abroad to get that business. We have
reached the markets in the United States to the extent we believe
possible. This is not runaway business or anything like that.

Now I would like next to turn to the technical aspects. It is our
belief that the proposed legislation reresents a radical and unwar-
ranted departure from long.establised legal and tax principles and
no compelling reason has -been advanced by the administration to
warrant such radical steps. It is of doubtful constitutionality and
completely disregards the longstanding legal principle of the separate
corporate entity in that it would tax to the U.S. shareholder undistrib.
uted profits of a controlled foreign corporation$ profits, I may mention,.
we may. never receive. In addition, it Introduces new and unique.
accounting concepts.
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The Treasury has stated that it needs legislation in the field of
foreign operations to ease the burden of its agents in the field. To
quote from Commissioner Caplin:

It is quite obvious that the Service is compelled to devote en(le man-hours
In the application of section 482 In cases Involving foreign subsidiaries.

If Commissioner Caplin is having problems administering existing
law, then the new law will make his task all but impossible.

The foregoing can be graphically illustrated by a reference to some
of the new terms used in section 13 such as the following:

(a) exclusive formulas and processes;
b) substantially developed, created, or produced in the United

States;o) qualified property;
d) qualified trade or business;
e) nonqualifled property:
f) increase in investment in nonqualifled property;

( subpart F income;
foreign base company income:

i net foreign base company income;
j) foreign liaso company sales income; and last but not least,

(k-) almost wholly within.
All of these and other terms are new and therefore information with

respect to them is not available from ordinary finan.ial reords. Hence,
amounts applicable thereto will have to be estimated, computed, or
determined from some "crystal ball."

Further complexities are added to the situation because the provi-
sion taxes the U.S. shareholder on earnings he does not and may not
receive. This requires complex provisions to handle the foreign tax
credit, and adjustments to the basis of the U.S. stockholder of his
stock in the controlled foreign corporation.

Other strange aspects of tlhe bill are:
1. It will encourage industry to do more research abroad in order to

develop its patents, exclusive formulas, and processes abroad.
I might add here, gentlemen, the reason for that is that you tax a

presumed royalty flowing from one of these patents, exclusive for-
mulas, or process, if it is developed in the United States. So, there-
fore, this bill says, in effect, "Gentlemen, why don't you do this work
abroad?"

2. It will encourage the formation of a separate corporation in each
foreign country, thereby reestablishini the importance of national
boundaries at a time when the United States, in conjunction with its
foreign allies, is attempting to eliminate barriers in international
trade.

Under this bill, gentlemen if you had a Panamanian corporation
qualified in Venezuela-and I am talking now about a legitimate busi-
ness corporation operating solely in Venezuela and not one of the
newspaper article corporations which have been so played up-if you
had a corporation organized in Panama qualified in Venezuela, it
would not qualify as a corporation in which you could make an invest-
ment for the purposes of reducing your tax under this bill.

But that same corporation if organized under the laws of Vene-
zuela, would qualify. Therefore, in our opinion, the only answer to
this is to comply with this somewhat ridiculous requirement. You
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would have to reform your corporation in Venezuela and this is not an
unusual situation. In the situation I give you, the corporate form
was adopted for the very simple reason that the laws of Panama are
much easier to deal with than the laws of Venezuela, so far as the
laws of incorporation and formation are concerned. This compares in
the United States to incorporating in Delaware and carrying on busi.
ness exclusively in some other State.

In conclusion, we believe that section 13 will certainly aid employ-
ment in the tax field, Companies will be required to add additional
personnel to handle the new accounting ani legal problems hereby
created. The Government will be required to hire hosts of revenue
agents, and the ranks of the independent accountants and lawyers
will swell from the influx of new business arising out of this provision.

In conclusion, I would like to restate what has already been stated
before; namely, that we are already dealing with a horribly complex
tax law.

I have been a lawyer for 15 years in the practice of tax law, and I
have never seen anything quite the equal of this new bill.

If serious consideration is going to be given to it, gentlemen, I
earnestly suggest for your consideration that it be made part of the
tax reform bill which is going to come out i a few months, accord-
into Treasury releases.
Thank you very much.
The ChAIRIMAN. Thank you, Mr. Kelley. You have made a very

excellent statement.
Senator WILLIAMS. Just one question.
Mr. Kelley, based on your last statement, I understand your reason-

ing is that the facilities of Harvard have already been strained
enough by this administration without putting any further strain
or, it.

Mr. KELLEY. They have, sir.
The CHAIRMAN. the next witness is Mr. E. S. Hall, Hartford, Conn.
M P. Hall, about how long will your statement take?
Mr. HALL. I can read the entire statement in 8 minutes.
The CHTAIRMAN. Eight minutes? All right.

STATEMENT C7 E. S, HALL, SECRETARY, FREEDOM INC.,
FARMINGTON, CONN.

lfr. HALL. My name is E. S. Hall. I am a research engineer and
patent attorney with degrees from Yale and the University of Colo.
rado. I studied economics on a Sheffield graduate scho arship at
Yale.

In 1945 a slight change in our Federal income-tax law, the Internal
Revenue Code-closing the research-and-development-writeoff "loop.
hole"p-caused the licensees under my engine patents to quit their de-
velopments. Taxed out of business, I studied the code.

In the next 7 years I testified many times before the tax committees,
always suggesting that, instead of trying to correct inequities, plug
loopholes, tinker with depreciation, and reform "progressive" rates,
the logical thing to do would be to write a new code. July 2, 1949,
Chairman Doughton of Ways and Means asked me to write the bill.

82190-62-pt. 2- 19
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Freedom, Inc., of Farmington, Conn., was founded in 1050 to develop
the freedom revenue code as a public service.

Freedom, Inc., has outlined what the freedom tax law will do and
how to petition Congress on an IBM card the size of a dividend check.
As secretary of Freedom, Inc., I represent the millions of taxpayers
who are petitioning for enactment of the freedom revenue bill, HR.
6720.

T TNTAX ECONOMIC GROWTH AND OVERBALANCE THE BUDOT

According to Treasury Secretary Dillon, H.R. 10650, the revenue
bill of 1962, incorporates most of the recommendations made in the
President's tax message of April 20, 1961. Thousands of man-hours
and millions of taxpayers' dollars have been and are being spent on
this bill. Is this prodigious effort wasted? I believe it is; and all
because of false ass options, two of which were stated in the Presi.
dent's tax message:

(1) This message recognizes the basic soundness of our tax structure.
(2) Moreover, special provisions (loopholes) have developed. * * * When-

ever one taxpayer is permitted to pay less, someone else must be asked to pay
more. The uniform distribution of the tax burden is thereby disturbed. * * *
Of course, some departures from uintformtity are tecdcd to promote desirable
soelal or economic objectives of overriding Importance whoh can be achieved
tnost effeotircly through the tax, mechanism. [Italics are mine.]

Is our tax structure, the Internal Revenue Code, actually sound?
It gives every one of us a headache, discourages investors, saps private
enterprise, w-arps business decisions, makes honest taxpayers dishonest,
eats up most of the investment capital needed to replace obsolete tools
and start new business (up to 52 percent of profit and up to 91 percent
of dividends), causes unemployment and inflation, stunts our economic
growth, gives aid and comfort to the enemy, costs too mucl to admin-
ister-and costs too mtch to reform. If it were sound, it wouldn't
need reforming. Why is it unsound?

Isn't it because it was written primarily, not to collect revenue but
to promote "desirable" social or economic objectives? Desirable to
whom ? Disciples of Karl Marx? Communists and other Socialists?
What other conclusion is possible when the code imposes confiscatory
double taxes on profits and the "heavy progressive or graduated in-
come tax" advocated in the "Communist M[anifesto" to abolish private
ownership of capital alnd "centralize the tools of production in the
hands of the state"?
H.R. 10650, the 240-page revenue bill of 1962, if enacted, would add

inore pages to the 984-page Internal Revenue Code of 1954; it would
add many more complications to an already overcomplicated and
subversive monstrosit.. Would it modernize our tools, create new
jo~bs, stmpnitte economic growth, spread the tax burden fairly, stop the
osof gold, and improve our balance of payments? It wouldn't even

balance the budget. Estimates of the deficit t'ange up to $9 billion.
What to do? 'Reform "progresslve" rates as proposed in the Baker-

Ilerlong bills? No. Congress is not going to "tnsoak" the Hieh as
long as employees are Iidependent contractors, receiving neither profit
mnor loss and demanding that Conigress soak" the rich.

Yet, the situation is not hopeless. All corn plications and 98 percent
of the 1,224 pages of the Internal Revenue Code and revenue bill of
1962 arise friom two sources: (1) indirect taation, the attempt to tax
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business; and (2) "progressive" taxation, the attempt to "soak" the
rich. A direct and proportional income tax law would have no con-
plications. Written on a few clear pages, it would simply collect the
necessary revenue. We need a new tax code based on this sound tax
principle, a simple tax code designed to collect revenue.

We need the freedom revenue code, H.R. 6720, a simple and sound
alternative to the complicated and unsound Internal Revenue Code, a
law that will:

(1) Let employers hire employees as limited partners and be taxed
as partnerships, withholding a flat percentage tax on all profits,
salaries, wages, and other personal incomes.

(Broadesf tax base, the national income running over $450 billion,
Insures lowest rate: 20 percent yielding $90 billion now; in peace, 10
percent.)

(2) Adjust the tax rate currently to overbalance the budget, grad-
ual y retire the debt, and thus restore and maintain the buying power
of the dollar.

(The high cost of living will come down in the natural way.)
8) Let employers distribute the balance of profit (or the loss), in

cas i dividends declared as usual or in property ownership credited (or
charged if a loss), to employers and employees, the amounts propor-
tional to their respective amounts of money invested and year's pay.

(No "double taxation." Comparisons made from annual reports
show that, stockholder or employee you will get a raise, m1ore net per-
sonal income. The "facts" will find themselves. No exploitation.
No "featherbedding." No strikes. Industrial peace in capitalism.
Dividends on the property ownership acquired by employees reinvest-
ing part of their profit, will care for seniority and retirement in the
natural capitalist manner, better than pensions, better than sejlist"security." Just distribution of ownership of surplus will be always
proportional to existing ownerships; it will cause no cunulati've
chan ge in control.)

(4) Let the needy change from miscellaneous relief to overall
security: cash aid, locally administered, for food, clothing and shelter.
Pa all their medical bills.

(No special taxes. No accounting overhead. Lowest cost.)
(5) Provide for the general use of farm-income insurance, corre-

lated each year by government, to guide production In the free market.
(The high cost of eating will come down.) .
(6) Pay government and other nonprofit employees an incentive

from and in proportion to the billions they save and return to the
Treasury or other source.

SCut spending. Save $7 billion, $160 per family the first year.)
June 2-0, 1961, Treasury Secretary Dllon told tie National Press

Club that inflation falls roughly into two categories: wage-price
inflation; and supply-demand inflation.

Both wage-price and supply-demand "inflation" are misconceptions
arising from the poplar delusion that high prices are inflation; they
are not. Inflation is an increase In money. Wage-price and supply.
demand inflation are not inflation; they are results of inflation. This
is clear from the "equation of exchange," the basic equation of eco-
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nomies which defines price. Here is that equation in its most under-
standable form:

Number of units of money exchanged
Number of units of commdities exchanged average price of commodities.

Whenever Government increases the numerator, money," faster than
business is increasing the denominator, "coimodities,1' the value of
tie ratio, "price," goes up.

Inflation doesn't just happen; it's a crime-grand larceny-the
crime, committed by government. By "deficit spending," Govern-
ment inflates money, steals the value of our dollars, robs us of buying
power, robs old folks, widows, and orphans, and then, hypocritically,
asks labor and business not to raise wages and prices, and proposes
medical care for the aged who, if their savings hadn't been destroyed
by inflation, would gladly take care of themselves.

Congress could solve the inflation problem, now and forever, by
giving us the freedom revenue code, imposing a flat percentage tax on
all profits and.other personal incomes, the riate adjusted currently in
response to price trends, to keep enough revenue coming in to over-
balance the budget, gradually retire tIhe debt, and thus restore and
maintain the buying power of the dollar.

Adjusting the tax rate currently in response to price trends will serve
as an automatic governor on the price level, more positive in action than
adjusting the discount and interest rates. As inflation subsides the
demand for higher wages and "protection. will fade. The same wages
will buy the same or better standard of living year after year. We can
all plan and save with confidence in the future of the dollar, in the
future of our country, in the future of our civilization.

When we hire all employees as limited partners and thus remove the
cause of the class struggle, eace will come to this war-weary world
and fie tax rate can be cut toss than 10 percent.
In the meantime, what shall we do with H. R. 10650, the revenue bill

of 1962? How would it work, if enacted?
Section 2: A 7-percent or an 8-percent tax credit for investment in

new plant? This is just another example of the misuse of the tax
mechanism to promote a desirable economic objective; it has no proper
place in a revenue law. Yet Assistant Secretary Stanley Surrey has
said:

It is intended to be a permanent part of our basic tax law.
Amazing ! First take most of the investment capital needed for eco-

nomic growth by taxing profits up to 52 percent and dividends up to
91 percent, and then add insult to injury by suggesting an 8-percent
investment credit to promote economic growth.

This irrational proposal is the result of working from the false
assumption, incessantly repeated by Mr. Surrey:

We Americans are fortunate that our tax system is fundamentally sound.
As stated above, it is not.
It is amazing, too, that by championing the 8-percent investment

credit, the champion loophole closer should be trying to open another
loophole for a few, whereupon the many would have to be.asked to pay
more.

754



REVENUE ACT OF 102

Better go back to sound tax principles and write a now code. Stop
taxing business out of business. Untax economic growth, not 7 percent,
not 8 percent but 100 percent, and, at the same time, overbalance the
budget with the freedom tax law.

Sections 6, 6, 7, , 11, 12, 18 15, 16, 18, 20, and 21: Close foreign
"tax havens"? T1he very words are an admission that the Internal
Revenue Code with its double and progressive taxes on profits has been
driving U.S. capital abroad. Instead-of t ing to tax foreign profits,
bettor tax profits here only once, as personaI income, with the freedom
revenue code. Every business will be free to operate at home and
abroad without regard to taxes. The United States will become the
top tax haven of them all.

Sections 8, 10, and 17: Mutual savings banks, etc., mutual insurance
companies, cooperatives-instead of trying to "tax the untaxed to re-
lieve the burden on the taxed," better untax the taxed: untax business,
untax enterprise, untax economic growth, untax freedom. Tax only
the taxpayer, the natural person, the one who pays and pays and has
always pa i all taxes. Said Adam Smith in the "Wealth of Nations":

The subjects (not the businesses) of every state ought to contribute toward
the support of government, as nearly as possible, In proportion to their respec-
tive abilities: that Is, in proportion to the Incomes which they respectively enjoy
under the protection of the state.
Under the freedom tax law insurance companies will be taxed the

flat percentage rate on their higher dividend Income, the same as any
other investor. Banks, too, will benefit, yet government will always
collect the necessary revenue by taxing the national income, sum of all
profits salaries .ag es and other personal incomes.

Section 18: -V-tl oding the tax on interest under the code would
cost more than the increased revenue. In general, interest on bonds
should be taxed, but interest on the savings-bank deposits of the peo-
ple is pitifully small; it should never have been taxed at all. Whn
interest is part of business income, only the profit (after deducting
business expense) should be taxed.

Withholding a tax on dividends, under the Internal Revenue Code
as amended by H.R. 10650, would be another costly headache. With-
holding a single flat percentage tax on profits, salaries, and wages,
under the freedom revenue co-de would ge simple and easy for any% , I , ,

business, corporate or not.
Section 8: Deduct lobbying expense? At first glance I assumed this

was an attempt to repeal the clause in section 501 of the code which
denies tax exemptions to organizations like Freedom, Inc., which atre"attempting to influence legislation." This clause abridges the right
of petition, violates the first amendment, yet it is rigidly enforced-to
muzzle the patriotic organizations trying to stop communisin and
other kinds of socialism in the United States.

Section 4: Expense accounts under the freedom revenue code, will
be no concern of government; they will be'a mnttter of. honesty within
the business. Will property owners and personnel permit a few of
themselves to steal from their profits by padding salaries and expense
accounts I- When all' ,oncered--employers, employees, and govern-
ment-have the same interest in high profits, the "switidle sheet" will
be obsolete.
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Section 14: Depreciation arguments aro meaningless in the absence
of allowance for inflation, for improvements made on the property,
and, in the case of real property, for a change, either way, in the value
of the land.

In computing capital gains from the saiq of business or personal
property, the freedom tax law would allow for inflation. Since the
tax would be flat rate, not "progressive," there would be no need to
spread receipts from sale of property over the years to keep from
getting into-higher brackets. The di.3tinction between capital gains
and income would fade when both am' taxed at the same percentage
rate.

When all concerned in business-employers, employees, and govern-
ment-have the same stake in high profits under the freedom tax law,
we can keep depreciation, obsolescence, depletion, expense, and other
accounts as we please and reinvest profits as we please to keep our
machinery and equipment up to date. Government's job in administer-
in g the freedom tax law need consist only in spot-checking with.
hoding of the flat-rate tax on all profits, salaries, wages, and other
personal incomes. Tax experts, in and out of government, can fold
up their books and go home; they can take cash aid under chapter II
of the law, and study for another job: plumbing, automation servic-
ing space electronics-something useful and productive.

dapitalism, the natural free-market business system resulting in
private ownership of businesses, will deliver a decent living to all of us
all of the time, under the freedom revenue code. When employers hire
employees as limited partners and thus remove the cause of the
class strufle, Communists and other Socialists will be left without
a mission, eft with no wage slaves to liberate. We can set an example
of strikeless prosperity in partnership capitalism, expose the folly and
immorality of socialism, show Marxists they are victims of the world's
worst fraud, and challenge them to abandon their mistaken attempt
to socialize the world and join us in the fight for complete economic
freedom, goodwill in industry, and peace on earth.

Paraphrasing President Kennedy, I hope every Member of Congress
who believes in spreading the tax burden fairly and giving every
one of us a raise, and who wvants to untax economic growth mlernize
our tools, create new jobs, achieve full employment, overbalance the
budget, retire the debt, restore the buying power of tie dollar, cut the
high cost of living in the natural way, improve our balance of pay-
ments, and win the cold war will reject the subversive and unsound
revenue bill of 1962, H.R. 166150 and actively support and vote for
the sound and simple freedom tax bill H R. 6720.

Every man a capitalist. Every business a limited partnership.
Every nation a republic with jlust and simple laws. So organized,
we can run our businesses directly instead of by political proxy. Con.
gress will have nothing much to do.

Senator WttIIAMs (presidmig). Thank you.
The committee will stand in adjournment until 10 o'clock tomorrow

morning.
(Whereupon at 15:20 p.m., the committee adjourned, to reconvene

at 10:265 a.m., Thursday, April 5,1962.)
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THURSDAY, APRIL 5, 1962

U.S. SENATE,
CommrrrEE ON FINANCE,

IVaahingtolt, D.C.
The committee met ptursuant to recess, at 10:25 a.m., in room 2221,

New Senate Office Building, Senator Harty F. Byrd (chairman) pre-
siding.

Present: Senators Byrd, Kerr, Anderson, Douglas, Gore, Hartke,
Williams, Bennett, and Morton.

Also present: Elizabeth B. Springer, committee clerk; and Colin
F. Stam and L. M. Woodworth, of the Joint Committee on Inzerinal
Revenue Taxation.

The CHAIRMAN. The committee will come to order.
The first witness is Mr. Johnson McRee, Jr., of Georator Corp.
Mr. McRee, take a seat, sir and proceed.
Mr. MoREE. Thank you, sir.

STATE EMNT OF 1OHNSON MoREE, JR., TREASURER AND
COMPTROLLER, GEORATOR CORP,

Mr. McREE. Good morning, gentlemen.
My name is Johnson McRee, Jr. I am treasurer and comptroller

of the Georator Corp. of Manassas, Va. I am a certified public ac-
countant and was engaged in the practice of public accounting for
many years prior to the assumption of my present position.

I mention this because some of what I will have to say derives
friom my experience in the capacity of business consultant to various
types ofsmall businesses. I am pleased to have the opportunity to
appear before this distinguished committee.

In my study of the legislation before you, H.R. 10650, I can find
little to commend any of it, and nothing to commend all of it.

When I try to relate what I see in this bill, to what I heard Secre-
tary Dillon say in his statement before you on Monday, I get the feel-
ing that we must not be thinking or talking about the same thing. I
certainly agree with the Secretary about the connection between tax
policy and economic growth.

I must take the position however, that those persons responsible for
the everyday operation oi the varied business enterprises in this Na-
tion are in a far better position to provide such growth if the Gov-
ernment and its many regulator.y bodies would refrain from tamper.
ing with the economy and would control its spending so there could
be net tax reduction.
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I understand that it is beholden upon Secretary Dillon to sell this
legislation, plus amendments which I assume were primarily the prod.
ut of the Treasury Department minds.

As for me, I just help run an American business and my Job in ap-
pearing here today is to express to you my views from this background
and from the experience " have gained as a business consultant to
small business enterprises.

I have not appraised this legislation solely from its dollars and
cents effect on my company or companies known to me. I believe that
what is good for the economy as a whole would be good for my com-
pany, and it is from this basis that I have made my appraisa).

As a general matter, my study of H.F. 10050 gives me no reason
to believe that it would make a total net contribution to the well.
being of our economy.

To carry the point further, I am unable to comprehend how such
legislation couldbe viewed as a job creator.

It seems to me that under our system any now creation must
emanate from increased capital. I don't believe anything new evolves
from squeezing the air from one end of a balloon to the other.

The Secretary has placed his case in regard to economic growth and
job creation on what lhe terms the "stimulative effects" of a tax credit
for investment. In my opinion, the case he has made is somewhat
strained, as compared with other forms of tax reduction.

There are two particular effects of such a gimmick that I regard as
definitely detrimental.

First, it is a subsidy and I am opposed to subsidies to business, or
to anyone else for that matter. Please, gentlemen, don't lavish upon
us, American business, the type of paternal affection which has ieen
given to American agriculture.

Second. this entire bill contains provisions which would tend to
vastly increase the already overabundant control of business by a
tarantitlan Government bureaucracy.

Gentlemen, I believe that American business, if left to its own
destiny and given relief from oppressive taxation, will resume its
leadership under a free enterprise system in maintaining the United
States as the world's No. 1 power. This cannot be done as we drift
to socialism, or welfare statism, or centralism. It must be done uider
free capitalism.

It seems to me that the only effective way to provide the American
economy with a proper tax structure is through a downward revision
of the income tax rates.

We should now have enough history behind us to show clearly that
the graduated income tax With its current confiscatory rates cannot
help but stunt economic growth. We should also know by now that
no amount of Government spending can do anything to offset this
effect-but only to accentuate it.

fy company is a growing company. We are prospering because we
offer a productwhich is welcomed in'the marketplace. W6e could-meet
this demand far more quickly if we wete allowed to invest the money
we earned in expansion and in improving our product even further.

I believe that our judgment based on experience in operating our
business is much better for our purposes in such expansion and im.
provement than that of the Government in offering us a credit for any
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particular machinery and/or equipment investment-so if you will
relieve us insofar as is practicable by reduction in the corporate rate,
we could, forl our part, do far more for the American economy than
through use of an investment credit.

I believe you will find this to be the case with any and all virile
American businesses.

Businesses which are able to help the economy grow do not need
subsidies, and businesses which need subsidies are rarely capable of
strong economic growth.

In evaluating the administration's program in the travel and enter-
tainment expense area, I am hit again ith the inevitable conclusion
that the Government considers itself Robin Hood.

Now, gentlemen Robin Hood as a folk hero has always appealed
to me, but he would not appeal to me either as a corporate executive
or a government administrator. He was in fact, an outlaw.

We are constantly confronted with the cry that our neighbor is
not paying his fair share of taxes, and we must do something about
it. I have never yet known of any direct benefit I have received by
the Government gleening more shekels from my neighbor's pocket.

It would be nice if we could pass laws against dishonest or immoral
people, but I am afraid the 19th amendment showed us the folly of
such practice. In regard to loophole closing in our tax structure, I
would liken the tax laws to a flshnet-when one hole is closed another
widens.

On the practical side, I believe that honest businessmen spend for
travel and entertainment only that which is ordinary and necessary
in the operation of their own businesses. These expenditures differ
widely with different business enterprises and with different situa-
tions, and I don't believe any attempt, including those in this bill,
to generalize in this area can be successful as tax law.

I believe the concept of reasonableness as embodied in the Cohan
rule and as applied to situations as they arise comes far closer to in-
dividual correct answers. Let's gear our tax program to the honest
taxpayer and our enforcement of this program to the dishonest one.

I want to comment briefly on the withholding provision in this bill.
First I remain convinced that the withhol ing of tax from any

individual, corporation, or other entity before any proof of the final
owing of such tax by such entity is basically and morally wrong and
very probably unconstitutional.

Because expediency caused us to disregard individual property
rights of wage earners sometime in the past does not, in my judgment,
give us the r1 ht to further infringe on the property riglhts of these
and other individuals with regard to their interest and dividends.

Here again we are told that vast sums are escaping taxation in
this area. I have studied the figures compiled by the Treasury and
I am left with the impression that such flures are primarily devised
for selling withholding on interest and divfends.

Those persons who are escaping taxation fraudulently will find
another way to do so. They will convert their investments wherever
practical to those which are not covered under the present proposal.

On top of this, the Government is asking for more money to
administer such a proposal and yet placing the major burden of
collection upon segments of private enterprise.
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Under H.R. 10650 gain on the disposition of depreociable personal
property and certain other property which is eligible for the invest-
ment credit will be treated as ordinary income to the extent of de-
preciation taken for taxable years beginning after December 81, 1961.

On its face this appears equitable to the casual observer.
However, depreciation taken on property which is a capital asset

of a business is unquestionably an ordinary business expense for the
period to which it is charged.

Further, when such an asset is disposed of at some later date, as
being no longer useful as a fixed asset, this is a capital transaction and
should be taxed as such.

Therefore, if we maintain that capital gains treatment apply to
capital transactions as spelled out In our tax laws (and I think we
slhoulid definitely retain that intention) such a transaction should be
taxed as capital gains.

As to the Treasury recommendation tlit this provision be extended
to cover real property, we find not only this same factor in evidence
but a large inflation factor p'esn)t in many real property values.

This provision asks that we tax this inflation as ordinary income.
The changes embodied in this bill with reference to foreign income

and investment are many and varied. My experience in this field is
limited, so my comment consequently will be limited.

But after studying the various sections in this area, I an confronted
with the conclusion that the stated purpose could be realized in a much
simpler fashion.

If we wish to place American business in a proper competitive )OSI-
tion with foreign business, then a reduction of rates upon overall in-
come would be a far more direct and effective approach. Again, I
see more problems being created in the name of solving others.

Even if we could say that the net revenue gain or loss from the
enactment of H.R. 1066-0 would be $0 (and I believe this would be the
best we can say in this respect), the American public has certainly
lost to the extent of the increased Government cost of administering
such a program as well as the additional cost upon the pocketbook of
American business.

Throughout, this bill and the additional recommendations made to
you by Secretary Dillon on Monday, I detect a distinct feeling that
those people in the Treasury Department who authored the legisla-
tion are convinced that they and their counterparts in other parts of
our bureaucracy are far more capable of the management of American
business through taxation and the regulations thereon than are those
persons responsible for the management of individual businesses.

Further, when I reflect on the administrative intricacies evident in
this legislation, these authors apparently just. want Congress to pass
tax legislation and then leave the administration and regulation of
the business economy in the hands of the Internal Revenue Service
and other administrative agencies. .

In effect it seems to me that the administration is saying to the
Congress that it should disregard its own experience, wisdom and
integrity in the enactment of tax laws and substitute therefor the
judgment of its tax control enthusiasts,.

Over recent years, I have read and listened to many of the ideas of
such people and it is apparent that these ideas are substantially aca-
demic and all too ra rely born of practical experience.
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Their belief seems to be that if they can call the tune on rearrange-
ment of tax liabilities, the overall tax burden will no longer be a bur-
den on the economy.

Moreover, it seems never to occur to these people that thfe best way
to deal with the tax problem in the American economy is to reduce
the overall burden of taxation.

As you know, such a reduction in burden could he achieved simply
by stailizing the level of Federal spending, and returning to the pm-
viato economy the natural increase in revenue resulting from economic
growth.

Such a return, with emphasis on relief where taxes are most de-
structive as regards capital formation, would mean greater growth in
the economy, and in a short time even more revenues.

This, in my view, is the way to enlarge the tax base, not by at-
tempting a rearrangement of taxes which at the best might have little
effect, as regards capital formation, and at the worst could oven add
to the total tax burden in this respect.

When a business has a problem, and one course of action after
analysis and study does not prove out, we immediately turn our minds
to other possible courses. The Federal Goveniment has created its
own problem of too much spending, and unwise, restrictive rates of
tax. It is clear to me at least that the program set forth in H.R.
10050, or any repetitions of this kind of a program, will not solve the
problem. I

Accordingly, it seems to me that this committee and the Congress
must turn to the consideration of other courses of action which will
reduce the drag on the private economy caused by the Federal tax
structure.

As you know, such a tax program has been sponsored by Represent-
atives Herlong and Baker of tfie House Ways and Means Committee
(and this program also has been introduced in the record of these
hearings, for purposes of discussion by Senator Carlson). I urge
with deep conviction your most serious consideration of the course
of action set forth therein.

As you might guess, I follow your chairman, the distingnished
Senator from Virginia, i his stanch advocacy of economy in the
Federl operation. I believe if his views had been followed in the
councils of government since World War Ii and before, our economy
today would[be on a much stronger and more dynamic basis# we would
have no problem of recurring deficits; and our position ;I economic
leadership prestige and strength in the world would be such that we
could laugh at the Communists in this respect.

It is my view that we can no longer expect real economy in Federal
operations by using threats of the results of inflation, however sound
Ibelieve such arguments to be.

To force economy it seems to me that we must offer the public
something which in total is more attractive than continuous increase
in public spending, I believe that the program of reform of tax
rates and methods, embodied in the Herlong-Baker bills, holds this
attraction.

It is readily demonstrable that such an approach to taxation can
be accurately and faithfully associated with all of the objectives whih
the public regards as important today, including:
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Greater economic growth. .
More jobs and better jobs to the point of eliminating excessive

chronic unemployment, and providing solid work opportunities for
the young people who come out of our schools and colleges each year.

Greater productivity of the economy, which would reduce inflation-
ary pressures.

An enlarged industrial base to rovide greater flexibility in military
preparedness over the years ahea

Restoring the natural eoinipetitive strength of the American free
economy, which is so necessary if we are to meet, the challenge of the
European common market as' well as ti Coimmunist hid for world
economic leadership.

Fiscal integrity: One point of which I am sure is that if Congress
would enact this kind of a program, it would find tremendous re-
sponse and support from many diverse groups in America, includ-
ing the public press.
I hope that these hearings will serve to demonstrate that there is

no reason for pessimism about the future of America, if the Congress
will lead the way in reducing the dependence of our citizens on Fed-
eral spending, and encouraging the independence and expansion of
human well being which would come by releasing substantial amounts
of capital from taxation.
Ti CHIRMAN.. Mi'. lee, I want to (ongratulate you on a very

fine statement. You lhnve dealt with fundamental principles thdt
are very important for us to discuss and attempt to follow.

I thik what you have said represents the philosophy of a large
majority of the V"irginia people.

I thank you very much for your presentation.
Senator l(err ?
Senator KPrxR. I want. to tell-Mr. Mcee is it?
Mr. MCRr... Yes. sir.
Senator KERR. That I think lie has made a very fine statement. I

would like to ask a question or two about. it if I may.
You say you are I reasurer and comptroller of the Georator Corp?
MfrP. McRPE. That is right, sir.
Senator KERR. May i inquire the type of business of your

corporation?
Mr. McRr. We manufacture generators and frequency converters,

alternators.
Senator KmR. Generators for what?
Mr. MoREE. Generation of electricity, small- and medium-sized

variety.
Senator i-mn. For what market?
Mr. MC.REn. Well, we have a larre market. I guess the electronics

industry, and certain oil well drilling operations. This would berather extensive-we don't make the large'power trnsmformers, those
kinds. We make small ones. Ours is a permanent-magnet-type
generator which Ias no brushes. For that reason-

Senator KERR. Is it a machine for use of small, that is, for those
who require standby or small amounts of electric power?

Mr. MCRFE. Not primarily. We make such a nachifne, but ours
are for use in areas where dependence and reliability is extremely
important..
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Senator Kt:iu, I wonder if-is the word spelled correctly,
G-e-o-r--to-i' ?

Mr. MoRn. That is right.
Senator KHin. In other words, it means the same as if there were an

"n" in the word.
Mr. McRE, That is right, it would be wonderful if we could-con-

vert the name.
Senator KE. No; I am just trying to, understand the type of

your business.
Mr. M.1i ex. That is ri gt.
The actual name is "Georator," and also, one of our subsidiary

corporations manufactures geological instruments and so the two
were kind of put together originally,

Senator KEjit. On the second page of your prepared statement in
the next to the last paragraph you say it must 66 done under freecapitalism.

c wonder if you would define that term to me as you understand
it.

Mr. MoRiq. Well, I believe free ca italism is the system of free
enterprise which allows business and inividuals to operate in an area
in which supply and demand are allowed to control.

Now, in making a general statement. of this kind, there are certain
areas which you and I both know that the Government is the only
instrumentality which can step in. But by and large, I believe that
the free enterprise, free capitalist system, means that we have the
freedom to operate in the marketplace and be bound only by the laws
of supply and demand.

Senator KR.nR. What percentaige of the business identities in our
economy do you think operate in an environment controlled solely
by the laws of supply and demand.

Mr. MCREE. I wouldn't know how to arrive at such a percentage.
I would think it was a little too low.

Senator Kmn. Well, for instance, of course the largest business in
the Nation is agriculture. I guess the second largest business is the
electric power business, either the third or fourth largest business
is transportation.

Do you think any one of those three operate in an environment
Controlled solely by the laws of supply and demand.
Mr. McREE. Not altogether . Certainly agriculture does not.
Senator KErm. Well the other two are completely reIulated.
Mr. McRIa. Well, tie public utilities, of course, fall into an area of-

natural monopoly, and-
Senator Kium. You and I couldn't start a power company and

serve Richmond, Va, could weI
Mr. MoREE. No; I am afraid not, Vepco might have some objec-

tion to that.
Senator Krmw. You and I couldn't start a truckline from here to

Richmond on the basis of free private enterprise, could we?
Mr. MoRro. No; we couldn't. Whether that regulaton-
Senator Kuim. I was just trying to find out whlat percentage of

the entire economy finances one of tho great segments of our economy.
You and I couldn't start a bank down at RIchmond if we wanted
to, could we, just on the basis of free private competitive enterprise?
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Mr. McRm. No; but I would think that at a hearing before the
State corporation commission if we could present our cam for the
need of such a bank in the area we could start one.

Senator KR. Well, that would be, though, somebody else's de-
cision. It couldn't be accomplished on mine and your decision.

Mr. MoREE. That is true. Bear in mind when I said what free
capitalism was I said insofar as it is possible and practicable under
the laws of supply and demand.

Senator ICERR. Well, with the limitation of insofar as it is prac-
ticable and possible, there would be no disagreement between us. If
there were any disagreement it would be in the application of the
term.

Now when did your company start, Mr. McRee ?
Mr. Mol(x. About 111/2 years ago, as a corporation.
Senator KmR. Has it been successful in its operations?
Mr. MoREE. Yes. Although it went through a period in its very

beginning when it had to-
Senator KEiRn. Establish itself?
Mr. MoREP (continuing). Establish itself in business.
Senator KERn. It has prospered then under the system of grad-

uated income taxes that we have ?
Mr. MoRiE. We would have done better without it.
Senator KERR. Well, I would agree with that conditionally if the

economy we have, which we recognize is stimulated by the manner,
the areas, the places in which Government funds are spent could he
provided to us without any taxation and, therefore, if we could have
the benefit of the purchasing power available in part by reason of the
operation of certain taxes and certain Government controls, and still
not have to pay any taxes ourselves, we would be a lot better off.

But we think we have tile environment we have in the absence of
the Government programs ihat we have.

Mr. MCREE. Well, I believe that if the tax money which is derived
from American business, were left with business, by and large, we
would find that that money would be reinvested in either new equip-
ment or in expansion of the business in'some other manner so as
to create more employment and that stimulus, I believe, would more
than offset that which is provided by Government spending.

I don't see how we get anywhere by sending money to Washington
and having it returned to us. Something happens to it in between.

Senator KERR. I must say you are talking about a matter in which
you are keenly interested and I am impressed by what you have said.

For instance though. in analyzing my own State, I am aware of
the fact int total agricultural and industrial income in Oklahoma
in 1932 was less than or in the neighborhood of a quarter of a billion
dollars. The situation was pretty tight. I don't know how it was
in Virginia.

Today there is a good deal more than that being spent in Oklahoma
by the recipients of social security and assistance.

Now, aside from the merits or demerits of the program, those items
alone provide more purchasing power in Oklahoma on which Okla-
homa business is able to exist than the entire industrial and agricul-
tural income of the State in 1932.
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I take it that it is rather basic that no company can increase its
productivity profitably beyond the point. where it has a market for
Ihat it produces.

Mr. McRPn. I think that is corrt.
Senator KEeR. In other words, tfiere has to be purchasing power for

any product for the producer of that to do wellin producing it and
marketing it.

Mr. MaRFi*,. Well Senator, where did this money which you say
was received by Oklahomans--where did it come from in the fli-stplacel

Senator Kvnn. I am sure it is a well-known fact that social security
comes from the social security trust fund which is derived from a tax
on both employers and employees, and that assistance comes from No.
1, in Oklnhoma, the proceeds of it sales tax which was enacted by a
vote of the people, and No. 2, by matching funds from the Federal
Government which comes from the generic revenues fund which is
secured from the tax structure of the country.

Mfr. MCRErE. So, in other words, the money was originally gotten
from other people somewhere.

I noticed you mentioned the trust fund for social security. I wasn't
aware thore was such a thing. I am sure the Senator doesn't mean-
Pxeise me.

By trist fund I mean a fund established and operated on an
actuarial basis, whereby rceipts into such fund would be retained by
it, and not used to finance any current. Government expenditures ex-
cept present and future social security payments. To invest fund
receipts in Government, securities seems to me to be tantamount to
financing current Government expenditures and consequently voids
the normal trust fund term of reference in this respect.

I don't believe I made this position entirely clear to Senator Kerr
and hence our apparent disagreement as to fact..

Senator Kamlt. You didn't know that the social security tax is paid
into a trust fund and held for payment of existing and future clafms0

Mr. MoRr. Senator I don't believe it is. My-impression is that it
comes from the general revenues of the Government and the benefits
were paid out of total revenues-I could be mistaken.

Senator KnRR. That is an error. And I am sure you are glad to
have the accurate information.

Mr. McREE. If that is the case. I certainly am, sir.
Senator KERR. Well, again, I want to tell you that I appreciated

your statement and was quite interested in your viewpoint.
Mr. McR EE. Thank you, sir.
The CHATI'MAN. Senator Bennett?
Senator BENNrr. Mr. MRee-
Senator K:nn. Pardon me, I do want to say I share your admiration

for our chairman.
Mr. MoREE.. Thank you, sir.
Senator BNNmrr. go do we all on this committee.
Mr. Mclee, are you here saying to the committee that all of the

)arts of this tax bill, all of the proposals in the bill should b rejected
Tiat the whole package should bekilled by this committee?

Mr. McRF.. Yes, sir; as a package. That doesn't mean that there
aren't certain areas in this bill which I think perhaps by themselves
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or with some amendment could be good legislation. But I believe that
to be the minority sections.

Senator B.N.N'rr. You believe we should not impose any tax on the
savings and loans associations or the mutual savings banks?

Mr. MoRz. In that area, I don't believe that particular provision
quite hits the point that is necessary.

I don't believe, as you state, that we should not impose such taxes.
I think some revision in that area is necessary.

Senator BENNEwr. Well, if we kill the bill completely these particu-
lar groups will go without taxation for all practical purposes as they
have in the past.

Mr. MoaER . Well, it is my understanding that the administration
is desirous that the bill be retained as a package together with its rec-
ommended provisions.

Senator Bzx rr. There never has been a bill that has come before
this committee that has been retained as a package without change no
matter who sponsored it,

,Ir. C RfEE. I am glad of that.
Senator BE.Nmxr. And the function of the committee is to analyze

the bill, to amend it, to add to it or take from it. I am just curious to
find out whether you believe that all of the material in this bill should
be rejected out of hand?

Mr. MCREE. Not individually taken.
Senator BENxzvr. And not considered separately and each section

checked on its merits.
Mr. MoREE. I think that would be proper.
Senator BmmTr. So you are changing your general position. You

think we should consider all these separate provisions and act on
each oneI

M r. MoREE. Well, my general statement was based on the state-
ment made by Secretary Dillon that they preferred to have this bill
as a package, including the amendments as suggested by him.

Now, the only way I knew to oppose this bill was to state tlt, as
I did, I see nothing to recommend all of it, and little to recommend
any of it.

Senator BEINNETT. What you are saying is if we are required to con-
sider it only as a package we should reject it.

M r. M6RF.E. I think that is correct.
Senator BmNNEm-. But if we are given the opportunity we always

have with every other bill, to write it, change it, as we think neces-
sary you think there may still be parts of the'bill that should be
retained?

Mr. MoRFE. I think that is correct if such sections be properly
amended, sir.

Senator BExvrmr. That is all, Mr. Chairman.
The CHAIRMA. Thank you very much.
Senator Douglas?
Senator DOUOLAS. Mr. MeRee-
Mr, McREE. Yes, sir.
Senator DOUGLAS. Would you look at your statementI
I take it that you are opposed to all forms of withholding of taxes?
Mr. McR E. As a matter of principle, I would say so; yes, sir.
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Senator DOUGLAS. Then you would favor the repeal of the law for
withholding ol wages and salaries?

Mr. McREE. Insofar as that could be done practically-I don't think
you could do that all of a sudden.Senator DoUGLAs. But I mean as a matter of principle you would
favor that?
M r. MCREE. Yes, sir; I would.
Senator DOUGLAS. How much loss of revenue do you think this

wotld bring to the Government?
Mr. McfEl. Well, as I say as a mn atter of practice, I think that

would obviously have to be taken into consideration. We have
this--

Senator DOUGLAS. I mean how much revenue do you think would be
lost by the Treasury?

M r. MCREE. I don't know.
Senator DOUOLAS. Many billions of dollars probably?
Mr. M11ar.E. Perhaps. "But this doesn't alter the principle.
Senator DOUOLAS. Do you know the estimates of the Bureau of

Internal Revenue that between $8 billion and $4 billion out of the $15
billion received in dividends and interest is not reported and hence
escapes taxation ?

Mr. MeREs:. I find it, hard to determine how they arrived at such
information. If they knew this money was escaping taxation it seems
to me it would be beholden upon them to try to collect it.

Senittor I)oVoLrAs. It is somewhat diffcult to trace down the items.
Mr. MCIREE. I understand that. I realize there are areas of dif-

flculty.
Se .ator DOUGLAS. The Treasury determines the total amount by

checking tax returns against the dividend payments of corporations,
which are a matter of record, and the interest payments, as those are
matters of public record, and the amounts states on the income tax
returns for the recipients are a matter of public record, and when they
subtract the second from the first, they get somewhere between $3
billion and $4 billion unaccounted for.

In fact, I think it may be $3 or $4 billion. I think that is an
estimate.
3fr. McR E. That is by use of the forms 1099 as contrasted with the

individual forms?
Senator DOvULAS. On the last set of returns.
Mr. McREF.. WVell, of course I am not in a position to judge how

munch it. would cost to go after those people, but with machine account.
ing in the stage of development it apparently is and I understand the
Tnernal Revenue is contemplating going to machine accounting,
matching these records would not be too d fflcult under those circum-
stances.

Senator DOUGLAS. It would certainly add to the administrative
work, matching names against names.
But now Congress is sometimes accused of following purely expe-

dient considerations. It has been my observation of my colleagues
that they try to follow principle, and I take it you feel that as a
matter of principle ire should not withhold income taxes on wages
and salaries.

,M[r. McR RE. As a matter of principle; yes, sir.
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Senator DOUGLAS. So you would favor the elimination of this
requirement over the course of the next, say, 2 or 3 years?

Mr. McRF.E. Well, it would depend on how many years it could be
done practically. You couldn't bankrupt the Government; that is,
if it is not already bankrupt.

Senator Douois. It is it principle; if you can trust individuals,
shouldn't you do it?

Mr. McRF,. As a matter of principle; yes, sir.
Senator DOUGLAS. Now, you have this sentence:
Further, when such an asset Is disposed of at some later date, as being no

longer useful as a fixed asset, this Is a capital transaction and should be taxed
as such.

I was a little dubious about the meaning of this. Suppose it is
sold at an appreciably lower price than that at which it was pur-
chased. Should this be taken noti as a capital gain but as a capital
loss?

Mr. McREE. Well, there are provisions in the code which allow
section 1231 treatment where it could be taken as a ordinary loss.

Senator DouolAs. And, therefore, charged off against, used as a
deduction against future gains or past gains?

Mr. MeRE,,. That is right.
Senator DouLAs. Suppose that the an1ount Of (le)reciat ion which

the taxpayer has already taken, plus the amount of the loss, exceeds
the original cost of capital assets?

In this way there has been a capital gain, hasn't there?
Mr. McRlm,. I don't believe-I don't see how the amount of depre-

ciation plus the loss could exceed the total cost of the original.
Senator DouoLAs. Well, suppose the cost of the equipment is

$50,000, the full $50,000 has been charged off as a depreciation account.
It's been sold for $10,000. The capital loss is $40,000, and then the
capital loss can be used as a credit to reduce the capital gains in other
years, so that, in effect, you get $90,000 for a $50,000 asset, isn't that
trle?

Mr. McRE. I believe that in the sale of a fully depreciated asset
for $10,000 you have to go back to cost so that the depreciated cost
in that case would be zero and you would have a $10,000 capital gain.
You couldn't have a loss.

Senator DOUGLAS. Suippose under the accelerated depreciation, the
full capital value has already been charged off or let us say $40,000
of it has been charged off, and then the $40,000 loss is carried over so
an $80,000 credit has been taken on a $50,000 asset.

Mr. McR&p. I am afraid I don't follow, Senator.
In reporting tle sale of a fixed asset. you mtst reduce the original

basis of such an asset by any depreciation that has been taken.
Senator DoroLiS. Well, that is what I was trvini to find out. You

say that when such an asset is disposed of at somelater date as being
no longer useful as a fixed asset this is a transaction which should
be taxed as such, and I asked you if there was a loss on the transaction
that that should be credited f I understood you to say it should be
regarded as a loss and could be applied to other gains either in the
present, the past, or the future.

Mfr. MOIE&E. That is a tax loss.
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What I have reference to here is that under the proposed bill, if I
purchase a fixed asset for $10,000 and I have depreciated that asset,
sity, half, by $5,000, some years later I sell such an asset, that is no
longer useful to me, and I soil it for $1.2,000.

Senator Douous. Wait a minute, this is a capital gain.
Mr. MoREE. This is a gain.
Senator Dovo,~s. No, I am speaking of where there is a capital loss

resulting from the sale. That was my question, when there was a
capital loss.

My question is really this: Whether the amount of the capital loss,
plus the amount of the depreciation should be credited in excess of the
cost of the original, of the original cost of the asset, that is really my
question.

Mr. McIry. Oh, no, no, I don't think I could--I don't think I or
anyone else contemplate that.

Senator Dovot.s. So if you say the full depreciation hat; already
been taken and if there is a loss in the sale that should not be added
and credited.

Mr. McR %. You are referring now to a loss based on the original
purchase price without considering depreciation taken at all.

Senator Douo,Ah. That is correct.
Mr. McRiF. No, of course not.
Senator DouoLAs. Well, I am very glad we cleared that point up.
In other words, you don't want more than 100 percent credit.
Mr. McR . No, I don't believe so.
Senator Dovor,As. And this should apply in the field of real estate

as well as in the field of machinery?
Mr. McRlz. I think that is right.
Senator DovoLAS. Buildings-well, you have gone very far in sup-

porting the proposal of the administration really in this respect so
far as real depreciable estate is concerned.

Mr. MeREE. I don't think that is quite the case. But I stand to
be corrected.

Senator Douoas. Now, you speak of the need to effect economies in
our Government. I agree with that. There are some difficulties
in finding economies upon which people will agree.

The Senator fro AMinnesota remarked the other day that nobody
is in favor of any specific tax. They all want to be exempt as far as
individual taxes are concerned, and everybody is in favor of some
particular expenditure. So that in the appropriating and taxing
process there is a built-in bias for expenditures and to cut down
revenues.

I would like some help as to where we can make these economies.
There are about $55 billion in expenditures as I understand it which go
for national defense.

Would you reduce national defense from below the present figure
of two and three-quarter million troops under arms I
Mr, MOREE, I believe there are areas in the national defense that

could be reduced. I am not in position to evaluate each of those areas
this morning.

Senator DOuOLAS. Could you mention some of them I
Mr. McRE.. There are certainly excesses in the Armed Forces

administration.
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Whether or not-no I don't know of any specific instances right
offhand. I am sure if i had time, I could-

Senator Doro.As. I worked very hard at this but T think there are,
and I want to say I think the present Secretary of Defense is moving
in a most intelligent fashion to reduce this and I think the record will
show that he has already saved in the Iast year some $400 million in
the handling of purchases and supplies anbd it is my belief if he is
allowed to, as I hope he will be, he will save several millions in the
coming year.

I think he deserves a great deal of credit and as the evidence defl-
nitely opens on this point I hope you will look at it and if you think
of further economies or suggest them, if you approve what you are
doing you should support him.

Mr. 'MoR. I might say that I share your respect for Secretary
MfeNamara.

Senator DOUGLAS. Now, another big item expense is the interest on
the public debt which comes to about. 91/ billion.

Some of us have been trying to reduce the interest rate by Federal
Reserve operations and competitive bidding on long term bonds and
so forth.

Do you have sugstions on how to reduce the interest charges?
Mr. McR.. 1 erl, I would say this: It would appear that with-

holding on interest would apply, of course, to Government bonds, as
I understand it; and people would be getting less yield insofar as
such bonds are concerned-if this money, 20 percent of it, is witheld
from interest received by them.

Senator Douor.is. But may I correct you on this point. The with-
holding provision does not add any taxes. It merely provides for
the more efficient collection of taxes already owed. I think this should
be kept in mind.

Mr. McR . Well, that is true, sir, except that you don't know
whether they are already owed at the time you collect them do you?
I mean there are certain individuals who wll be withheld #rom who
will, in fact not owe those taxes.

Senator DoUoLs. You mean there may be overwithholding?
Mr. McREE. That's correct.
Senator DouoLAs. The bill provides for quarterly refunding of

overwithholdings as compared to the annual repayment of overwith-
holdings in the case of wages and salaries so the recipients of interest
and dividends get a better break than the recipients of wages and
salaries do now.

Mfr. McRr%. That is true, but, of course, it would cost the Govern-
ment more money to do this.

Senator DoUGLAs. Would you prefer annual withholding rather
than quarterly 1 ?

Mr. McRr.E. I don't favor any, ir.
Senator DOUGLAS. I know, but if we do have it would you favor

annual returns rather than quarterly returnst It would simplifythings very much.Mr. MoRF. It would simplify things but it would also mean the

Government was using people's money longer---
Senator DOUGLAS. Would you then favor refunding overwithhold-

ings on wages and salaries quarterly I I
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Mr. NMcRFE. No, we already have the annual refunding on wages
and salaries withheld from people.

Senator DOUGLAS. WVell, shouldn't there be equility of treatment
as between wages and salaries on the one hand and dividends and in-
terest on the other ?

Mr. M1"cREE. I would say there is something to say for that.
Senator DovLAS. Yes.
Will you put both on a quarterly basis or both on an annual basis?
You don't want them heads I win and tails you lose?
Mr. McRER, No, I don't, but I would prefer not to have then with-

held at all.
Senator DoUoLs. Why don't you suggest that we eliminate with-

holding on wages and salaries?
Mr. MCRE. I am suggesting in that regard that I am opposed to

such a thing in principle..
Senator DOUGLAs. In principle?
Mr. MCREE. As soon ati it is practical in-
Senator DOUGLAS. If you are in favor of the principle why not do

it in practice?
Mr. MoREE. But we have to take into consideration possible losses

of revenue by too sudden a reversal of present practice.
Senator DOUGLAS. Why don't we take into consideration losses of

revenues in income and dividends? They are talking about $600 mil-
lion a year at a minimum and may go as high as a billion.

Don't vou think that we should consider that?
Mr. MoREE.. We have an Internal Revenue Service which is em-

powered to collect that tax.
Senator DOvoLAS. Why not let the Internal Revenue Service collect

.the taxes on wages and salaries instead of withholding at the source,
let them do it. Why is it that- . .

Mr. MfcRE. I think vou are coming around to m1 way of thiking.
Senator DOUGLAS. l1'hy is it wrong with the Internal Revenue

Bureau in the case of dividends and interest, but you don't think so in
the case of wages and salaries?

Mr. MOREE. I have stated I don't believe in withholding in any
form.

Senator DOUGLAS. All right. Let's eliminate the withholding tax
on wages and salaries.

Mr. WfcRm. All ri ht.
Senator DoUors. I think you will lose some billions of dollars in

revenue in this system, or lack of system, but if there is a priciple
involved I suppose that should be considered.

Another source of Government expenditure is $5 billion for vet-
erans' benefts, would you reduce those I

Mr. Mc'E. I think certain veterans' benefits could certainly be
reduced; I long have felt that.

SenatorDOVOLAS. Such as?
Mr. MoREz. Such as subsidies in the nature of berteflts which do

not come in the class of giving them an opportunity only. Now, I am
a veteran and I felt that, after World War Ii, perLaps we were
entitled to the opportunity to those things which we mse because
of war service. Hut I don't. believe that we were entitled to be given
things because of the fact that we were veterans.
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Senator DOuGLAs. Not even for disabled veterans?
Mr. MoR : . A disabled veteran is something else entirely. I think

he is entitled to those emoluments which are necessary for his well-
bein, particularly if his disability-his disablementr-came from war
s ervice.

Senator DoucLAs. What about medical and hospital care?
Mr. McRms. In the case of disabled, sir.
Senator DOuGLAs. But not in the case of nonservice connected.
Mr. McRhx. That is right.
Senator DoveLAs. You would eliminate hospital care for the non-

service.connected veterans?
Mr. McRFF,. I believe so.
Senator DOUGLAs. You think the American public would follow

you on that?
Mr. McRE. I think a substantial number of them would.
Senator DouGLAs. Do you have a percentage figure which you could

apply to the word "substantial "
Mr. MoRpE. No, sir; I don't.
Senator DOUOLAs. Doyou think it would be a majority?
Mr. Mc]Rr,. I believe it would be a majority.
Senator DoIuOLAs. You think it would be a majority I
Mr. McIRFE. I don't believe that the average American citizen wants

something for nothing.
Senator DOUoLAS. No; but these veterans have served their country,

are ill, and ay they haven't money enough to pay the hospital and
surgical costs of their disabilities even though thoso are not service
connected.

Mr. MoRpm This is true; but aren't there many citizens in this
country who have served in many ways who may no, have been a part
of the Armed Forces and yet have the same situatiunI

Senator DoUGLAs. Are you a member of the American Legion?
Mr. MoRf. No, sir; I am not.
Senator DoUGLAs. Veterans of Foreign Wars?
Mr. MoREn. No, sir.
Senator DOUOLAS. If you were it would be interesting for you to de.

fend that proposition in meetings of those two organizations.
Mr. MoR . I think I would welcome that opportunity, sir.
Senator DouoLAs. Another item is the expenditures on space.
Now, it is difficult to know how much it is going to be. The eminent

Chairman of the Committee on Space is here, Senator Kerr, of Okla-
homa, but I imagine they will probably run around $4 billion a year.

Would you cut those down?
Mr. MoRm. I think that is an area in which all of our efforts need to

be given attention. It is . new area, and whether-I would hesitate
to try to cut expenditure in an area that was as new or as important
to the development of this country as that seems to be.

Senator DouGLAs. So you would not cut down on space?
Mr. MoCrm. Not at this time, it would be my Idea,
Senator DOUOLAS. Do you believe in going to the moont That

would cost.
Mr. MoRiE. I don't believe in my going to it.
Senator DovoLAs, Would you be willing to finance it? That would

cost $4 billion.
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Mr. MoREPa. I would have to defer judgment on it. The simple trip
to the moon, I would say would perhaps not be worth the tremendous
expenditure involved unless we can gain other information through
such a project.

Senator Douoes. I don't want to pursue this too much further but
you can see there are a lot of items involved in this matter.

Mr. MoRim. I recognize that, Senator.
Senator DoUoLAs. Thank you very much.
The CHAIIMAN. Senator Williams,
Thank you very much, Mr. McReo,
Mr. MoR. Thank you, gentlemen. I have enjoyed it.
Tie CIIAIIMAN. Thank you for your testimony.
Mr. MoR:i. I have enjoyed the appearance.
The CiIAiRMAN. The next witness is Mr. Lincoln Arnold, appear-

ing in behalf of the American Mining Congress.

STATEMENT OF LINCOLN ARNOLD, CHAIRMAN, TAX COMMITTEE,
AMERICAN MINING CONGRESS

Mr. AnsoLD. Mlr. Chairman, my name is Lincoln Arnold. I prac-
tice law here in Washington as a member of the law firm of A vord
& Alvord, but I am presenting this statement as chairman of the Tax
Committee of the American Alining Congres. The American Mining
Congress has in its membership producers accounting for the major
part of the production by the various branches of the mining industry,
including coal, ferrous and nonferrous metals, and industrial minerals.

The Mining Congress wishes to express the posit ion of the industry
with respect to several provisions of H.R. 10060.

SECTION 3-EXPEN)ITUIIES WITH RESPECT TO I0ISLATION

We endorse the provisions of section 3 of the bill, as far as they go.
This section allows the deduction of ordinary and necessary business
expenses in connection with proposed legislation of direct interest to
the taxpayer, but it excepts from this allowance expenditures in con.
section with any attempt to influence the general public. It is our
position that. this section should be broadened to include all lawful
expenditures with respect to legislation which are ordinary and neces.
scary business expenses, and weliope you will amend this section of the
bilI to make it as broad as H. . 640, introduced by Congressman
Boggs, and H.R. 925, introduced by Congressman Byrnes.

SECTION 4-I)ISALLOWANCE OF CERTAIN BUSINESS EXPENSES SUCH AS
ENTERTAINMENT

The members of our industry feel strongly that section 4 of the bill,
considered together with the report of the Ways and Means Commit-
tee, is much too severe in the disallowance of legitimate business ex-
penses. We do not object to the limiting of traveling expense deduc-
tions to a "reasonable amount," and we do not object to some dollar
lHinitation on business gifts. Further, we raise no objection to the
overruling of the "Cohan rule," but we believe that the recordkeepinfg
requirements in and of themselves will eliminate the bulk oitthie
"abuses" which exist, and we think Congress should go no further
than that at this time.
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le asume that the desired objective is to eliminate the deduction of
personal living and entertainment expenses under the guise of busi-,
ness expenses. If this be true, the recordkeeping requirements of
section 4 should be ample to accomp lish that objective. Those re-
quirements are far reaching. The bill provides that no deduction
shall be allowed-
unless the taxpayer substantiates by adequate records or by sufficient evidence
corroborating his own statement (A) the amount of such expense or other Item,
(B) the time and place of the travel, entertainment, amusement, recreation,
or use of the facility, or the date and description of the gift, (C) the bushic8s
purpose of the expen8O or other item, and (D) the beieces relationship to the
taxpayer of persons entertained, ueitg the facility, or recefving the #ift. (Em.
pihasls added.]

With these safeguards, and with the improved administration which
is easily attained tinder these safeguards and under the changing at.
titude of the courts toward entertainment expenditures there Is no
need to do anything further in this respect. It is difficult to see how
p personal living expenses could be deducted uver this provision.
Certainly there is no reason to state as the Ways and Means Commit-
tee report does, that expenditures which are solely for business good-
will shall not be deductible in the ordinary case.

The report of the Ways and Means Committee appears to go much
further than the language of the bill as passed by the House. Ex-
penditures which are mae solely for the purpose of promoting busi-
ness goodwill clearly do come within the term "directly related-to the
active conduct of the taxpayer's trade or business." Yet the commit-
toe report indicates that entertainment expenditures will not be al-
lowed unless there is an opportunity to conduct businem affairs or
carry on negotiations or discussions relating to business affairs. The
(ax law has long recognized "goodwill" as a business asset, and Con-
gress should not now prohibit the deduction of expenditures for main-
taining that asset as required by sound business practices.

SECTION 14-RICAPTURE OF DEPRECIATION ON DEPRECIABLE
PERSONAL PROPERTY

We are glad to see that the "recapture" of depreciation at ordinary
income rates does not apply retroactively, that is does not apply to
depreciation deducted in the past. We are also pleased to see that it
is coupled with a "salvage value" provision that will eliminate many
pointless controversies between taxpayers and the Internal Revenue
Service. We believe the bill could go further and completely elimi-
nate salvage value with respect to assets acquired in the future to
which the recapture provisions apply.

We have a minor technical amendment to suggest in the salvage
value provision. The bill provides that taxpayers may ignore, for
salvage value purposes, an amount which does not exceed 10 percent
of the basis "as of the time as of which such salvage value is required
to be determined." There are some circumstances where salvage value
is required to be redetermined at a period later than acquisition as, for
example, when useful life of the asset is redetermined'. In such cir-
,Umsfances, we think the intent is to allow the taxpayer to igmore sal-
vage value to the extent of 10 percent of the original basI to him.
We fear the language of the bill might result in allowing him to dis-

1

i
.1

774



REVENUE ACT OF 1962

regard only 10 percent of the basis adjusted to the date of redeter-
mi-ation.

In connection with the provisions for recapture of depreciation al.
lowances, we also want to call to your attention a point of peculiar
interest to the mining industry. The courts have held that in com-
puting taxable income from the property for depletion purposes, the
losses from the sale of mining equipment are taken into account but
the gains from such sales are not taken into account. As a matter
of fairness, if losses on such equipment constitute a cost of mining,
then gains from the sale of such equipment should constitute a reduc-
tion of the cost of mining. Under the present law, which grants capi-
tal gains treatment of such gains, the inequity against the mining
industry is somewhat mitigated. Recapture of depreciation at or-

linary income rates will accentuate this inequity. We therefore ask
for the adoption of an amendment to provide that the amount treated
as ordinary income on the sale of mining equipment will be taken into
account in determining taxable income from the property for deple-
tion purposes. We would suggest that this can be done by the addi-
tion to section 613(a) of the code of language substantially equivalent
to the following:

In computing the ta:'payer's taxable income from the property, the expenses
of mining shall be reduced by an amount equal to the amount which is treated
as ordinary income under section 1245 on the disposition of mining equipment
used In connection with the mineral property.

Provisions dealing with income earned in foreign coiintries-pa r-
ticularly sections 6, 12. 13, 16, and 20:

SECTION 13--CONTTROLLEFD FOREJON CORPORATIONS

On behalf of the mining industry, we wish to expreSS vigorous
opposition to the enactment of the provisions contained in section 13.

During the 86th Congress, the Ways anud Ieas Conimnittee re-
ported out H.R. A. which was designed to equalize competitive op-
portunities abroad of U.S. compnies-that is, the bill was designed
to equalize-the opportunities insofar as Federal income taxes were
concerned. lWe believe the approach of i.R. 5 as reported out by
the Ways and Means Committee was correct. Section 13 of H..
10050 goes in the opposite direction of H.R. 5. Section 18 will greatly
decrease, rather than increase, the exportation of American economic
influence.

Section 13 contains so inani3 complicated overkabppin and confusing
requirements that we believe it is completely unworkale. It. requires
allocations and accounting determinmatioiis that. would be extremely
difficult, and costly under the most ideal circumstances, and it is faii-
tostic to assume that operations abroad are accompanied by the ad-
vanced accountiia facilities which would be needed to obtain the
data required by the proposed provisions.

The defects in section 13 appear to be too serious and too numerous
for correction; the section should be eliminated in its entirety. For
example, the section imposes a tax on the undistributed profits of
controlled foreign corporations, without making any provision for
deduction of losses. Again, it contains no provision permitting the
forei n corporation to elect U.S. domestic corporation tax treatment
including permissionn to file consolidated returns. Under proposed
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actionn 953(a) (2), a U.S. citizen could be taxed on undistributed
profits of the foreign corporation, merely because he increased his
stoek holdings during the 5year, even though the foreign corporation
did not increase its investments during the year in nonqualifled
I) property.

"Qualified property" is defined as including money which is ordi-
nary and necessary for the active conduct of a qualified trade or
blush ,1ss. Many foreign countries limit the amount of earnings which
may Im repatriated during the year-is the excess over the permissible
amount "qualified property"?

Se(t.ion 13 in effect, gives the revenue agent, power to impose upon
the taxpayer his iudgment as to the reasonable needs of the business.
If the taxpayer is accumulating funds for the purpose of planned
ex|)ansioni, the agent may consider such funds to be nonqualifled
property pending actual investment in the contemplated expansion.
Further, it, seems clear under the language of section 13 that a tax-
p mi'er planning such expansion would tie required in any event to

ee idle the funds being accumolated for permissible expansion in
order to keel) sue. funds from becoming nonqualifled investment.

Many U.S. business corporations wil- be unable to determine
wiethelr they have invested in "controlled" corporations. For ex-
ample, in many contries it. is customary to issue "bearer" shares
of stock, and fin some, eases the stockhiolder will find it impossible
to determine who are tile other owners of stock. Even where "bearer"
shares are not used, the U.S. stockholder does not have the right
to force the divulgence of information with respect to the ownership
of the other shares.

The taxation of U.S. citizens on the basis of undistributed profits
of a foreign corporation constitutes an indirect method of doing
something which the United States cannot do directly-we cannot
levy a direct tax on foreign earnings of a foreign corporation, nor
can we force a foreign corporation to distribute its profits in the
form of dividends.

Doing these things indirectly will quite naturally cause consider-
able resentment on the part of foreign countries, and they can be ex-
peted to retaliate. Partiotlarly in the case of foreign corporations
whikh are owned in part by U.S. citizens and in part by citizens of
other countries, this law will be regarded as an unwarranted attempt
by our Governiberit, to control dividend poles of corporations out-
side of our jutisdiction. In this respect, section 13 conflicts with other
efforts of our Nation to maintain international good will.

Further, taxation to the stockholder of earnings not made avail-
able to him is a dangerous precedent--the mere fact that the foreign
('orporaftion Is at least 60-percefit owned by American interests doesn't
mean a 10-percent stockholder has the power to compel dividend dis-
tributions-or that he will even be consulted on.dividend policies. Even
where a U.S. taxpayer is the majority stockholder in a foreign corpora-
ti n, considerations of amicable relations with his foreign coownors
will frequently keep him from alterifig the dividend policy of the
foreign corporaton.

Section 13 involves a far-reaching problem which affects American
taxpayers on a scale mUch larger than the small amount of increased
reventues whith would be obtained from taxing undistributed earnings
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of foreign corporations. More than 15 years ago it was wisely decided
that American taxpayers could not bear forever the burden of sustain-
ing the economy of the free world in the struggle against aggression.
For many years the official policy of the Government has been to en-
courage private enterprise in helping to develop the economy of free
countries in order that the direct-aid load on the American taxpayers
could be lessened. "Trade, not aid," has been the official objective of
the Nation. We believe that policy is correct. The prestige of the
United States must be maintained in foreign countries, and the econ-
omy of the free world must continue to advance toward self-sufficiency.

We cannot continue to increase the existing heavy tax burdens on
our economy, yet thi appears to be inevitable unless other nations
will share the burden of sustaining the free world. To help us with
that burden, those other nations must have developed economies$ and
the provisions of section 13 are designed to penalize American enter-
prise in its efforts to carry out the national policy-a policy still being
advocated by the State Department and the Commerce Depart ment,
if not by the Treasury Department.

The extraction of natural resources differs from ordinary business
operations in many respects, and one of these differences is that a min-
png company has little choice of location-it must go where the mineral
is located. In recent weeks there have been statements made to the
effect that natural resource operations would not be much affected by
the provisions now contained in section 18 for the alleged reason that
domestic companies are usually utilized in lieu of foreign corporations.
In some respects, of course, domestic corporations engaged in the
production of minerals abroad have tax advantages over foreign sub-
sidiaries-but unfortunately it is frequently necessary, as a practical
matter, to use foreign corporations for the extraction of natural re-
sources. Many foreign countries impose an absolute requirement that
the corporation be formed in those countries, while many others im-
pose restrictions and requirements that make the use of a foreign cor-
poration a practical necessity. Section 18 severely penalizes the useof foreign corporations, and it must be kept in mind that development
of mineral resources will occur in the areas where these resources are
situated, whether under U.S. direction or under the direction of in-
terests which may be inimical to us. We think it is far better for the
United States to allow our people operating in foreign areas the same
tax treatment which is allowed by other nations to their enterprises
operating abroad. Without such equal treatment, we will be severely
handicapped in our efforts to compete with the enterprises of other
cottlitries.

It should be kept in mind, too, that in many instances section 13
will result in less U.S. revenue. In some countries it seems inevitable
that the effective tax rate on U.S.-controlled corporations will be in-
creased as the result of this legislation-increased to the effective level
of our U.S. tax, so that the net result of this legislation will in such
instances be a higher tax by the U.S.-controlled corporation to the
foreign- country, withOUt any increase in U3S. tax receipts.
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The declaration of policy adopted by the members of the American
Mining Congress in Seattle in September 1961 contains the following
statements:

The Income tax laws of the United States should encourage the economic
development of underdeveloped countries by private capital, rather than through
the use of Government funds at the expense of our taxpayers. Profits of foreign
subsidiaries should continue to be taxed only when they are distributed, and
attempts to eliminate so-called tax havens should not penalize legitimate foreign
business which is beneficial to the U.S. economy. Where jIrotection of domestic
production against imports Is necessary, it should be provided by means other
than a differential treatment in the income tax laws.

Section 13 of H.R. 10650 is directly contrary to the expressed policy
of our members, and we therefore urge that it b6 deleted in its entirety.

SECrION 6-ALLOCATION OF INCOME WITHIN A RELATED GROUP
WHICH INCLUDES A FOREIGN ORGANIZATION

Section 6 provides, in general., guidelines for allocation of income
from sales of property within a group where at least one is a domestic
organization and at least one is a foreign organization. Even with
the rather detailed rules set forth in this amendment, it is quite pos-
sible to have more than 100 percent of such income taxed by the United
States and the foreign country.

We request the aiditin to this section of a provision to the effect
that where the foreign organization participating in the sale or pur-
chase is in a country whici has a tax rate equivalent or nearly equiva-
lent to that of the United States, and the sales price has been deter-
mined for the purpose of computing the tax in such foreign country,
there shall be a presumption in the taxpayer's favor that such sales
price is correct for U.S. tax purposes.

A provision to this effect would do away with taxati6n in many
cases of more than 100 percent of the income involved, and would
eliminate costly duplication of allocation disputes.

SECTION 12-REDUCTION OF TAX EXEMPTION FOR INCOME EARNED IN
FO IBON COUNTRIES

Even with the tax exemption provided wider present law for income
earned abroad, the mining industry finds it difficult to induce qualified
executive personnel to go abroad. It is to the advantage of the United
States as well as the business involved to have competent executive
personnel in charge of the operations abroad, and the Mining Con-
gress believes section 12 shotild be eliminated from the bill. If it is
not eliminated, it will increase the cost and lower the efficiency of
operations abroad.

SE c oN 1e-LQUIATIO0N OR SALE OF STOCK IN CERTAIN FOREIGN
CORPORATIONS

In general, section 16 taxes as a dividend to le extent of acnmiu-
lated earlflgs and profits, gain from the sale of stock in a controlled
foreign corporation and gain upon the liquidation of a controlled
foreian corp oration. We believe as a matter of fa6i'ress such treatiWent
shotiMl not be imposed with respect to income acftfmulated prior to
1962.
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SECTION 20-REPORTING REQUIREMENTS

Section 6038 of present law gives the Secretary of the Treasury
authority to require reporting of vast amounts of information with
respect to foreign corporations controlled by American corporations--
including not only detailed information conforming to the U.S. tax
system but also detailed information with respect to thousands of
minor transactions between foreign corporations which could have
no conceivable impact upon the liability for U.S. tax. This provision
was not the subject of public hearings, and taxpayers never had a
chance to express their views thereon before Congress. However,
when the Treasury held hearings on the proposed regulations under
this section, taxpayers made an impressive presentation against the
imposition of the onerous biWden of compliance. To conform ac-
counting statements of foreign corporations to U.S. tax concepts
requires the presence in foreign countries of U.S. tax experts, without
any concomitant benefit to the United States.

Nevertheless, section 20 of H.R. 10650 not only reenacts this re-
quirement, but actually extends it. Under section 20 this information
can be required of individuals as well as corporations. In addition,
the Secretary is authorized to require of both corporations and indi-
viduals the furnishing "of any other information which is similar or
related in nature to that specified in the preceding sentence."

There seems to be developing throughout the Federal Government
a concept that can best be described as "the unlimited extensibility of
reporting requirements." Adherents of this concept seem to feel the
Government is completely justified in requiring the unlimited expen-
diture by business of talent, time, and money, in order to satisfy the
curiosity of anyone in Government. There seems to be no realization
that the economy as a whole must bear the cost of the vast army of
workers already engaged in shuffling papers to meet reporting require-
ments.

We believe that the reporting requirements of present section 6038
should not be enlarged-they should be restricted to that information
which is reasonably necessary to enable the detection of tax avoidance.
Further, the extraordinarily harsh penalty should be reduced. The
penalty for failure to furnish information with respect to any cor-
poration is loss of at least 10 percent of the foreign tax credit appli-
cable to all foreign subsidiaries. The penalty, at the most, should
apply only to the tax credit arising from foreign taxes deemed paid
on income of the foreign corporation with respect to which the fail-
ure to report occurred-and even then, it should be reduced in amount.
The penalty should not be imposed in any case if it is shown that the
failure to comply is due to reasonable cause.

Subsection (b) of section 20 of H.R. 10650 amends section 6046 of
the code to require that certain reports be filed by each U.S. citizen
who becomes an officer or director of a foreign corporation. We do
not object to the change in present law in order to reach situations
where no U.S. citizen is an officer or director for the first 60 days of
the existence of such corporation.. The proposed amendment, how-
ever, goes unnecessarily far-there is no need to require these reports
every time a U.S. citizen replaces another U.S. citizen as officer or
director of a foreign corporation. It is suffiient to reach the an-
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nounced Treasury objective if the amendment were merely to require
such reports of U.S. citizens becoming officers or directors when no
such reports have previously been furnished by other persons.

On behalf of the mining industry, we express our appreciation for
the opportunity to express our views.

The CHAIRMAN. Thank you very much, Mr. Arnold. That was a
fine statement.

The next witness is Mr. G. D. McEnroe, Halliburton Co.
Senator KFnRR. Mr. Chairman, if I might be permitted to say a

word I would like to tell the committee that this is a very fine con-
stituent of mine from Oklahoma, a man who represents one of Okla-
homa's great industrial enterprise, which was born in Oklahoma and
which has grown to a position of considerable significance in the Na-
tion and of great significance to Oklahoma and I am .happy to tell
the membership of the committee that Mr. McEnroe is one of our
esteemed Oklahoma citizens.

The CHAIRMAN. We are glad to have you.
Senator DouOLAs. What product does the Halliburton Co. produce?
Senator KER. Halliburton is a company that renders a service of

cementing casing in oil wells primarily. They have diversified and
have other operations but that was the basis of their formation, and
has been the basis of their growth and worldwide operations, really.

The CHAIRMAN. You may proceed, Mr. McEnroe.

STATEMENT OF G. D. MoENROE, TREASURER, HALLIBURTON CO.

Mr; MENROE. Mr. Chairman, Senator Kerr has already told you
my name is G. D. McEnroe, and I am treasurer of the Halliburton
Co. of Duncan, Okla.

I am glad to have the opportunity to appear before this committee
and hope that my comments on H.R. 10656 will prove of interest and
value to you.

Normally, we think of tax legislation as having some specific and
identifiable purpose, such as increasing revenue, or reducing taxes
(which might not decrease revenues for long) or revision of the tax
law in accordance with experience in living with particular provisions
of it.

Except for the provisions in regard to taxation of co-ops, of mutual
financial and insurance institutions, and the deduction of expenses in
connection with the influencing of legislation, H.R. 10650 does not
seem to fit within any of these standard categories.

Instead, it seems to be designed to serve a medley of objectives;
namely, substitution of Government judgment for business judgment
and for the free operation of the marketplace; a sort of nationallza-
tion of foreign business operations; and ii general to change things
for the sake of changing them.

We live in a time when the total burden of Government is so great
that even the most perfect tax system probably would not prevent the
total from having some dampening and restraining effect on the
private economy.

As it is, in terms of rates and use, of tax methods, the system is
strongly biased against saving and investing, or capital formation.
This means that it is biased against the most efficient operation of the
private economic system.
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This in turn means that the structure as a whole prevents the private
economic system from progressing as rapidly, and from providing
the volume of good job opportunities which would be possible under
a more reasonable use of rates and methods.

In the past, this philosophy has been defended as protecting people
in lower income circumstances from payment of taxes, but it is obvious
that it also prevents these same people from having the opportunities
for employment and advance in living standards which would result
from greater aftertax income of business and people in the higher
incomes.

It is indeed a poor service to the man who needs a job, or a, better
job, or a new college graduate, to tell him that he doesn't have to
pay the high tax rates which are imposed on the incomes of suc-
cessful people, when it is such tax rates which drain off the potential
capital which would provide more jobs and better jobs and,perhaps,
eliminate chronic unemployment as a domestic problem. In terms
of human well-being, our tax structure is very shortsighted in this
respect.

Over the years, in my opinion, Congress has done a good job of
softening the impact of the high rates whenever a good[ase could
be made on the grounds of economics, or accounting, or business
practices, that some special provision was justified antin the public
interest.

With the greater knowledge today that capital is the wellspring
of human progress and betterment 1, for one, also believe that Con-
gress would in this period proceed to substantial moderation of tax
rates and methods which hold back our progress and national strength,
if political leadership should give the nod in this direction.

B ut certainly there is no such promise in H.R. 10650, or the state-
ment presented before you on Monday by the Secretary of the Treas-
ury. Instead, the view reflected seems to be that Congress has been
wrong in nearly everything it has done heretofore to adapt tax
law to the realities of business operations, that the job to be done
now is to correct the mistakes of the Congress, and that by correcting
these mistakes enough revenue can be picked up to make other changes
in the tax law which will contribute to economic progress.

To me, this seems a farfetched scheme, which could well-if fol-
lowed by the Congress-end up with a tax system which as a whole
might b even worse than the present, but certainly not significantly
better, as regards the operation of our private business system and
its contribution to our national progress, the improvement of living
standards, and out national strength.

Perhaps, my overall feeling in this respect is that this whole exer-
cise involves a tremendous waste of time, and has even more serious
implications to the extent that it postpones consideration and action
upon the fundamental problem of uneconomic tax rates and methods.

The great seilpiece of H.R. 10650 seems to be the proposed tax
credit for investment. I doubt if there has ever been any proposal
in the taxfleld more overrated in terms of its contribution to economic
activity than this credit.

In the. case of my company, its tax savings would amount to about
11/2 percent of its anticipated 1962 Income tax-or a drop in the
corporate tax rate bf about 1 percent.
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After all, the maximum amount of overall tax savings involved
ap)proximates that which would come from a 2- or 3-percentage point
red uetion in the rate of corporate tax.

In my opinion, the economy would derive more good out of such
a reduction than it would from the credit "gimmick" as I believe you
have called it, Mr. Chairman. But certainly no one would seriously
contend that a 2- or 3-percentage point reduction in the corporate
rate would provide the Nation's economic salvation. The whole tax
picture has been distorted, and our real tax problem obscured, by
the emphasis placed on the proposed credit.

I think it is unfortunate that because the credit is in the nature of
a subsidy, the attack of some upon it has stressed such words as
"bonanza" for business. The fact that the credit would provide tax
relief for business is not what is wrong with it that would be good.

It is the fact that it is the wrong way to provide relief, that taking
our total business operations it is very small relief indeed, that the
relief would be afforded in a way which would be discriminatory as be-
tween businesses, and that its enactment undoubtedly would be used
as a precedent for other Government planning "gimmicks" in future
tax programs.

I am not suggesting, however, that the legislation would be accept-
able in some more normal formof tax relief were substituted for the
tax credit. This point seems important to me because I sense that part
of the "sell" of the administration's program is to promote discussion
of what kind of tax relief, thus tending to obscure the detriments of
other parts of the program.

While, by the nature of my company's business, we would get very
little out of the investment tax credit, any change to give us the full
benefit of the credit, or to substitute other tax relief therefore which
would be fair to us, would not chnage our opposition to the legislation
as a whole.

Of all of the provisions of the bill, those dealing with taxation of
foreign business earnings seem to me to be most unwise and to be
the opposite of our national interest.

For whatever reason, the intention of these provisions seems to be
that of making it more difficult, and economically unattractive for
American companies to participate in or expand foreign business
operations.

I suppose there could be no disagreement that, if the objective were
the opposite; that is, to make it easier for American businesses to suc-
cessfully operate abroad which means overcoming foreign competi-
tion wherever it is confronted, the provisions of the bill would be quite
different from those included in it.

In my opinion, there never has been a time in the history of our
Nation when it was more important that American business have the
maximum freedom and flexibility to expand and strengthen its foreign
operations.

As I have stated, the objectives seems to be one of nationalizing for-
eign business operations. The case for such nationalization seems to
be that it would pitt American businesses conducting foreign opera-
tions on an equal tax basis with purely domestic businesses, that this
w~ald improve our international balance situation by increasing the
inflow of income from investments and decreasing the oUtflOw of
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capital for new investments, and that some way or other this would
make us a stronger participant in the international trade and busi-
ness of the world.

I strongly disagree that nationalization of American foreign busi-
ness operations would put these operations on an equal tax basis with
purely domestic businesses. Domestically, a corporate shareholder in
another corporation does not pay tax on the income of the second cor-
poration until and except to the extent that such income is paid out in
dividends.

To impose such a burden on American 'business shareholders in
foreign corporations hence would be a gross discrimination against
foreign operations.

It seems to be assumed in the administration's case that such a
requirement would force full dividend payouts by foreign corpora-
tions. One factor which would prevent this is the restriction on for-
eign exchange imposed by many nations, and the threat of such im-
position during subsequent periods cannot be discounted as regards
many other nations. Perhaps some history in regard to the Halli-
burton Co. would be illuminating here.

Halliburton has 11 foreign subsidiaries operating in 13 foreign
countries and operates branches in 15 additional foreign countries.

In 1961 we reported taxable income ainotliting to approximately
$32,600,000 and of tills amount $3.728,i5T6.01 represented dividend in-
come from foreign sul)sidiaries. Total net income after foreign in-
come taxes of oui 11 subsidiary eomnpaneis amounted to $3,699,487-
or dividends from foreign sub sidiaries exceeded earnings by $24,089.

In addition to the $3,723,516.01 foreign subsidiary income, I-alli-
burton also reported net income from foreign branch operations of
$1,164,238. Only 4 out of the 11 su'bsidiaries paid the above dividends
to the parent company, because the others with the exception of the
1 in Italy were unable to pay a dividend.

In February 1961, our Italian subsidiary expressed its desire to the
Italian Government to pay a dividend. Not until March 1962, was
permission granted to make this payment. Under the proposed Reve-
nue Act however, Halliburton would have been required to report the
Italian income ditring the year 1961 when it was impossible for it to
receive the dividend.

It might be noted that if an amefdhfent were inserted to cure the
situation as regards foreign exchange restrictions, then a new element
of discrimination would be introduced as regards American companies
whidh would not receive the protection of such restrictions.

It is a strange world when the notion of a foreign exchange restric-
tion could be a 'blessing, but then it is a strange tax bill with which we
are dealing.

The notion that making American business corporations pay more
tax on foreign source income, or tax on such income before it is or
could be received as dividends, would improve the international bal-
ance situation, also seems to me to be strange economic thiftking.

American corporations engage in business in foreign countries and
organize subsidiaries to carry on this business so that dividends can be
paid to the parent company. :,

However, Halliburton and other Parent companies in the United
States are, in my opinion, in a better position to know when the sub-

82100-02-pt, 2-21
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sidiary can afford to make a dividend payment than the Secretary of
the Treasury. With very few exceptions foreign subsidiaries are or-
ganized to engage in foreign business for a long period of time. We
are not interested in making a quick profit by forming a subsidiary
and then liquidating it tax free or at capital gains rates. We want
to stay in business in all foreign countries so Iong as we can make a
reasonable profit.

It is evident that the more profits earned and reinvested abroad, the
greater will be the return income flow as compared with outward
capital flow. In view of the present favorable balance of income in-
flow versus capital outflow, and the prospects that this situation will
improve as more foreign investments mature and produce the maxi-
mum return of profit without requiring new American capital, the
administration's thinking must be based on some misconception of the
economic results of foreign policy.

It occurs to me that because the American policy of foreign business
investment after World War II was advanced in the name of helping
other nations some have assumed that such investment did not serve
our own national interests. Any such assumption would be quite
wrong. These investments are now a great national asset and it is
obvious that we will need more, rather than less, of such assets in the
future.

To put this matter more strongly, if the administration does suc-
ceed in getting Congress to levy more domestic tax in regard to our
foreign business operations,, the price to be paid by the country will
be impairment, rather than improvement, in the international balance
situation over the long run.

I can't do more than pose the riddle of how this kind of approach
would make us a stronger participant in the years ahead in the inter-
national trade and business of the world.

In regard to entertainment and expense accounts, the bill seems
to proceed on the principle that these phases of business are conducted
so as to minimize business profits. Of course, quite the:opposite is
true. I do not know of any well-run American business that does not
look very carefully at the outgo for entertainment, traveling, and so

1orth as against the benefit in present and future income to be derived
therefrom.

The proposed new rules, however, would put so much of the burden
of proof upon the taxpayer as to frustrate normal business judgment
in regard to such expenses, thus throwing out of the window the en-
tire theory of "ordinary and necessary" business expenses which has
been one of the solid anchors of our income tax system since its in-
ception.

As an example of intrusion into business decisionmaking, I can tell
you of a Halliburton experience.

Some time ago, we acquired a corporation which owned a lodge
where customers were entertained. Over a vear ago, we decided to
close the lodge and offer it for sale. Today, the lodge has not been
sold, and it is not being used because we do not believe the upkeep
expense is justified. Presumably, under the regulations in the new
provisions, we could not even claim a depreciation deduction as an
allowable expense on these facilities.

784



IF)VENUE ACT OF 1902

I can say to you with. great conviction that there is no substantial
problem of enforcement in regard to the great bulk of American busi-
ness operations in the entertainment and expense account area. Busi-
ness management wants to keep such expenses within the concept of"ordinary and necessary" because this is the way to make the most
money.
,Admittedly, we sometimes have difficulties, and make poor deci-

sions, but alteration of fundamental law as regards the "ordinary
and necessary" theory would not help us, it would simply add new
complexity and uncertainty to the area, especially in regard to any
arbitarary rules which would not fit the business circumstances of a
particular activity.

By constant propaganda on this subject business as a whole has
been given a "Black eye" on this matter which it certainly does not
deserve. Enactment of the recommended provisions, or any change
in the tax law in this respect, however, would tend to confirm and be
used by the propagandits as proving that business as a whole was
guilty all along. Thi is a tfie when we need more national unity,
not disunity. I simply cannot understand how enactments of this
kind would serve the national interest.

In regard to abuses in this area which are not the rule but inevitably
will exist, there is no question but that the Revenue Service has
adequate power to correct them, not always in advance, but to catch
the offenders, and thereby create more examples which lead to less
abuses thereafter. To do differently would be to permanently impair
the image of American business, in order to catch-the cheaters who we
will always have among us.

In regard to withholding of money by the payor in regard to divi-
dends and interest, the administration discusses the cost to the Gov-
ernment, but seems quite unconcerned about the cost to the taxpayers
and the attitudes of savers and investors which would be built up over
a period of time.

I refer to money withheld because the proposed withholding does
not, and could not, have any approximate relation in regard to an
individual taxpayer's liability, or the liability of taxpayers in this area
as a whole. It is a scheme to collect money for the Government, but
it is in no sense a scheme to make certain that citizens pay the tax due,
no more, no less.

In reading the Secretary's statement, I noted that he attributes a
very large yield in relation to evasion in this area from withholding,
and a much smaller yield from the automatic data processing system
when it is fully operating within a few years.

I assume these estimates are made on the basis that automatic data
processing will have a much smaller job to do because withholding
already had done so much of the job.

The question which occurs to me is how much of a job could be
expected of ADP, together with education and stronger enforcement,
if withholding is not inaugurated. It seems to me that the Secretary
should be requested to provide this committee with an objectiveappraisal of the potentialfor closing the evasion gap both by use of
ADP when it is in full operation, and before then by a vigorous in-
formation and enforcement campaign whidh will induce delinquent
to file returns and pay taxes on past as well as present and future
income from these sources.
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If a policy of amnesty is needed in order to make such a program
work, then in my opinion it should be established, instead of going to
a system of withhold ding which may well encourage many dehnquents
to simply accept the 20-percent tax and never fully report their
income and tax in this area.

Again, we have in this area a matter of harassing and discrimina-
tion against honest taxpayers in order to catch the dishonest. If I
may be pardoned the expression, it seems highly "un-American."

In preparing this testimony, it has been evident to me that if the
objectionable areas were eliminated, there would be veiy little left in
this legislation. Even the parts of the bill which seem'headed in the
right direction, nevertheless, seem inadequate to me. It would seem
to me that these areas should be covered in separate pieces of legisla-
tion which filly cope with the problems involved.

I realize that the point of view I express creates a tough problem
for the Government. If, as I believe, the kind of approach reflected
in this legislation will make no net contribution to our economic
progress and the provision of adequate good jobs for our rapidly in-
creasing working force, then obviously some other approach must be
considered.

At least, however, to reject H.R. 10650 as a package woild clear the
air. If this did not lead to a sound approach to creating a tax policy
to serve the purposes of economic growth and national strength, then
I for one don't believe that we woid be any worse off than we are un-
der the present tax system.

Ti different approach to serve these worthy public purposes neces-
sarily would involve substantial net tax reduction. T[do not know
how such a reduction would be achieved except along the lines of the
Herlong-Baker legislation, which I understand has 'been introduced
in the record of these healings for purposes of discussion.

I would urge that the committee thoroughly explore and discuss the
full case for this legislation, because I believe it.is eminently sound
and would add imiensely to our economic strength, and the well-
being of ourcttizens in the years ahead.

In considering the Herlong-Baker approach, I believe it should
be recognized that it cannot be expected that spending groups will
individually or collectively tell the Government that they have had
enough.

If this job is to be done, it will be done only if the Government says
to the spending grotips that further payouts to them will endanger
the Nation's future, and adversely affect them as much as the general
public. 6

If the same kind of promotion which has been put behind the pro-
gram now reflected in 1H.R. 10650 were given to the Herlong-Baker
approach, I personally believe that it would be immensely popular
politically. , r

The reform of tax rates and methods contemplated in the flerlong-
Baker le-islation would serve in the most concrete way all of the
"good ens" generally associated with Government spending pro-
grams.

In a few years, such legislation would make our Government
stronger because it would have enabled ourcitizens and businesses to
be more self-reliant and productive, thus greatly enlarging the
ecotnic base from which all taxes niUst lie taken.
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Thank you.
The CIIAMIAN. Thank you very much, Mr. McEnroe.
Senator Kerr?
Senator KEnn. No questions.
The CLIATWRAN. Senator Bennett?
Senator Anderson?
Senator ANDERSON. I was very. nuch interested in the portion on

withholding income. To summarize, you say withholding on interest
and dividends was discrimination against honest taxpayers to catch
the dishonest. How do you feel about withholding of workers' pay?
We now withhold from workers' pay.

Mr. M CENROE. I feel about the same way.
Senator ANDERSON. We also withhold from Senators' salaries. Do

you think that is in order to catch the dishonest Senators?
Mr. McE-noE. I don't care to comment on that, Senator.
Senator ANDERSON. Well co ahead, speak frankly.
You indicted all the worlrfig class of the country and indicted a

lot of other people. *Why not indict the SenatorS§? They are not
immune.

Mr. McENnoE. I think that the Senators' salaries, I mean the with-
holding made on Senators' salaries or officers' salaries of corporations
where the tax cold not be avoided is simply because they want to
include the officers and Senators and Congressmen along with every-
one else.

Senator ANDERSON. I am about to sign my income tax return.
I am not going to be bothered by the fact they withhold $3,000 or

$4,000 of money. If it is all right to withhold from the workingman,
and sometimes it is difficult to withhold from people who have to pay
mortgages, is that un-America n ?

Mr. McENnoE. To me it is, Senator.
Senator AnDERSo. You say it is un-American?
Mr. McENnOE. To me it is, sir.
Senator ANDRSONx. What American principle does it destroy
Mr. MowEN0E. I think our whole income tax law is based upon

integrity and honesty of the taxpayer.
Senator AND RSON. You-do?
Mr. MoENwRoE. And I don't believe-
Senator AxnERsox. That man who comes in and audits my report

doesn't come on that basis.
Mr. MoE~noE. He is coming to keep you honest, Senator.
Senator ANDERSON. That is right.
Mr. MoENR oE. What I meant by this was that I do not believe

that laws should be passed to catch the dishonest and penalize the
honest people.

Senator ANDEnsON. If the Treasury admits there are several hun-
dred millions of dollars that are not being remitted, what is wrong
with picking that up

Mr. MOEROB. There is nothing wrong with it, Senator. I had in
my prepared text a little on the ADP and it appears from the-Secre-
tai s testimony that the ADP would pkk up a great portion of thedividends.

Senator A'nDEsox. If it is going to start off in Atlanta or some
place and take 10 years to where you and I. live, why should we have
immunity for the next few years.
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You say it is un-American. Isn't it un-American for one group
to pay it and another group not to on the same basis?

Mr. MOENRoE. That is true.
Senator ANDERSON. What is wrong with withholding on interest

and dividends, why do you label it as un-American? I know it is
unpleasant but wh is it un-American f.

Mr. MoENRoE. In the first place you are making a tax collecting
agent out of the payers and employers and you do not reimburse
them.

Senator ANDERSOoN. You don't think we do that in other instances.
Mr. McENRoE. Yes, we do.
Senator ANDERSON. Do you withhold workmen's compensation

money I mean the tax on social security based upon salaries?
Mr. M[ENRoE. Yes, sir.
Senator ANDERSON. Why don't you let the workman pay it out of

his salary.
Mr. MoENRoE. We are not allowed to do so, Senator.
Senator ANDERSOx. And that you think is un-American?
Mr. MoEN RoE. The unemployment compensation is paid by the

employer and not by the employee.
Senator ANDERsoN. Yes, that is correct. Social security is based

on contributions from both and you hold that out, too, don't you?
Mr. MbExnon. The FIC tax, yes, sir.

Senator ANDERSON. What is un-American about that?
Mr. MOENRO. Well, you are not giving the employee an opportu-

nit to pay his own tax. It appears to me as though it assumes-
Senator ANDERSON. Is that all?
Mr. MoEnRon. You assume he is dishonest and he will not pay his

tax.
Senator ANDERSON. Do you ? Could it be a matter of convenience

for collection?
Mr. McENitE. Or collecting the amount ahead of time.
Senator ANDEPSON. On this expense account, you start off by saying

'in regard to entertainithent expense accounts:
The bill seems to proceed on the principle these phases of business are so con-

ducted as to minimize business profits.
Do you think there has been any change in the way people reach

for the check in the last few years because of the ability to deduct it?
Mr. MCENRo. Senator, I think that the bad publicly given to ex-

pense accounts has been caused by a few taxpayers. Certainly, that
does not apply to companies like Halliburton nor does it apply to any
other companies that ram familiar with.

Senator AxDERsoN. Halliburton i all over the oil country. A few
years ago, the had a big convention, there was a hi, 1 pr ist of the
other side. This was in Amarillo but a thousand oil company air-
planes landed at the Amarillo airport. Were they there on oil busi-
ness?

Mr. MCR0oro. I don't know, Senator.
Senator ANDERSON. Well, the Halliburton plane was there.
Mr. MCENRoE. Well, we have business in Amarillo, Senator.
Senator ANDERSON. Yes. You would be, surprised how many oil

company men had oil' business in Amarillo the day they had that
convention.
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Mr. MoiEnOE. I don't think you will find Halliburton 'takes any
part in politics.

Senator ANDERSON. Do you know of any oilmen who have DC-6's
as their private planes?

Mr. McENRoE. No, sir.
Senator ANDERSON. Well, if you did know one would you think that

was a justifiable deduction?
Mr. McENnoE. To attend this convention, no, sir.
Senator ANDERSoN. Well, then, you don't hold to this testimony be-

cause it can be shown that a man had a DC-6.
Mr. McENRo;E. Senator, I think that is an unallowable deduction

under the present law.
Senator ANDERSON. You do?
Mr. MoENRon. Yes, sir.
Senator ANDiRSON. I have got a photograph of Benjamin Franklin

in my hip pocket-I guess I won't, -I was going to say I will name you
the individual to show it was allowable.

Well, I just want to say to you that a great many people have felt
the tightening up of the expense account would be a good thing.

The people I thought who would testify about it would be the peo-
ple who ran the hotels, the restaurants and night clubs and so forth.
I didn't think th business executives would be against it.

Mr. MoENIoEm. Senator, it puts so much burden of proof, this bill
would put so much burden of proof, upon the taxpayer to substanti-
ate a business deduction.

Senator ANDERSON. What is wrong with thatI I gave some money
to a venture that some church people organized some years ago in the
little town where I used to go to school, and I had a terrible time per-
suading them it was a proper deduction. The income tax people cut
it out from me and didn't cut it out from a woman in Minneapolis who
had more money than I did. We had quite a struggle, and I finally
won it. I got it crossed off. Did it hurt me? It only persuaded me
that the Iiternal Revenue Service was trying to collect some money.
I don't mind justifying it.

Mr. MOENROE. Well, Senator, we quite busy trying to make a profit
for the business and we don't have-we don't like to have to substan-
tiate every little business expenditure that is made.

Senator ANDERSON. I don't mind-you don't have any trouble in
justifying business expenditures; what you have trouble ustifying is
a man putting down a justification where it came to putting down a
check for $170,1that is where the problem comes, isn't it?

Mr." McENRoE. There was an illustration made in the committee's
report on this bill of purchasing football tickets.

Senator ANDERsoN. Yes.
Mr. MOENROE. Certainly, I don't think there is anything wrong in

,Purchasing football tickets for a customer who might be a valued
customer and might be a more valued customer because of your hav-
ig pUrdhased a football ticket for him.

Senator Am nsoN. Did you ever see the business of dividing up
sides where one fellow invitesyou and you invite him ?

Mr. MOEXnOI. I have heardi of it.
Senator ANDFnSO. Do you think it is wrong?
Mr. MoEbnOE. I certainly do.
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Senator ANDE tSON. If you stop that loophole, what is wrong withit?
Mr. MCENroE. Well, you would be--you still would be disallowing

ne.essary Ibusiness expenses of honest taxpayers in order to catch a
dishonest one.

Senator AXDEIISON. Do you know of any other way to find out who
is honest and who isn't?

Mr. Mtc ,ENitoc. It seems to me as though the Revenue Service has
the authority right, now to disallow those expenses, under the present
Cod(e.

S'llator ANIERISON. 1)o you suppose they would want new legisla-
I ion i they 111(1 ffi('ient. legislation at the present time?

Mi'. Ml Exw.. T'llis would be an additional source of revenue, Sen-
ator. It would, in effect, inake us pay tax on a football ticket'that
we im-'h ase, for a ,'ustomr.

Senior A x-1.VIsON. Which1 you pay tax on what?
Mi.. N[cExiovu. ()n a football ticket which we purchased for a cus-

torer whereas iow we caii deduct. it.
Senator A,i)EiM.,x. Al! right. We all have that practice. The

firm which [ an associated with buys football tickets for customers
but. we are not. going to lose our floorss if they stop us from buying
tickets for (vlsto)iers1 Ioeaise other people are doing it.

Mli. Mc,,%4[(:Et. Ouir business is somewhat peculiar, Senator, we ad-
vertise in trade journals ut we are not selling our product or our
services to the g'eneral public.

Conseqpentl. it is more a personal contact with us in our advert.is-
ig Or irneotions, and the best means of advertising and promotion
is to take a customer out to lunch *and talk about business.

It. might, be a. iightclul btut under the terms of H.R. 10650 beca-use
We took him to a nighltehib it would be an unallowable deduction.

Senator ANI)'Isox. You will find a few little ventures where I have
paid I-ralliburton a lot, of money but they have never taken me to
lunch, T don't regret that. I just say that'is not necessary. We just
went to -Talliburton because we thought it was the best, service.Mr. McENmIo. Thank vou.

Senator A NDEriSON. All right.
Senator BENNE'rT. Mr. Chairman, I passed a ininute ago, but since

I am the only inai on this side may I question this witness for just,
a m1ilnilte?

The C I ArI\FAN. OK, sir.
Senator BlixN'rTr. Mr. MoEnroe, people who have been questioning

you have been saying we have got to do justly and fairly because we
now withhold taxes on wages, therefore, we must, withhold taxes on
interest and dividends.

How are we going to proceed with the tremendous income that
comes to the self-employed who represent by far the greatest number
of people in business numerically, represent all of the professions, if
we are going to say because the worker has his part of his wages
withheld, shouldn't this bill attempt to find out a. way to withhold
part of the fees, pa.t of the other income that comes to the self-
employed on the grounds that. thly, too, perhaps are often not honest
and we had better get our share first.?

Mr. McEno.. I would agree, that would be right, Senator.
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Senator BENNEr. So can't we say that even if you were to apply
the rules of this bill that a corporation which pays dividends, and to a
lender who collects interest we would still leave a big segment of
American industry upon whose honesty we must depend to pay their
bills?

Mr. MOENnoE. Senator, that is what I said at the very beginning,
that the income tax law is based on a presumption that taxpayers are
honest.

Senator BENNM. So isn't it just as fair to say if we can trust the
self-employed perhaps we can trust the (orporation and the lender?

Mr. MoENWROE. I .would agree with that, Senator.
Senator BEmNrr. That is the point I wanted to make.
Senator ANDERSON. I do wish you would put in the record the rea-

son for your statement the income tax Jaw is based on the presump-
tion that people are honest. I find nothing to base that on. Where
do you find it?

Mr. McENRoE. It, imposes a burden upon the individual, Senator,
to file a return voluntarily.

Senator ANDERSON. What?
Mr. MqoENRo. It impose )urden upon the inkiiual to file his

return voluntarily. Theq..'it collector does not go out t67 house and
collect the money frof him. lie files a return, pays the t x to the
Government volunt -ily.

Senator ANDERS N. Suppose 11-esn't\VolunItv. Do the come
and call on him 9Does he re ifve greeting. \

Mr. McENRO . Yes, sirthey eerthm inly do if thv know who h is.
Senator AN iRsoN. I jdiston't giovel4titbhsed on $td assumpti n

that the taxpa ,er is honest. -Bot1pje-it is hwsed on their assumnlti
that the Gov nment is entitled ti6/rtnih revenues, from the hon
as well as disl onest. / ' I

Mr. MCEN OE. Poss bl i er iia lit~e difference in semantics]
But the tax s imposed upoi'th6 hi&4st -Aid' the dis honest. I didn't
mean to con y the im ression that I thou ght the tax was just ir
posed on the h nest. 

/ \ .

Senator ANI RsoN. I m Ijr4 trying to pick.,'tyou, I just tryi
to find out wh re you g t-flhat presuiih thiofi thAtt this particular lnA
is based on the p esumption that the txp ier is lionest.

I don't know w ere that presun tion arises,
Mr. MoENUov,. because it i" volonntanA act on hii to file a itturn

and pay the tax wit out a tax cofltor con'ing ouil.' and grabbifig him
by the arm and takin him down to the Internal RevenueO'ice and
making him, taking him the bank and making hih! Afg up some
money and ay it over to the . crnment.

Senator A NDERso. And if he Wtnido.it.fiefcome an~te him
by the arm don't they? ( )e

Mr. McIENROE. That is right, Senator.
Senator ANDERSON. So it ceases to be voluntarily, doesn't it?
Mr. MCENROE. It ceases to be volutary there; yes.
Senator BENNETT. But isn't it a case where the assessment is based

on the report of the taxpayer rather than on a situation where an in-
spector comes around and looks over the individual's books like the
real estate tax assessor looks over his real estate? The assessment is
based on the statement of the taxpayer, not on the judgment of the
Government functionary.
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Mr. MoENRoz. That is true, sir.
Senator BNxrrr. It is voluntary; and, that being the case, the

withholding principle while it is that to a certain extent, the Govern-
ment is now saying, "Well, we can be sure that you are going to owe
at least 20 percent of an amount, so you have got to take it and give
it to us before you really find out whether you owe anything."

Earlier a question was raised about the constitutionality of the tax
bill. There is an interesting question as to whether the Government
has the right to withhold money from a person who owes no taxes,
even though they may have a right to withhold part of a tax from a
man who does owe a tax.

The withholding on the wage earner more nearly meets 'the situa-
tion when the Government can assume the taxload, because you know
more about the total volume of wages to be paid than you do about.
the total amount of interest and dividends to be paid.

When you are dealing with a wage earner you are dealing with one
employer and one employee, a relationship between two people.

But when you are starting to withhold on dividends and interest,
you don't know how many sources this may be collected from.

Mr. McENnoE. You have no idea.
Senator BENNF'rr. And you have no way of knowing in advance

the approximate amount the receiver may owe, if anything. I think
this is another complication in the picture and when we are talking
about withholding on people other than dividend and interest recipi-
ents and recipients of wages, what about withholding on capital gains
tax?

There is a form of taxation. We might as well withhold on every-thing~..
What about requiring a seller to anticipate the amount of excise tax

he must pay and we might as well have him send 20 percent of that in
in advance before he actually sells it. If we are going to. carry this
across the board, it becomes a little bit ridiculous.

Senator AIDERSON. Right there I recognize that a good practicing
Mormon wouldn't understand this but I understand that people who
put bottles of whisky on their shelves put the tax certificate on them
before they know whether they are going to sell them. They put the
tax certificate on cigarettes before they know they are going to sell
them.

They don't know whether they are going to be burned up or any-
body will buy them but they put it on.

Mr. McENnoE. Senator, isn't the tax levied on the manufacturer?
Senator ANDERSON. On whisky?
Senator Bn NTr. And cigarettes. There may be a State tax but

the cigarette manufacturer has to buy the cigarette stamp and put it
on at the time he manufacties the cigarette.

Mr. MoHoERO. That is my understanding Senator.
The JAIIMAN. Senator Douglas.
Senator DOUGLAS. You discuss the taxation of foreign business earn-

ings and in the paragraph you state:
As I have stated, the objective seems to be one of nationalizing foreign busi-

ness operations.
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I always thought nationalization referred to national ownership.
In what way does the administration proposal on taxation of foreign
earnings have as its objective the nationalization of foreign businew
operations?

Mr. MCENoIR0. Senator Douglas, its I went on to explain here, it
would have made Halliburton in the year 1961 pay a tax on its earn-
ings in Italy on its subsidiaries' earnings in Italy.

'Senator DoraiOAs. How is that nationalization which refers to
ownership of your companies? Are you saying the administration
is trying to take over the ownership of Halliburton so far as its foreign,
operations are concerned?

Mr. McENoE. Well, it is telling Halliburton that it must declare
a dividend out of the Italian subsiiary and the Italian Government
wouldn't let Halliburton's subsidiary pay'a dividend.

Senator DOUOLAS. That is a minor point, that is a particular Italian,
case.

Are you saying that the taxation of foreign earnings f our com-
pany constitutes the nationalization of your.co vany ?

Mr. MCENROrJ. I think that it do - tonatib-b zgtion to some
degree.

Senator DouoLxs. You s le objective seems to be one otxn tiona-
lizing foreigii operations /

You seem to make tl/eharge that the objctive these proviso
want to maintain th t? -

Mr. MCENROE. sir; 14, Senato.. -

Senator Douoi . You do T.
Mr. McENRoE. he income is still in/thj ioreigf country.
Senator Douor..s. You mean that thfaxation of incOme is quiva-

lent to the nation ization f'-propert
Mr. McENRoE. Isn't that4 a io-i ot'pr6perty; mbrieyJs property.
Senator DOUoL s. Then he levyig of'a corpoiato income"tax con-

stitutes nationali ation of t e corpdpMtion? :,: * :
Mr. McENrOE., efore thl incofe.homes to this coiitry it occurs

to me as though it 's, Senat ./!And in'i ay-ps ft is imsible to
bring the money in this country.

Senator DovoaL s. In other wordspnytttenpt b3 the Government/
to tax income constiu es the natio 1ization of the capital fissets froqi
which the income is de 'ved accor g-tour 1tatemnt. /

Mr. MCENRO. It is a ttempt to natioiili , the income.
Senator DouoAs. No, n you didn't say that. You say n -

izing foreign business operate and as I say nationalizat'iof is pop-
ularly and, I think, precisely un stood as the nationAl own p
of certain means of production which i-raf- i that the
holders of Halliburton would no longer own Halliburton b M
U.S. Government would own Halliburton at least as the foreign opera-
tions are concerned.

Do you seriously want to say that because these words are charged
with tremendous emotion, you know, and when responsible business-
a responsible businessman charges that this foreign tax system has
as its objective the nationalization of foreign business operations, this
is a terrific charge.

BEST AVAILABLE COPY
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Mr. MCENRoE. Well, Senator, I believe I didn't intend to go as far
as you have gone in your interpretation of this. What I meant was
that by making a foreign-making a domestic corporation pay a tax
on the earnings of its subsidiary in a foreign country, in effect, is
nationalizing the business income.

Senator DOUGLAS. Well, it is talking a portion of the income for
public purposes but it certainly is not he nationalization of the
property. You would still rim your property. You would still
elect the members of your board of directors, you would have the
right to the residual income and-

Mr. MOENROE. But it is treating the foreign corporation earningsdifferently than domestic corporation earnings, Senator.
Senator DOUGLAS. Now, that is another question.
But I think you apparently want to stand on this, but it is a very

loose use of language and I think the effect of that language is to
confuse the public, and to inflame the public.

That is all.
The CHAIRMAN. Senator Gore.
Senator GoRE. Obviously, Mr. McEnroe, either the interpretation

of the language you have used before this committee differs from
ours or you have overstated your position in some instances.

I don't wish to engage in a philosophical exchange, but I would
like'to call to your attention that you make a rather remarkable state-
ment that "capital is the wellspring of human progress and better-
ment."

I had been laboring under the impression that money was not the
root of all that is good, but that moral and ethical values, govern-
mnent, religion family life were the principal wellsprings of human
Srogress. Indeed, that the world moves more on ideas than on capital.
Iwill not-perhaps you would like to explain just what you mean by
that?

Mr. MoENor. Well, Senator Gore, what I meant was that you
know that many countries have great potential insofar as their raw
materials are concerned, but it takes capital to develop those raw
materials and that is what I had reference to when I referred to the
capital as being the wellspring of human progress.

Senator GoRE. In your statement and in your reply to Senator
Douglas, you seemed to think that the taxation of the earnings of a
subs diary corporation would be an innovation.

Are not domestic subsidiaries, corporate subsidiaries, of U.S.
corporations taxed annually?

Mr. McEm o. Not to the parent corporation, Senator, only when a
dividend-

Senator Gorm. They are taxed directly, are they not?
Mr. McEN oiE. Righti but the income is in the United States and

in the case of the Iforeign corporation the hipome has never been
brought into the United States, and the parent corporation is not
taxed on the domestic corporation's earnings; not until the domestic
pays the parent a dividend is that income taxed to the parent.

But in this instance the domestic-the foreign subsidiary's in-
come would be immediately taxed to the parent company under this
bill.
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Senator Gou,. I would like to read you what you say:
Domestically a corporate shareholder in another corporation does not pay tax

on the income of the second corporation until and except to the extent that such
income is paid out in dividends. To impose such a burden on American business
shareholders in foreign corporations hence would be a gross discrimination
against foreign operations.

Mr. McEmtoE. Well, Senator, you will notice I said a corporate
shareholder in another corporation does not pay tax on income of the
second corporation until and except and to the extent-

Senao'r Gomn. But the domestic subsidiaT is taxed directly, then
when, later, the subsidiary's earnings are paid out to the parent cor-
poration, a credit is given for tie taxes originally paid by the
subsidiary.

Mr. ME noE. Well, Senator, it doesn't work quite that way.
Senator Goun. Intercorporate dividend credit is 85 percent.
Mr. MoEzcnoE. They (et a dividend credit but not a tax credit.
Senator GonE. I didn t say a tax credit. I said they got a credit,

I believe it is called an intercorporate dividend credit; f believe the
rate is 85 percent.

Mr. MCE.NRo. Eighty-five percent.
Senator GonE. Now, you say your company has 11 subsidiaries'?
Mr. MCEmor. Yes, sir.
Senator GORE.. Would you mind informing the committee in what

countries these subsidiaries are. domiciled?
Mr. MoE-Nnoi,. I think I can, Senator.
We have one in Italy, Germany, Austria, England, Canada, Trini-

(lad, Peru, Venezuela, Argentina, Miexico, and Spain.
Senator GonB. Is that all?
Mr. McENRoE. I think it is. Yes sir.
Senator GOrE. In which country do you have two?
Mr. McENmRoE. Two?
Senator Gone. Your statement said you had 13 subsidiaries in 11

countries.
Mr. McEnRoE. These 11 subsidiaries operate in 13 different

countries.
Senator GonE. I see.
Mr. MoENRoB. Then we operate as a branch in 15 foreign countries.
Senator GoRE. In what countries do you operate as ab fi'idli?
Mr. McENoro. I am afraid I can't tell you all of them, Senator, but

I can tell you some of them. Saudi Arabia Libya, Kuwait (neutral
zone), Yemen, Brazil, Bolivia-I can't recall any more now, Senator.

Senator GoR. Do you have a branohi in any country in which you
have a subsidiary?

Mr. MoENRoE. Yes, sr. We had one in Saudi Arabia.
Senator Goiu. You have both branch and-
Mr. MoENnoo. I would like to take that statement back, sir.
Senator GO=. Oli, yes.
Mr. MOE~noE. Because of a contract that we have with Aramco,

it is not possible for our company to operate for any other company
in Saudi Arabia other than Aramco so our English subsidiTry has
a contract with Getty in Saudi Arabia,

Is that the answer to your question, sirI
Senator GoRE. Well, I am not sure. I am asking you to give the

answer. ,
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Mr. McExRo. I am not' g iiow thii t know what your qtiestion
; wa.-
-:'Senator Goim. Well, I wanted to know if you have a branch opera-
:'1,6i in any country in which you also have a subsidiary operation.

Mr. MANo. flalliburton Co. conducts a branch operation in
Saudi Arabia and an En 1ish subsidiary corporation also conducts a
branch operation in Saudi Arabia. There are times when some of
our equipment will move up in Canada and will do a job close to the
border that is more convenient for us to do than it would be for our
Canadian subsidiary. The same thing is true in Mexico. But it is not
a permanent branch. I would not call it a branch operation.Senator Goit. Are all of these subsidiaries directly owned by Halli-
burtonf

Mr. McEmoE. Yes, sir.
Senator GonE. Do you have a base-holding corporation?
Mr. McENoE. No, sir.
Senator GoPx. All the subsidiaries?
Mr. McENitOE. All of the subsidiaries referred to previously with

exception of the one in Trinidad, are owned 100 percent by Halli-
burton Co. Halliburton paid for only 50 percent of the stock in the
Trinidad Co. and it owns exactly 50 percent of this corporation's stock.
A few years ago Halliburton acquired the stock of a U.S. domestic
corporation which at the time of acquisition owned a Western Hemi-
sphere Trade Corp. which operates in Canada, and a Venezuela corpo-
ration. The Western Hemisphere Trade Corp. and the Venezuelan
corporation owned by the U. S. dom estic subsidiary of Halliburton are
still in existence and are operating in Canada and Venezuela. These
two corporations are not included in the 11 foreign subsidiaries which
I previously have mentioned, because 1-alliburton could not directly
receive dividends from these two corporations and they are not directly
owned by Halliburton.

Senator Gonim. Well these questions are in no way accusatory.
Mr. MCExnoE. I understand.
I like to talk about them.
Senator GoRx. A goodly number of concerns in the machine and

tool industry, an industry somewhat related in nature to the business
in which you are engaged, have multination operations. Now the
chairman of the committee, at my request, asked the staff of the om-
mittee on Internal Revenue Taxation to make a study of taxation of
-foreign income and on July 21, 1961, Mr. Colin Stam and his staff
-'submitted a report that you might like to read.

I would like to read to you from page 14 and page 15, three or four
paragraphs. I will not identf this company. I know the identifiea-
tion of the company; indeed, I called this instance to the attention of
the staff of the committee and they made a study of it and made this
report.

I would like to read to you from this report:
As an example of how one large U.S. corporation diverted income which should

have been attributable to itself to Its foreign international subsidiary, the fol-
lowing example is significant. Corporation C has annual sales (including the
domestic and foreign sales of its subsidiary corporations) of over $200 million,
and it has over 10,000 stockholders. The U.S. parent corporation, its U.S. sub-
sidiaries, and a-few foreign subsidiary corporations manufacture capital goods,
relatively large and high-priced items of equipment and supplies used by the
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buyers tii their operators and not for. resale to consumers. Their foreign cus-
tomers in many countries are usually corporations, often very large corpora-
tions. Ordinarily these foreign customers deal, directly or indirectly, with the
producing corporations in the United States (or with the foreign manufacturing
subsidiaries), and usually prefer to take title to the goods in the United States or
in the foreign country where the items are manufactured.

The parent corporation organized an international subsidiary under the laws
of Liechtenstein which, nominally at least, performs the marketing operations
throughout the world (except in the United States and Canada) for the parent
corporatoin and its U.S. and foreign manufacturing subsidiaries. The
Liechtenstein corporation also performs, nominally, various services with respect
to the many foreign licensees of the parent-collecting royalties and fees, trans-
mitting technical information and assistance, etc. But since Vaduz, Liechten-
stein (a city of about 60,000 population) is not deemed a "respectable" address,
there Is another subsidiary of the parent company which is organized under the
laws of Switzerland and has an office there. This company does not act as
a principal, but is merely the agent of the Liechtenstein corporation, providing,
for a small fee, an office and the handling of correspondence, records, advertising
materials, etc. Liechtenstein does not have an Income tax, so that the profits
of the Liechtenstein corporation are free from tax until they are transmitted
as dividends to the U.S. parent corporation. Switzerland and its cantons im-
pose Income taxes on income earned in Switzerland, but since the services per.
formed by the Swiss subsidiary are only those which a few employees perform
in a small office, and since the fee paid by the Liechtenstein corporation for those
office services Is only slightly more than the cost of the services, the taxes paid
to Switzerland and its cantons is negligible.

Although it employs few, if any, salesmen, and the sales of the products of the
U.S. parent company or its U.S. subsidiaries are either made directly by the U.S.
companies or by independent foreign distributors, the Liechstein company
receives a commission of 15 percent of the selling price, out of which it pays
5 percent to the independent foreign distributors. For its services (whatever
those may be) in dealing with foreign licensees and collecting royalties and fees
for the use of the U.S. corporations' patents, formulas, trademarks and know-
how, the Liechtenstein corporation receives 80 percent of the royalties and fees.

It is evident that the profits thus allocated to the Liechtenstein corporation are
grossly disproportionate to the real value of what little work that corporation
does. In fact, among themselves, officers of the parent corporation have admitted
that the Liechtenstein corporation is nothing more than a tax device, and that
it has no real substance. They have directed subordinates to so handle corre-
spondence, sales documents, etc., as to make it appear that the Liechtenstein cor-
poration is a functioning commercial organization, even though, in actuality,
transactions are handled as if there were no such foreign company.

You might be interested to know, since you have indicated that most
of this bil [seems to be based upon the notion that taxp ayers were dis-
honest, that a public-spirited person from inside this organization
broUght to me the memorandums, copies of correspondence, unqUes-
tionable evidence that the Liechtenstein subsidiary was a dummy.
Yet to it i9paid 80 percent of royalties and fees.

I cite this to you not as an indictment of you and your ideas, but to
illustrate to you that there is a, real problem of tax avoidance, that
devices are contrived to avoid the payment of taxes on profits earned.

I will not ask you if you know the identity of this company. You
maLy. I want to say it is not yours, for the record. Would you con-
done this kind -of operation ?

Mr. McEno. Senator, I would like to make a correction. I be-
lieve in one ol your statements and that is that my whole testimony is
based upon the fact that the revenue bill indicates that taxpayers are
dishonest, I doi't think I said that. Only in respect to business enter-
tainment expenses business expenses, entertainment expenses,

Senator o. n withhblding?
Mr. McExoio. On withholding.
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Senator GoRE. I stand corrected and I apologize to you for having,
to that degree, misstated your view.

Mr. M0-ENROE. I believe it is section 482 under the present Code
which can take care of the situation which you have just illustrated
to me just now.

Senator GonE. Well, you might be interested to know that the infor-
mation which I have read to you was brought to me, and it was news
to the Internal Revenue Service. Liechtenstein has an econothic es-pionage law and they would quickly throw into jail an agent of the
U.S. government seeking to inquire, or make an inquiry, into the in-
come, the economic status of a U.S. subsidiary corporation.

Mr. MCENIOE. Senator, is this big enough-
Senator GonR. How could we reach this
Mr. MCENROH. Is this company large enough to have its stock on

the exchange?
Senator(oRE. I think so, es.
Mr. McENRoE. Or is itl arge enough to have i certified public

accountant audit its books?
Senator Go . I think so.
Mr. M cENRoE.. The information would be available to the revenue

agent and lie could make an allocation of income and expense of the
various companies under section 482, I believe.

Senator GonE. No I regret to disagree with you, that is not the
case. Did you ever hear of a place called Zug in Switzerland?

Mr. McEN oE. No, sir.
Senator GoRE. I made the mistake, in my State, of pronouncing it

"Zug", and a big businessman, a friend called me aside and said,
after my public appearance was over, "Row, if you are going to use
that, Albert, the correct pronunciation is 'Zoog'."

Isaid, "How do you know ?"
He said "Well, that is where one of my subsidiaries is located."

And 52 subsidiaries of U.S. corporations have been organized in Zug,
Switzerland, within the last few months.

What economic resource is there to develop in Zug?
Mr. MoEN.oE. Senator, I am not sure that I am quoting it righv-

quoting the right section-but under the present code the C6mnmis-
stoner does now have authority to allocate income and expenses be-
tween related taxpayers.

Now, he can't create income but he can allocate income and ex-
penses and if there is phenagling between a corporation which is
nothing but a dummy corporation in "Zug" or "Zoog" I would think
the Commissioner has the authority under the present code to make
an allocation of income and expenses.

Senator GonE. I am aware of that section of the code but I am
also aware of the inability of the U.S. Government to get its hands
on the records and the assets of the subsidiary in Zug or in Liechten-
stein or even in Venezuela.

Mr. MCE ROE. Senator isn't the subsidiary's record audited?
Senator Goi. No. No, they are not.
Mr. MaEzno. Well, isn't there a consolidated balance sheet and

profit-and-loss statement prepared?
Senator GoRP. Well, now, what might be revealed or concealed in

that consolidated statement would fill many books, many books.
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I would like to ask you if your subsidiary in Venezuela performs
any services or has employees doing any work outside of Venezuela,
or for any company outside of Venezuela?

Mr. MCENo,. In Colombia.
Senator GORE. In Colombia.
Mr. MCENio,. Incidentally, Venezuela, Senator, could be classi-

fledas what you would cal a tax haven country.
Sdilator Gokk. It is so classified.
Mr. McENRoE. We have not taken advantage of that and we have

received more dividends from the Venezuela corporation than all the
rest of them combined.

Senator Gonn. That is to your credit.
Senator AxDERSON. You have a little more oil in Venezuela than

they do in Switzerland also, bear that in mind.
Mr. McENioE. Of course, the oil business, drilling activity, is some-

what played out in Venezuela and we are not having to replace our
assets as fast as we used to, so consequently we are receiving larger
dividends from our Venezuela subsidiary now than we were in the
past. When the activity builds up again-

Senator GORE. You have just referred to the dividends you received.
In ybur written statement, you gave us your dividends for 1961.

What was your record in 1960? Will you take us back about 10
years?

Mr. McENnoE. I can't do that, Senator, I don't have that informa-
tion.

Senator GoRE. Would you submit it for the record?
Mr. McENRoE. Would I?
Senator GonE. Yes.
(The information requested follows:)

The amount of dividends received from foreign corporations owned by Halli-
burton during the past 10 years is: 1952, $1 milli6h; 1953, $1 million; 1954, $1
million; 1955, $1,100,000; 1956, $1,300,000; 1957, $1,300,000; 1958, $2,050,606.00;
1959, $2,281,268.90; 1960, $2,364,555.82; 1961, $3,723,576.01; total $17,120,007.33.

Senator GoRE. Why do 3ou choose to operate in branch form in so
many countries instead of subsidiary form?

Mr. McENROB. Well, we try to choose the most economical means
of operation, Senator. And in some cases it is more economical to
operate as a subsidiary. We may have heat put on us to form a
subsidiary.

Senator GoRE. Wait a minute, you may have some heat?
Mr. MCENRoE. We may have some heat put on us to form a sub-

sidiary corporation. It may not make any difference at all to us
whether it is a branch operation or a subsidiary operation. We
started business in Mexico as a branch, and PEMEX, which is our
big customer, insisted that. it would not use our services unless we
formed a Mexican corporation so we formed a Mexican corporation.
We didn't want to get thrown out.

Senator GORE. A little stock to somebody down there ?
Mr. MOENROE. No, sir, we own that 100 percent. Halliburton

doesn't do business that way, Senator.
Senator GonE. That is good. That is not always the case -in Mexico,

though, is it?
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Mr. McENoE. I know of some other people who did that and who
have had to give some stock in corporations.i

Senator GORE. Do you collect any royaltes and fees from any
foreign company not wholly owned by Hadliburton?

Mr. McENno. I don't know of any royalty to speak of that we
collect other than what is collected domestically, it isn't even a royalty.

Senator Gon. Any fees?
Mr. McEmtoE. Would you mind restating your question, Senator?
Senator GONE. Does Halliburton or any of its subsidiaries collect

fees, commissions, royalties for, any other of its subsidiaries?
Mr. M ENROE. For its subsidiaries? No, sir.
Senator GonE. That are not wholly owned by Halliburton?
Mr. McENRoE. No.
Senator GoRE. None.
Have any of your foreign subsidiaries made loans to Halliburton

or to the Halliburton subsidiary?
Mr. MOcENROE. No, sir. I will take that back, yes, sir. Once that

I know of.
Senator GORE. Would you relate that?
Mr. MCENROE. Our Venezuela subsidiary loaned some money to a

Canadian subsidiary at one time.
Senator GORE. How much?
Mr. McE-RoE. It is not in existence any more and it was only for

a short period of time.
I do not recall the amount but it was a long time ago.
Senator GORE. Was the loan repaid to the Venezuela subsidiary?
Mr. MCENROE. Yes, sir.
Senator GORE. The Canadian subsidiary was a subsidiary of Halli-

burton?
Mr. McENRoE. Yes, sir.
Senator GonE. So -lalliburton directed its subsidiary in Venezuela

to lend the money to its subsidiary in Canada and thereby it did not
find it necessary to advance the money itself ?

Mr. McE RoE. As I recall, Senator, Halliburton was not in posi-
tion to advance the money itself at that time.

Senator Go. So it used the funds of its subsidiary in Venezuela?
Mr. McENo. That is right.
Senator GORE. On which no U.S. tax had been paid?
Mr. McEitoE. That is correct.
Senator GORE. I could do a little better if I had such a source of

funds.
Mr. MGENRoE. The money was paid back, Senator, and that is one

of the countries that is called one of the depressed countries or, how
is it referred to here, it is not economically' advanced. The money
was repaid.

Senator Goo. Underdeveloped.
Mr. MOEnop. The money was repaid, and later on in the year a

dividend with that money was paid to the Halliburton company.
Senator GoRE. I am not saying you committed any crime, I am

lust saying you had a subsidiary in Venezuela with surplus m6ney at
hand which it had not repatriated to the United States, and you had
another subsidiary in Canada, a county y with a high tax rate, and
HallibUrtor, though it needed the surplus mo1ey of its subsidiary in
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Venezuela, btt ndt having rePatriated it, was as yru- say not in posi-
tion to advance the money t th6 Canadias subsidiary. 'So you just
proceeded to use the monoy in perhaps 'the same manner tlat you
would have used it if it had'ben repatriated and if you had paid taxes
on it. You proceeded to use it, direct its use in a third country, with-
out repatriation and, therefore, without paying U.S. taxes, and when
repaid it was again not repatriated, but paid back to a tax-haven
country.

Has it been repatriated I
Mr. McENRoE. Well, Venezuela has paid us all the dividends it can

afford to pay us.
Senator Gon-,. But it could afford to lend to a subsidary in Canada?
Mr. McEcRoE. In the same year this loan was made Venezuela col-

lected the loan back from the Canadian subsidiary and late in the
year paid the Halliburton company a dividend.

Senator GoRm. Now, let me ask you-
Mr. M ENIOE. Now, Senator, because of the fact the income was

not taxable, that interest income was not taxable, in Venezu6la, it in
turn meant that a higher tax rate was paid in the United States when
we got the money in the form of a dividend.

Senator GoRE. You mean you got more money?
Mr. MCENROE. And the U.S. Government got more tax.
Senator GonE. I am not complaining at al about the lack of taxa-

tion on interest income in Venezuela. Let me ask you if the same
purpose could not have been accomplished.if your Venezuela corpo-
ration, or subsidiary, had made the loan to Halliburton instead of to a
Halliburton subsidity?

Mr. McENiRoE. Well it probably could have been accomplished.
Senator Goiu. I am not saying you did accomplish it. But what

I am suggesting to you is that it is done that way in thousands of
cases.

Mr. McENnoL. But Senator, if that money is loaned to a subsidiary,
or rather is loaned to a parent and there is no intention to repay that
money it can be considered a-dividend.,

Senator GORE. Well, suppose there is in ifitention to repay it at
regular intervals, and then reloan it. What I am trying to bring to
your attention is that this network of international corporate and
subsidiary corporations lends itself to great tax abuse.

Now, I know nothing about yotur business except what I have heard
this morning. A admittedly, I have been, I hope not unpleasantly, on a
fishing expedition in asking some questions..

You appear to be an extremely honorable, ethical businessman and
for that T compliment you, but even so yoti pointed out one instance
in which the parent corpotation has had complete ontrol'and use, and
directed the use, of the funds of 'its Subsidiary without repatriation,
and, therefore, without payment of U.S. tax upon those funds.

Mr. MCENmRo. But Sentor '' that money did come back to the
United States eventually in the form of a dividend the same year it
-was loaned. What I am trying to portray and give you an impression
of is that I don't believe that Mfaibu'tton deals any differently than
most honorable corporations deal. We are not trying to make a fast
dollar. We are in bitsiness in'these foreign cotfitries, to stay in busi-
hess in them for a long time. We don't intend to liquidate these cor-
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porations at capital gain rates or tax free. We are going to stay in
those foreign countries as long as we possibly can, and we are not in-
vesting in a foreign country unless we expect to get a return and we
are going to -wet that return in the form of a dividend, as we have,
and we have Len receiving dividends through the years more than
we have been putting out.

Senator GoRE. You understand I haven't accused you of anything
nor have I any intention of doing so. I merely have shown by your
own testimony an ex mple of a tax abuse. You say it wa verylimited, that.it was perhaps for less than 1 year. Therefore, it was not
serious; but it opens up the Pandora's box.

You could have done it in greater amount for a longer period, and
then you could have had the second subsidiary beneficiary lend it to
still another, and then eventually, perhaps, have a dissolution and
distribution.

Mr. McENRoE Well Senator Gore, I don't believe we would have
done that. If it had been for a longer period of time I certainly
would have

Senator GonE. I didn't say you would, I was speaking of possi-
bilities, not the likelihood of, action on the part of your company.

Them operations-aren midtitudinous and in some instances multi-
farious. Have you had an opportunity to read this report that the
staff of this committee made?

Mr. MoExNon. No, sir.
Senator Gom. Mr. Stam, will you have one of the clerks-
Mr. STAm. I don't think it has been released.
Senator GoRx. It hasn't been publicly released?
Mr. STAx. No.
Senfutor GomE. Mr. Chairman; why shouldn't it be publicly released?
Mr. STAm. It has got some names, it has confidential information.
The CHAIRMAN. What was the date of it?
Senator GovE. July 1961.
The CHAIRMAN. The Chair is informed there is confidential in-

formation which was obtained from the Internal Revenue Depart-
ment. But I would be glad to confer with the Senator about it.

Senator Goun. I am sorry I was inviting you to read something
that was not available for you toread.

(The release of the report referred to was clarified in a subsequent
discussion appearing on p. 859 of pt. 3.)

Mr. McENROn. You will have to withdraw the offer.
Senator GonE. But it's quite a revealing document. These abuses

are widespread and the songres is undertaking to elimiliate these
abuses, the tax avoidance involved in them as a matter of good public
policy. You would agree that we should Lave fairness and equity as
a principle of U.S. tax poliy I am sure.

Mr. MOENROn. That is right.
Senator Gon. Thank you, Mr. Chairman.
Mr. MoENoroE. Senator, what I am trying to portray is that by en-

acting H.R. 10650, it would work an undue hardship upon the corpora-
tion that tries to pay its taxes and does pay its taxes honestly.

Senator Gon. I am fully ready to concede it.
Mr. MoEN&RO. It doesn't seem to me-
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Senator GoRE. I hope you don't think I have tried to imply other-
wise.

Mr. MoENrnop. What I object to is the passage of a law aimed at
the cheaters which, because of its language, works an undue hardship
on the honest taxpayers-especially when means or tools are available
in the present code for the Commissioner to deal with the dishonest.

Senator GORE. Well now, we have trafflo lights to check those who
would speed through an intersection, but even honorable citizens like
the chairman of this committee, find the necessity of obeying the traf-
fic lights.

Mr. McENXon. That is for his own protection, isn't it, Senator? Ihope.Senator GORE. All right, thank you very much, Mr. Chairman.

The CHAIRMAN. Senator Hartke?
Senator HARTKE. No questions.
The CHAIRMAN. Thank you very much, Mr. McEnroe.
The committee will recess until 2:30.
(Whereupon, at 12:40 p.m., the committee recessed to reconvene

at 2:30 p.m., the same day.)

AFTERNOON SESSION

Senator HARTKP. (presiding). The committee will please come to
order.

The chairman has been detained on the floor of the Senate, and so we
will proceed this afternoon.

The first witness will be Mr. Maurice E. Peloubet of the National
Small Business Association.

Good afternoon, sir.

STATEMENT OF MAURICE E. PELOUBET IN BEHALF OF THE
NATIONAL SMALL BUSINESS ASSOCIATION

Mr. PELOUTBr. I am Maurice E. Peloubet, a certified public ac-
countant of New York. I am here today to represent the National
Small Business Association of Washington, D.C. This association
represents some 35 000 small business firms throughout the country.
I am grateful to the committee for this opportunity to present my
views on the investment tax credit, as embodied in H.R. 10560. On
other subjects in the bill, the Small Business Association, if it finds
it is necessary, will file a statement.

I am glad to be able to say that I agree with Secretary Dillon on
two points.

First, if we are going to have a tax incentive, probably the invest-
ment credit is the b6st one we can have.

Second, the 8-percent credit with the 50-percent income limitation
is better than the 7 percent with the 25-percent limitation.

The main question before the committee, however-and I might
say before the country-is not how good a depreciation system can
we afford, but cah we afford to limp along with an outmoded, restric-
tive, and c::;pplingsystem which is adding year by year to our enor-
mous backlog of obsolete machinery and equipment?
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Shall we commit industrial suicide or shall we let industry keep
enough of its earnings to maintain its competitive position abroad,
to reduce unemployment at home, and to keep our economy strong
and dynamic I

The number and variety of the various plans and devices which
have been brought forward to stimulate the growth of the economy
and to provide incentives, for additional investment in productive
machinery and equipment should not be allowed to obscure the broad
outlines of the problem. Flist; there is the primary fact that about
$100 billion of plant and equipment in this country is admittedly
obsolete and should be replaced.

This figure is supported by a detailed survey made by the Do part-
ment of Economics of the McGraw-Hill Publishing Co. A large
round figure of this sort is easier to understand when it is broken
down. For example, 59 percent of all transportation equipment and
the same percentage of all textile equipment is over 17 years old.
Forty-eight percent of all manufacturing capacity is. over 17 years
old, and only one-third is 10 years old or ress.

This compares with the modern and efficient productive capacity of
Western Germany, Japan, and other countries. The primary pur-
pose of any incentive to capital investment, or of any sort of depreci-
ation reform, is to do something to reduce this intolerable burden on
American industry. The in~1llciency and high costs caused by this
great mass of aging and obsolete equipment is primarily responsible

aor our present unfavorable competitive position compared with
Europe and Japan.

This burden of aging and obsolete machinery and equipment did
not, for a long time, produce any really spectacular results. However,
in the last year or two conditions in the textile industry became so
bad that it was clear that some sort of action had to be taken. As
the McGraw-Hill survey showed, 59 percent of the textile machinery
and equipment was overage. The textile industry and the transpor-
tation industry both showed 59 percent of overage capacity, being at
the bottom of the list, so far as obsolescence was concerned.

The textile industry was losing markets and was losing jobs. Old,
high-cost, inefficient machinery, although the labor cost was very
high, did not produce or insure jobs, but, rather, lost them. Just
which sector of industry will come to an impasse next is hard to esti-
mate, but there are several candidates.

The complete remedy for this condition is not a tax credit which
will put something under $2 billion a year in the hands of industry for
growth, or a reduction in useful lives by the Treasury, which may do
half as much. The gap in depreciation is something in the neighbor-
hood of $6 billion to $8 billion dollars annually on minimum calcula-
tions, and even at this rate it will be many years before the productive
plant and equipment in this country is modernized and brought up to
European and Japanese standards.

When we consider the decline in the value of the dollar there has
been very little real expansion in the productive capacity of the coun-
try which is clearly indicated by the vast amount of obsolete capacity
an the fact that this grows rather than diminishes.

The first and most important consideration, therefore, is that indus-
try must have placed at its disposal sufficient funds at least to main-
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tain our present investment and productive capacity. If, in addition
to this, real growth is desired, then some form of incentive is needed

Two things should never be lost sight of. First, the need for addi-
tional funds in the hands of industry which are provided for indus-
try on condition that they are spent for productive plant and equip-,
ment; and, second, the fact that if these funds are spent for productive
plant and equipment, little or no immediate loss of revenue will re-
sult and the revenue will gain even in the short run.

Up until the last few months Treasury estimates of revenue loss
were made find published on the traditional assumption that any
change in the law or its administration which would affect the amount
of tax collected could have but one result; that i, that the total taxes
collected will be increased or decreased by the simple gross amount
attributable to the change in methods of administration or rates.

It would be unfair to the Treasury officials to assume that, because
they made their estimates on this basis, the actual results and implica-
tions of a change in tax rates or methods were not understood by
them.

One of the most important characteristics of our tax structure is
that no provision, rule, or regulation stands by itself, and no change
can be made in one part of the tax structure without having wide-
spread and, at times, almost unpredictable effects on the other parts,
and on the business and economic situation of the country.

One of the corollaries to the view that a change in the tax struc-
ture can have but one simple and immediate effect is that the amount
of income generated by the business activity of the country is sub-
stantially static and the Government, therefore, can increase its reve-
nue only by taking more of this static income, either by increases
in rates, by bringing in income not previously taxed, or by reducing
deductions.

While these seem to be the assumptions implicit in traditionalTreasury estimates of revenue effects, it is, of course, true that other
Government departments act on quite different assumptions and pro-
duce statistics which indicate clearly that we have a highly dynamic
economy, increasing in some sectors and decreasing in others.

Those Government.agenoies which compile figures for gross na-
tional product and similar statistics are well aware of the nature
of our economy, and understand fully that the results of various
economic activities cannot be estimated on the basis of one factor
alone.

However, Secretary Dillon, aiid the staff of the Treasury, seem to
be reconsidering their positions on possible offsets to the gross losses
in revenue brought about by reductions in depreciation.

Secretary Dillon said that the reductions in lives of textile ma-
chinery might result in a gross loss of $25 million whibh he said would
-e made uI by taxes generated by the increased activity and profit-

ability of tle industry.
The Treasury estimated that offsets would reduce the gross loss'of

revenue from the incentive tax credit, some $1,800 million to $6556
million. The reduction might even be greater but the important .point'
is that the Treasury have agreed that: offsets to gross revenue loss
shold betaken into account. ,
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That this is true and that the offsets are much greater than the
Treasury estimates is the view of several distinguished Members of
the U.S. Senate. They have gone on record publicly in hearings
before Senate committees and in the Congressional Record to the
effect that the net revenue reduction which would be brought
about by an increase in depreciation allowances would be little or
nothing in the first year of operation and the revenue would actually
increase as the effects of liberalized depreciation were further di -
fused throughout the economy.

On July 24, 1959, the Subcommittee of the Select Committee on
Small Business of the U.S. Senate held hearings on the effect of Fed-
eral tax depreciation policies on small business.

At these hearings the National Small Businessmen's Association
was represented by its president, Frank M. Cruger, its counsel, John
A. Gosnell, and Its legislative director, Herbert Liebenson. Joel
Barlow, of the Washington law firm of Covington & Burling, and
Maurice E. Peloubet of Pogson, Peloubet & Co. were also witnesses,
as well as representatives of various manufacturing organizations and
associations.

The committee reached this conclusion on the question of revenue
loss, in which all members of the committee, except Senator Prouty,
concurred:

Your committee has summarized the testimony of some of the witnesses that
inflation and current depreciation methods result in the payment of income taxes
on $6 billion of capital consumption. Perhaps this will lead some readers to
assume that the adoption of depreciation methods to eliminate this capital con-
sumption would result in a revenue loss of $2 billion to $3 billion. Your com-
mittee is firmly convinced that any such assumption would be grossly in error.

The testimony and supporting illustrations by Mr. Peloubet were most per-
suasive on the point that liberalized depreciation allowances would generate
enough new taxable earnings among producers of capital goods to offset the tax
loss from lower profits resulting from increased depreciation allowances. Wit-
nesses contended that any revenue loss from a fair liberalization of'depreciation
allowances would not be substantial. It is doubtful that there would be any
revenue loss in the second year after such liberalization, and perhaps none in the
first. In the third or fourth year, and in subsequent years, revenues should be
larger. The economic growth and resulting greater tax base under new deprecia-
tion policies should assure the Federal Government of a long-term gain in
revenue.

The testimony on which the committee relied in coming to this con-
clusion was, as follows:

J EoL BARLOW. It is very difficult to prove what might have been. But, in any
event, unless we change our (depreciation) policy, the result will be a continuing
vicious circle of higher costs, lower profits, less replacement, and, by no means
Incidentally, a continual drying up of revenues for the Government. One of the
reasons our tax structure is inadequate to balance a cold war budget is the
shackles it puts on facility expansion and modernization.

Senator BmLv Your feeling is that, in order to gt y competitive, they will keep
liberalizing it (depreciation] ?

Jon BAuLoW. Certainly. They have found out that it works. They found
out that they get more revenue for the Government bbeause profits of. companies
are higher because modern facilities make costs lower and their markets larger.
The taxable Income In the West German state Is remarkable. Even with almost
a hundred percent writeoff In some categories of productive facilities their fiscal
picture is excellent. They are taking mich of our South American markets for
capital goods Industry because of their low-cost production. Not, only are their
labor rates lower, but only about 10 percent of their industrial plants are over
10 years old, as compared to 65 percent of Ours.
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"MAunICE H. PouB' r. How much revenue is It going to take away if we have
reform?

Well, now, we have devoted quite a little study to this. I don't think our
studies are quite completed, but I think they have gone far enough to be able to
say that proper depreciation reform will not reduce the revenue at all, be-
cause if you have a method of depreciation reform whereby It is required to
spend the additional depreciation on new equipment, the amount of tax gener-
ated by the expenditure of the money will equal, or perhaps more than equal, the
amount of tax lost by the additional allowance, and then we think that, if you
buy a machine, you aren't just buying a piece of steel; you are buying labor, you
are buying materials, you are buying a profit. Every one of those things gen-
erates a tax.

I think, as a minimum immediate tax generation, for every $100 spent on
machinery, there is at least $20 of tax generated. Therefore, If, by the allow-
ance of an additional $100 depreciation you can require people to purchase, say,
$200 of m.chinery, there is no tax loss whatever. You have taken it out of that
pocket mid put it into this one. So that, I think, really depreciation reform
is one of the few self-liquidating tax reforms.

I believe most of the people who are interested in depreciation reform would
not advocate it if they thought it was going to have a seriously unbalancing
budget effect, because if every allowance you made was a dead loss, why of
course, you couldn't advocate something that would cost $4 billion to $0 billion
a year. That would be just silly; no matter how meritorious it is, it is im-
possible. That isn't true. There would be no revenue loss.

Senator WAYNE MORSE. I think it is important that we make clear that this
is not a tax dodge, -we make clear this Is not a scheme on the part of industry
to pass a greater tax burden onto the shoulders of the nonbusiness community.
But, I am sure it can be demonstrated-as I sat here following you two men this
morning, I thought, out of my own knowledge and experience as a lawyer, of
the types of proof which can be advanced-to show that it will mean, in the
long run, less taxes for the masses, and how important that is when you are
trying to sell a legislative reform. And we ought to be able to demonstrate that
truthfully and by way of proof.

Secondly, I think you have another case to make in this argument which is
going to be helpful in getting legislative reform that you need, and that is the
effect of this kind of tax program, with the resulting expansion of the econ-
omy and new tax dollars it would create which otherwise would never come
into existence, as a check on inflation.

RObnET LusoNf (president, Universal Winding Co.). Senator Morse brought
up this question-whether it could be shown this would not affect or hurt the
normal taxpayer, and I think bringing out the point that there is no ultimate
loss in taxes hits directly at that point.

Therefore, it would seem the only possible legitimate reason for not allowing
a shorter period of depreciation is the fear of loss of revenue in the immediate
year or years after the change.

But, if it could be shown that a shorter period of depreciation stimulated
business, thus creating more earnings and more employment and, thus, at least
in the long run, more taxes collected by the Government, then one would Wish
to measure this advantage against the disadvantage of a temporary lowering of
the rate of tax collection.

On January 28, 1961, Senator Smathers introdiced a bill which
gave in effect, taxpayers a free choice of depreciation rates, subject
to a few not very onerous restrictions.

In his remarks introducing his bill he quoted with approval an
editorial from the Washington Star of January 14, 1961:

It is generally argued, however, that capital investment would be stimulated
by liberalization in some degree and that the end effect would be expanded
employment and higher net tax revenues. The subject is one that the incoming
administration and the new Congress should consider carefully.
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On January 81, 1961, Senator Hartke introduced a companion bill
to that of Representative Keogh providing for reinvestment depreci-
ation. In the course of his remarks he said:

At several hearings before Senate and House Committees, Congress has been
assured by nationally recognized experts that our present depreciation system
Is stifling economic development, slowing down the growth of national income
and reducing employment. Furthermore, these same experts have produced
evidence, so far unchallenged, that there will be little or no immediate loss
of revenue If depreciation is increased and substantial gains in the not very
long run.

If these statements are true, and in the opinion of several distin-
guished Members of the Senate they are, then no consideration of
revenue loss or budgetary effect should interfere with effective depre-
ciation reform.

Secretary Dillon has stated that the tax credit plus the reductions
in useful lives to be made by the Treasury Department will be ade-
quate to put the American manufacturer on .K competitive basis with
Western Europe and Japan so far as depreciation and capital allow-
ances are concerned. While these two measures combined will make
a substantial improvement in the position, and while they are both
valuable and necessary, they are nevertheless far from being sufficient
to solve the problem. They will not put enough funds in the hands
of taxpayers, and they will not provide the ease of administration
and certainty of impact which is required by a proper system of in-
centive and allowances for the exhaustion of capital.

We must believe that the Treasury Department will do its utmost
to bring about as great reductions in useful lives as can be justified
under statutory limitation, but the conditions under which the Treas-
ury must work will make it impossible for the Department to give any
real assurance to taxpayers that determinations, once made, will not
be disturbed or will be carried out consistently.

The administration's proposal to provide depreciation reform, is
limited to reducing the suggested useful lives as covered by Bulletin
F. The work on the textie industry has been substantially com-
pleted, and the Treasury mi examining the situation in six other major
industries: aircraft, automobiles, electrical machinery and equipment,
machine tools, railroads and steel.

It is clear rrom the language of Revenue Proceeding 62-1, IRB,
January 2, 1962, that the Treasury' realizes fully the narrow limits
within which it can work in the shortening of useful lives and the
contingent and temporary nature of any such reduction.

The-Treasury states:
No departure Is intended from the rule expressed In section 1.167 (a)-1 of the

Income Tax Regulations, that the useful life of an asset for depreciation pur-
poses Is the period over which It may reasonably ., be expected to be useful to
the taxpayer In his trade or business or In the production of his Income. The
revised suggested average useful lives rleflect the obfplescence which this study
has recognized. Such lives may be used by any taxpayer who shows the firm
Intention to follow replacement practices which justify his use of these live.
However, under section 1.167(a)-i(b)of the regulations, the estimated useful
life of property Is subject to modification after lapse of i reasonable period of
time by reason of conditions known to exist at the end of the taxable year of
modification, such as where it Is found that the taxpayer's experience, including
his replacement practice, does not justify the useful llven used by the taxpayer.
For purposes of applying the preceding sentence, Revenue Ruling 90 and 91,
0.. 193-1, pages 43 and 44, respectively, remain In full force and effect. In
any case where a taxpayer can support the use of livta shorter than those shown
In the schedule In section 8, use of the shorter lives will, of course, be permitted.
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Useful lives determined under such provisions give the taxpayer no
assurance that the determination of one year may not be upset qr at
least disputed in the following year. 00pbrtunities and occasions
for dispute and litigation are multiplied rather than decreased.

This is not said in criticism of the Treasury or the Internal Reve-
nue Service. Both are to be commended for their frankness in
acknowledging and illustrating the limitations under which they
must work.

It is doubtful whether any reforms in the Internal Revenue Service
treatment of depreciation can be carried out until the burden of proof
has been removed from the taxpayer and agents are persuaded that
the announced policies of liberalization and fairness in the admin-
istration of the depreciation deduction are, in fact, the basic policies
of the Treasury and Internal Revenue Service and are to be properly
and fairly enforced, regardless of the immediate effect on the tax
collected.

As the Treasury statement points out, these limitations are imposed
either by the statute or by regulations which have the force of law.
The only way to remove these limitations is by legislation.

Certain Igeislation is already embodied in bills introduced and re-
ferred to the Committee on Ways and Means and the Senate Finance
Committee. One of these is the Hartke-Keogh bill, which provides
for reinvesment depreciation. Legislation providing for capital al.
lowances on the Canadian method rather than depreciation strictly
dependent on useful or economic life has been widely advocated
well as an additional allowance in the first year on new property at
some substantial rate, say, 20 percent.

Any one of these methods of depreciation reform would be helpful.
Reinvestment depreciation is the only method of those proposed which
directly reflects the effects of inflation in causing a deficiency in depre-
ciation. It allows, as depreciation at the time of replacement of a
facility, the amount that inflation has 'increased the original con-
struction cost of the facility being replaced. An advantage of tis
method is to encourage the reduction of the backlog of $100 billion
worth of obsolete plant and machinery which is weighing down the
American economy and would be particularly valuab le to industries
in depressed areas and to the establishedin'dustry using a large. pro-
portion of lone-lived property.,

The Canadlian bracket system and rates are based on a conce t of
flexible capital allowances without the necessity of Proving usfullife.
The taxpayer can annually choose the percenge ofrernaning assetvalue he deems appropriate up to stated mainlitms which vary with
the type of facility Inuse. The current maximums are generally more
libera thbn rates derived from the useful-life concept in this country.

Some approximation to the Canadian system of capital allowances
rather than depreciation based on useful or economic life would elim-
inate disputes" and litigation on depreciatio6niatters, and .would give
the taxpayer some certainty, now so conspiditusly lacking, in the
determination of his depreciation deduction, In appendix I an adap-
tation of the Canadian method to U.S. conditimfns is shown.

An additional first-year allowance lacks the flexibility for the tax-
payer which is inherent in the Canadian system and it would tlot be
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as beneficial proportionately to the depressed industry or to one in
which the plant and equipment was predominantly Iong lived.

The tax credit and the reductions in useful lives iy the Treasury
Department are the reforms proposed by the administration. As
far as they go, they are beneficial, but they are incomplete and insuf-
ficient. The tax-credit plan is admittedly an incentive and not a type
of depreciation reform-and this, of course, has been stated re-
peatedly by Secretary Dillon, Under Secretary Fowler and many
other Treasury spokesmen-and if an incentive to growth is needed,
it may well be a desirable method of achieving that end. However,
the tax credit is not depreciation and has nothing to do with it.

In general, the tax credit is a workable and effective incentive
method. There is, however, one modification which is necessary to
eliminate a discrimination between industries which can, so to speak,
buy their capital goods "off the shelf" and those where the projects
for capital expenditure are not completed for a long time but where
the machinery and equipment must be paid for as it is being built.

In these industries the tax credit should be allowed when the ex-
penditure is made rather than when the completed project is eligible
fordepreciation.

That is an important point. I have examples in here that show
that the taxpayer might be kept out of his credit from 8 to 5 years
by this feature.

Four industries may be taken as examples: Steel, nonferrous metal
manufacturing, paper manufacturing, and the manufacture of print-
ing presses_ This should be a fairly representative cross section of
industry. The steel industry accounts for a large part of the total
volume of production and affects almost every other industry. In
that industry composite figures for four major steel plants recently
visited by representatives of the Internal Revenue Service showed
that the full benefit of the tax credit would not be realized until 1966,
and the loss of the tax credit, because of the lag of the first 4 years,
would never be made up.

The attached appendix I shows the pattern of when these expendi-
tures were made and when depreciation was first taken on them..
From this sample pattern an example has been developed assuming
leVel xpenditures of $100 a year and indicatifg amounts eli4ble for
ihe proposed tax credit of the credit is to be allowed when deprecia-
tion i first taken. In the first year only $65 of the $100 expended
is eligibie for the tax credit; the full $100 is not eligible until the
fifth y91r. If expenditures continue, the amounts not eligible in the
first 4 years will never be made up.

The expenditures on which the pattern or model is based amoUnted
to almost $200 mition.

In the nonferrous metal mattfilotuting industryf on a large and
representative facility, a tube mill, whichudjd not enter the deprecia-
tion base until 1959, payments were made as follows: 195t, $8,975,-
000; 198, $9,850,000; 19., $18,825.(XI0.

In the paper industry it geinierally took upward of 2 years to build
and install a6 complete papermaking machine.

Statements from three of the largest printing-press manufacturers
in the cduhtty show thit up watrdof 2 years may elapse between the
first dwnpaymeht and or 'fer fr a press and its comPlete installa-
tion, and that 85 percent of the cost is paid before inst4l16tion.
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I believe that for other equipment of comparable size and'-price,
the conditions in the printing-press industry are fairly'representative.
The qualification of property on the basis of expenditures, as and
when made, will do a great leal to increase the immediate effective-
ness of the tax credit, ad will remove the discrimination which would
otherwise exist between industries in which the equipment is bought
iii small standard units and installed without great delay, as com-
pared with industries where 1, 2, or 8 years elapses between the first
payments and design and engineering. work, and the final installation.

No effective depreciation reform is possible without legislation.
Effective depreciation reform should, first, in some manner recognize
inflation; and, second, the period over which property may be written
off should have no necessary relation to any assumed or calculated
physical or economic life. The most practical and effective means
of recognizing inflation and, at the same time avoiding the accurhula-
tion of large amounts of unspent funds, which would probably be
the result of overall replacement depreciation, is the method known as
reinvestment depreciation. This method is the only one proposed
which would give benefits to industries using large amounts of long-
lived property, and is the method which would be most helpful to
taxpayers and industries in depressed areas. These are situations
which the tax credit would not help, and is not designed to help.

Reinvestment depreciation is essentially the recognition of the effect
of inflation on the allowance for depreciation after everything has
happened and after the depreciable property has been sold, scrapped,
or otherwise disposed of.

Thus it deals with completed transactions and accomplished facts.
There are no elements of estimate or anticipation involved.

When depreciable property is sold or retired, an index number
representing the change in the value of the dollar is applied to the
original cost of the property. The allowance for reinvestment de-
preciation cannot be greater than the difference between the cost and
the current value, as determined by applying the index.

But there is another requirement which must be met before the addi-
tional allowance is granted: an amount equal to the current value of
the property must be spent, or reinvested, In depreciable property.

If no reinvestment is made, no additional allowance is granted.
If only a part of the current value is reinvested, the allowance is re-
duced proportionately, and if the rest of the amount representing the
current value is not spent within a specified carryover period, the pos-
sible allowance is lost to the taxpayer.

The amount of the additional allowance is deducted from the total
cost of the new property and the remainder is depreciated over the
life of the property. For exanmple, a machine costing $1,00 mhas a
current value of $1,500, which aMiount is reinvested. The reinvest-
merit allowaee is $500, and $1,0068is depreciated over, say, 10 years,
the lifeof the property.

There is, therefore, no recovery in excess of cost or, to pt-it another
way, there is a constant lag in current value deprecdition represented
by 1 ie current valie of tho.property in use at any onetime.Reinvestment depreciation would be po sifvefin operation and sim.
ple to administer. All the taxpayer needs to'know is.the cost of his
property and when it was aequirid. The Treasury wold probably
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compute the index number, but any of the indexes in current use would
be satisfactory; for example, Department of Commerce construction
cost, Engineering News Record, or American Appraisal Co.

Reinvestment depreciation, although allowed in arrears, is avail-
able as and when needed for reinvestment in machinery and equip-
ment to take the place, in some way, of that retired.

While accounting can and should be adapted to the reinvestment
concept, it is essentially a financial method for providing funds for
replacement and maintenance as and when needed.

There are no loopholes or opportunities for abuse in reinvestment de-
preciation. The two limits are always there: the property must be
retired; the money must be reinvested.

Reinvestment depreciaton, for that reason, would be the most effec-
tive incentive to capital investment and the modernization and mainte-
nance of machinery and equipment.

It would not create cash windfalls and could not be used as a
tax-free liquidating device, which might happen under any method
which did not require that the money be spent before the allowance
would be made.
. The requirement is for the reinvestment to be made in depreciable
property. It may be any kind or type so long as it falls into the classi-
fication of depreciable property.

The present requirement of the statute and the Internal Revenue
Code is that depreciation shall be written off over the expected use-
ful life of the property. The difficulties in that are indicated in the
extract from Revenue Bulletin No. 1 of the year 1962, given above,
which is a significant document because it is, in effect, a statement by
the Internal Revenue Service that they have no intention of changing
their principles or methods, and that they cannot change them.

The reason for the innumerable annoying and fruitless adjust-
ments made by revenue agents in depreciation calculations is that the
determination of a physical or economic useftil life is a matter of
estimate and opinion and the revenue agent has a number of ways by
which he can force hMs opinion on a taxpayer. Practically all de-
preciation adjustments involve merely the transfer of income from
one year to another, but as the determination of depreciation is a
matter of opinion, the agent can generally find something to change
or adjust.

If, however, legislation such as that which has been in effect in
Canada for some 14 years were to be enacted here there would be no
reason for any of these adjustments. The Canadian system is based
on the principle that the witeoffs of depreciable property do not rep-
resent a cost allocated over a useful life, as is required under our laws,
but the writeoffs represent what is called a capital allowance.

The capital Allowance is determined by classing in broad groups
different types of plant and eqtIip thent, and speoifying mihiti Jives
for propery fallit within'eah group. Tfe taxpayer can take a
longer life if he wishes to. He can refrain from taking depreciation
in any 1 year. He cannot take more than his original cost, and he
must pay tax at ordinary rates on any recovery he makes by selling
property at more than its written-down value up t its original cost.
For instance, most manufacturing machinery would fall into class 8,
where the maximum rate s 20 percent for the-first year on a declining
balifice method.,
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The only thing the revenue agent can question is whether the
property is properly classified. If the property is practically all writ-
ten off in, say, 7 years, and is in operation for 16 years, and is then
scrapped, the agent has no reason to make any adjustment and no
authority to do so.

At first sight this perhaps looks like a rigid and arbitrary method,
but practical experience for many years in Canada has shown that
it is satisfactory, both to the revenue authorities and business. If
such a system were in effect in this country, a large number of revenue
agents could be relieved from work connected with depreciation and
em ployed on more useful and productive work.

Even though the amount of tax which is brought in each year by
depreciation adjustments might be substantial, it really amounts to
practically nothing. The collection of tax brought about by the ad-
)ustment shows as additional tax, but the subsequent reduction in
income does not, show in this way as there is merely an additional
deduction in the returns for subsequent years, and there is no refund
shown to offset the additional tax collected by the adjustment.

If a method embodying the principles of the Canadian system were
to be adopted, there would be no additional tax collected, and there
would be no additional deductions in subsequent years. Under the
Canadian method any recovery of cost on disposal of property is
taxed as ordinary income. There would, therefore, be no question of
salvage value and the revenue could not lose on this account.

The methoA of handling depreciation required under our Govern-
ment statutes presents a superficial appearance of care and precision,
but this appearance is merely the result of extending to a large
number of decimal places estimates which are difficult to make and
impossible to prove. This committee already has before it an amend-
ment to H.R. 10650, sponsored by Senator Hartke, an amendment
which provides for reinvestment depreciation. This amendment is
the same as a bill, S. 720, introduced by Senator Hartke and a
companion bill introduced in the House by Representative Keogh.

With this legislative the United States would have a reasonable
and effective depreciation system which would place its manufac-
tirers and businessmen on a fair competitive footing, so far as ma-
chinery and equipment is concerned, they would be on a par with
any country in the world, and while this legislation would not im-
mediately wipe out our crushing weight of obsolete plant and equip-
ment, It would at least make it possible to start reducing it. Thank
you,

(The attachments referred to are as follows:)

APmDIX I

CLASSES OW PROPERTY AND RATES Or DEPRaEoATON-Tnz CANADIAN SYBsTz
ADAPTED To U.S. CooDrnozs

The adaptation of the Canadian capital allowance system in the United
States would have two prinibdal purposes; first, to simplify the administration
of the depreciation deduction by the Internal Revenue Service and, second to
make certain and effective for all taxpayers the Increases In depreciation which
should result from the reexamination of depreciation rates and practices carried
out by the Internal Revenue Service for a group of selected Industries.

This Introduces a new concept Into our system of taxation which supersedes
another concept or principle which has been embodied In the varipus revenue
acts since the passage of the 16th amendment.
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The accounting concept of depreciation, that it was a method of spreading
the cost of long-lived property over its useful life, was written into the statutes
on the general theory that what was a good method for determining a tax-
payer's income for business purposes was a good method for tax purposes.

In general this is true but under the stress and strain of day-to-day dealings
between taxpayers and the Internal Revenue Service it has been found desirable
to substitute, in situations where there is room for wide differences of opinion
on both theoretical and factual questions, a definite, conventional standard,
designed to be generally fair and equitable, but not open to change or adjust-
ment by the taxpayer or the Internal Revenue Service.

In llace of the present concept of depreciation as an allocation of cost to
periods of time It is proposed to substitute mininflum lives over which the
taxpayer can amortize his capital expenditures rather than to require a more
or less precise estimate of just how much value is lost or how much wear and
tear has taken place In any particular period.

Depreciation calculations must, of necessity, be estimates and they must take
so many and such divergent elements and factors into consideration that, in
almost every case, there is room for wide differences of opinion and little or
no opportunity for proof of any position or assumption.

Physical wear and tear and technological obsolescence are only two of the
elements. Product changes, changes in public taste, population movements,
Government policies; In fact almost any important change In social or economic
life may require a reassessment of a depreciation charge determined for operat-
ing or financial purposes.

It is hardly necessary to enlarge on the expense and inconvenience, both to the
taxpayers and the Government, of the innumerable and protracted disputes on
highly speculative and theoretical depreciation questions between taxpayers and
the Internal Revenue Services.

Furthermore, the usual result of such disputes is merely a shifting of income
from one period to another.

Another consequence of the present depreciation methods is the different
treatment of taxpayers with similar problems merely because they happen to be
in different districts.

No criticism of the Internal Revenue Service Is intended or implied. The
Service has been given a virtually impossible task to perform but has made
valiant efforts to carry out statutory provisions, resolving doubts in what is con-
ceived to be the Interest of the Government.

Under present statutes little else can be done. The purpose of the use of
the Canadian system would be to substitute reasonable and definite standards
of recovery of capital for another general principle; allocation of cost to useful
life, which requires the constant exercise of judgment aild the use of estimates,
produces little or no result In net tax collected, and is the cause of a vast number
of disputes and a great deal of litigation.

If these disputes could be avoided a great deal of time now spent by revenue
agents in these sterile discussions could be 'devoted to more useful and fruitful
work.

It might appear, at first sight, that the present effort of the Treasury Depart-
meit to reduce imputed useful lives and to reduce the number of classifications
In Bulletin 'T," the Treasury guide to useful lives, would have much the same
result as the adoption of the Canadian system.

This, however, is impossible as the Treasury Departmekt itself made clear in
Internal Revenue Bulletin No. I for the year 1062 which said that no departure
was contemplated from the rule that expected useful life must govern the depre-
ciation allowance and that adjustments would have to be made if "it is found
that the taxpayer's experience, including his fieplacement practice, does not
justify the'useful lives used by the taxpayer."

It is thus made clear that the Treasury and the Internal Revenue Service will
follow, as they must, statutes now in effect. The taxpayer will have.no certainty
that any shortened useful life will be adhered to and management decisions on
the retirement of property will contiiihe to be made under the influence of tax
considerations.

The possibilities of dispute and litigation will not be reduced and may be
increased.

The principal value of the Treasury's work in this field will be in 'the estab;-
Ushment of the fact that present useful lives are too long. Under the Canadian
system it will be possible to apply these reduced lives in a positive and easily
administered way.
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Below are given the groups and the maximum rates and'minimum lives for
various classes of property.

Okas 1 (4 percent)
For purposes of paragraph' (1) the percentage rate applicable, to property

falling in class I shall be 4 percent. Class 1 Includes the property enumerated
hereunder, and all other property of a similar nature If not specifically enu-
merated in some other class In this paragraph:

Bridges.
Canals.
Culverts.
Dams.
Jetties.
Roads, sidewalks, parking lots, airplane runways, storage areas.
Railway tract and roadbed not part of a railway system.
Drainage systems.

(Jass 8 (6 percent)
For purposes of paragraph (1) the percentage rate applicable to property

falling in class 2 shall be 6 percent. Class 2 includes the property enumerated
hereunder, and all other property of a similar nature if not specifically enu.
merated in some other class in this paragraph:.

Electrical generating equipment except as included in class 6.
Trunk pipelines for oil, gas, or water.
Steam railroad and street railway rolling stock and right-of-way except

as included In-class 1.
Operating and distributing equipment and plant, including structures of

a producer or distributor of electrical energy, gas, water, 'or heat, except
as included In class 4.

Class 8 (6 percent).
For purposes of paragraph (1) the percentage rate appHoable to property

falling in class 8 shall be 5 percent. Class 8 Includes-the property enumerated
hereunder, and all other property of a similar nature If not specifically enu-
merated in some other class in this paragraph: " • , . : , .. 

Buildings or other structures of a permanent nture,,.not fi.cluded in
class 4. ''

Breakwaters, except wooden.
Docks. . " "
Trestles.Windmill.ft .. '' " .

Wharfs.
0Cass 4 (10 percent)

For purposes of paragraph (1) the percentage rate applicable to pr6perijy
falling In class 4 shall be 10 percent.' Cls -4 includes th propery enumerated
hereunder, and all other property, of '4 jibinar ni"xg no. "s eLcaly enu-
merated in some other class in this paragraph?:.

BUldlogs of frames . g, stucco on frame, galanized iron, corrugated
iron: including electric wiring, plumbing, sprinkler systems, airrcondi.
tioning equipment, heating equipment, lighting fixtures and equipment,
elevators and escalators.

Wooden breakwaters.F e n e em " ' ' "

Greenhotses .
Oilor water- torage'tanks':" " 't'
Railway tank cars.
Wooden wharfs.
Airplane hangars.

Class 5 (,0 percent)
or purposes of paragraph (1) the percentage rate applicable to property fall-

Ing In class 5 shall be 20 percent. Class 5 includes all tangible property which
is not Included In any other class In this paragraph and for which a depreciation
deduction is allowable under subsection (a).
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Oboe 6 (W5 percent)
For purposes of paragraph (1) the percentage rate applicable to property

falling In class 6 shall be 25 percent. Class 6 includes the property enumerated
hereunder, and all other property of a similar nature If not specifically enu.
merated in some other class In this paragraph:

Electrical generating equipment, If
() the taxpayer Is not a person whose business is theproduction for

the use of or distribution to others of electrical energy.
(K) the equipment is auxiliary to the taxpayer's main power sup-

ply, and
(ill) the equipment is not used regularly as a source of. supply.

Radar equipment
Radio transmission equipment
Radio receiving equipment
Electrical generating equipment that has a maximum load capacity of

not more than 15 kilowatts

Clasa 7 (80 percent)
For purposes of paragraph (1) the percentage rate applicable to property

falling.la class 7 shall be 80 percent. Class 7 includes the property enumerated
hereunder, and all other property of similar nature if not specifically enu-
merated in some other class In this paragraph:

Automotive equipment, except trolley buses and locomotives
Harness and stable equipment
Sleighs, trailers, and wagons
A building acquired for the purpose of gaining or producing income from

a mine (except an office building that Is not situated on the mine prop-
erty, or a refinery)

Contractor's movable equipment, Including portable camp buildings
A floor of a roller skating rink
Gas or oil well equipment (including structure) that is normally used

above ground
Mining machinery and equipment acquired for the purpose of gaining or

producing income from a mine
Property acquired for the purpose of cutting and removing merchantable

timber
Mechanical equipment acquired for logging operations
Access roads and trails for the protection of standing timber against fire,

insects, and disease
Property acquired for a motion picture drive-in theater

0kWa 8 (100 percent)
For purposes of paragraph (1) the percentage rate applicable to property

falling In class 8 shall be 100 percent. Class 8 Includes the property enumerated
hereunder:

A book -that is part of a lending library
Chinaware, cutlery; or other tableware
A kitchen utensile costing les* than $100
A die, Jig, pattern, mold, or last
A medical or dental Instrument eostlngless than $100
Linen
A tool costing lees than $100
A uniform

Oras8 9 (40 Percent)
For purposes of paragraph (1) the percentage rate applicable to property

falling in class 9 shall be 40 percent. Class 9 includes the property enumerated
hereunder: Aircraft, including furniture fittings and-equipment: -
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Statement by a nationally known manufacturer of printing presses and printing
machinery

Confirming our recent telephone conversation, the normal advance payment
requirement on sheet-fed presses and papercutters calls for 25 percent prior
to shipment If shipment can be made within 6 months, the 25 percent is paid
upon signing the order; if shipment is beyond 6 months, 10 percent is paid
with order and another 15 percent is paid 120 days prior to shipment.

Web-fed presses, both letterpress and offset, are of a more custom nature
and have a long delivery and manufacturing cycle. Normally, 10 percent is
paid with the order and according to an agreed schedule, progress payments
equaling another 70 percent are made prior to shipment. At times, this stretches
out as long as 2 years.
Ewtract from a letter from a nationally known manufacturer of printing presses

and similar machinery in response to an inquiry concerning time required
to fill orders and payment schedules

Typically there is a leadtime of 12 months or more between the date of order
and the date of shipment of the larger web-fed rotary printing presses. The
typical terms of sale for printing equipment of this nature call for a down-
payment with the order of at least 10 percent and progress payments during
the period of manufacture sufficient to bring total payments by the time of
shipment up to 85 percent. The final 15 percent is due following a reasonable
interval after delivery for installation.

We understand that legislation before Congress would provide for a credit
against Federal income taxes equal to 8 percent of capital expenditures. We
believe it would be very logical to allow this credit in the year cash was ex-
pended by the purchaser rather than in the year depreciation Is first allowed
on the new equipment in question. The difference could be rather substantial
under the payment terms described above, and the incentive feature would be
considerably Increased by the earlier allowance of the tax credit.
Proposal for two presses from a nationally known manufacturer to a large

printing company
The press we are proposing shall comprise:

Two printing units, the plate cylinders of which shall be 57 inches in
circumference, equipped with the Hoe magazine underside lockup.

One single-angle bar high-speed magazine folder comprising the folder
frames, leading-in rollers, three pair of nipping rollers, one pair cutting
cylinders with three knives, a collecting cylinder, a transfer cylinder, against
which will operate the rotary perforator, a slowdown trucking cylinder, a jaw
cylinder, a slowdown delivery cylinder with three sets of grippers and a
creeping belt delivery. The folder shall also be equipped with six chromium-
plated angle bars perforated for air.

One rotary perforator.
Two fully automatic three-arm reels, tensions and full speed web-splicing

mechanisms.
One motor base plate.

The Abpye 0esribed equipment shall be arranged substantially as the press
llustrated in the accompanying proposal drawing No. 2118, dated October 29,
1958, and as covered by the detailed specifications appended hereto.

Total price of the above equipment, f.o.b., our plant at New York, N.Y., pre-
pared for intact shipment, is $670,000.

Total price of two presses, f.o.b., our plant at New York, N.Y., prepared for
intact shipment, ts $1,225,000.

The prices herein are net and based upon a cost estimate computed to reflect
factors affecting the cost of manufacture as of January 1, 1958, Should any
changes occur In these factors before completion of manufacture, the prices will
be subject to adjustment as specifically prescribed in the appended escalator
clauses.

Under the present circumstances, the equipment quoted on herein will be
scheduled so that shipment of the first press can start from our plant In approxi.
mately 11 months, and shipment of the second press In approximately 12 months,
from date of receipt of your order, subject to delays due to causes beyond 6ur
control.

-- . - 1f.0011 . -V - , - , -v ",, " I -* 1 .,;_%,wk_
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We suggest the following terms of payment 1i New York funds:

Five percent of the total purchase price stipulated herein to be paid, In
cash, upon your acceptance of this proposal.

Ten percent of the total, purchase price stipulated herein to be pid, in
cash, at or before the commencement of engineering work.

Seventy percent of the totalpurchase price stipulated herein to be paid,
In cash, in equal successive monthly installments during the period between
the commencement of manufacturing and the estimated time of shipment
of the machery.

The balance of the total, final-adjusted purchase price to be paid when
the equipment is installed and ready for commercial operation.

It Is understood that all sales, excise and other taxes relating or pertaining
to the sale or delivery of the machinery herein, whether imposed upon the seller
or purchaser, or otherwise resulting from the contract herein, shall be added
to the purchase price.

Upon your acceptance of this proposal, which is subject to change or with-
drawal without notice, and subject to the approval of an officer of this company
at New York, N.Y., we will prepare and submit to you the usual form agreement.

Senator HAwrK. Thank you. _
You stated if funds are provided for new plant and equipment

are actually expended, little or no loss of revenue will result to the
Federal Government.

Just how can you justify such a broad statement?
Mr. PELOumi'r. Well the evidence for that is based on Government

statistics. It is clear that for every dollar put into the income stream
to purchase equipment, about 26 cents is returned as Federal taxes.

Therefore, if any incentive, any additional depreciation which re-
quired the expenditure of the additional allowance, if a dollar of
that induced an expenditure of $2, there would be no revenue loss,
obviously. That is more or less an extreme case.

In general, an allowance of 25 cents-in other words, if there had
only been an inflation of 50 percent, instead of 100 percent, the rev-
enue would gain. There is always that offset. That is the prin-
ciple which has finally been admitted by the Treasury.

Up until a few months ago, the Treasury always said: "We must
make our estimates on the traditional basis, which is the gross effect."
But they have changed.

I do not think their calculations are right, but at least the principle
is riIlt.

Thiat was brought out very fully in the hearings before the Senate
Small Business Committee in the summer of 1959, and all of the
members of that committee, with the exception of Senator Prouty,
concurred in the statement, which says:

Your committee has summarized the testimony of witnesses that Inflation
and current depreciation resulted in the payment of income taxes on $6 billion
of capital consumption. Perhaps this will lead some readers to assume that
the adoption of depreciation methods to eliminate this capital consumption
would result In a revenue loss of $2 billion to $8 billion. Your committee Is
firmly convinced that any such assumption would be grossly In error.

* * * liberalized depreciation allowances would generate enough new tax-
able earnings among producers of capital goods to offset the tax loss from
lower profits resulting from Increased depreciation allowances. Witnesses con-
tended that any revenue loss from a fair liberalization of depreciation allow-
ances would not be substantial. It is doubtful that there would be any rev-
enue loss in the second year after such liberalization, and perhaps none in the
first. In the third or fourth year, and In subsequent years, revenues should
be larger. The economic growth and resulting greater tax base under new
depreciation* policies should assure the Federal Government of a long-term gain
In revenue.
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Now, that is not the statement of an advocate. 'That is the report
of a Senate Comiittee, and on that commit e were among others,
Senator Smathers, Senator Bible, and Senator Wayne Morse, who
made a very strong and convincing statement on it. With the excep-
tion of Senator Prouty, them was noldissent.

The witnesses were Mr. Joel B3arlow, of Covington & Burling, a
manufacturer of textile machinery, myself, and several others.

So I think that, right or wrong, that is what some very distin-
guished Senators believe.

Senator HARTR. In other words, in substance, what you are say-
ing is that if you want to really put in depreciation reform, if this is
the intent and if we are going to eliminate the obsolete, plant equi
ment of the United States and make it competitive with the rest of the
modernized countries of the world, that we are going to have to adopt
some system which will have safeguards against loopholes for provid-
ing additional funds, but, at the same time, provide a method, of re-
investment of the capital which is allowed as fal' as depreciation is
concerned in the tax scheduleI

Mr. PFLtmT. That is right.
The key to that is that the additional allowance must be required

to be spent.
Senator HARTKE. And this will also prohibit the possibility of

windfalls, will it not?
Mr. Pixotmr. Yes. There cannot be any windfall because, a wind-

fall woifld result in unspent available funds. This cannot happen
because you have two limits.

One is how much property you are scrapping or discarding, and
the other limit is how much you are investing, and both of those
limits are applied.

Senator Hi-T. One frequent statement that I hear made con-
cerning this whole matter, even in regard to tax credits, which is,
adnitedly, not a depreciation reform, but I hear made about all the
reformation concerned in the field of doing something to help busi-
ness to modernize its plants, the statement that in the steel business
for example 20 percent of which is produced in my home State oi
Indiana in tie Uiited States, that they are at the present time operat-
ing, let us say, at roughly 70 percent of capacity that they factually
have a real capacity in excess of 100 percent oi capacity; and just
recently announced that they were going to cut, probably, or the an-
nouncement was made through their trade magazine that they would
probably cut their production about 10 percent, which means that
they would be producing at about 60 percent of capacity.

The substance of the argument runs like this:
If they have this tremendous capacity, which is not being utilized

at the present time, why is there any need to provide any incentive
for them to expand or modernize their plants I.

Mr. PELOVUEr. Well, I think the answer to that is we can all agree
that there is excess capacity, but it is an excess of capacity that we
do not want; that we do not need; and that shotIld not be used.

It is an excess of capacity which is obsolete either because there
are new and better methods and machinery or because the demmd for
the product has gone off.
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There is no eXces capacity to produce'what is now needed; that is
to produce what is now needed in the most efficient way.

or example, you mightzhave a fine, big plant that would produce
railroad rails. Well; , noW, we are not producing many railroad railsnow. We are not selling very many. But youdonot have anexce.
of _these new oxygen blast furnaces. They are much more efficient
and they can use different types of ore. They are extremely valuable
to the industry, and just astsoon as it can be done, I imagine that all
of the old-style blast furnaces will be replaced.

And there are developmentsin'continuous casting.
There are all sorts Mf-thigs' like that. It is perfectly true that

we can make a whole loe ol ist1, but it will not be the things we want
and it will not be done in themost efficient way.

So I think that is the answer to the capacity question.
The saine thing is true in the textile industry.
There is an apparent excess of capacity there, but it is hopelessly

outmoded, ,hopelessly inefficient,, high cost, and it is ruining the
industry.

Senator HARMrx. And, thi~refore, not competitive with the foreign
people I

Mr. PFPLOUMT. Not competitive.
Senator HARTK tWho have the modernized plants, is that notri ht 1
itr. PELOUBrr. That is correct.

Senator HARTKE. Can you give us a short example of how rein-
vestment depreciation would work, an actual example, to a business?

Mr. PLOuBIT. Yes. If you had a piece of equipment that cost
$100,000, say oh, 15 years ago, and we will say that the index now-
that it was $100,000 15 years ago and it is now $200,000. That wears
out and you scrap it.

Now, the current value of that investment is $200,000. If you
invest that $200,000, you get the $100,000 that you should have written
off if you had known everything that was going to happen between
the time you bought it and the time you disposed of it. You did not
know that. But at the end you do know, and you get the full allow-
ance at that time.

Now, you cannot write off your future depreciation on the $200,000.
You can only do that on $100,000, because your first $100,000 of re-
investment depreciation comes off your base, not like the tax credit
that does not come off the base.

But you get the additional funds when you need the money to buy
the new equipment.

Now, as you o on, whatever your index is at the end of that time,
the same thing happens.

You get your money when you need it, and you get the money on
the basi's of your original investment brought up to current values by
an agreed index number, of which there are several all generally ac.ce table.Senator HAwrx Under this plan, does the new asset take the base

of the old asset?
Mr. PmAftimw, Yes, the new asset takes the base. Otherwise, you

would get more than 100 percent and we do not contemplate that.
You are always a little behind, but you get the money when you

need it; that is the main point.
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Senator HArrxi. And can you obtain the deduction without actual-
ly spending the-money U

Mr. PEWUIBrr. You must spend the money to get the deduction.
Senator HmrrE. So this is not a gimmick for people who are look-

ing for schemes to make a nest egg or themselves.
Mr. Pm sxmrr. No; it is not a help to liquidation. As a matter of

fact, it is a penalty against liquidation, because you have always got
a lag of what the current value depreciation should be on the property
you are using.

Senator HA rmi. And this, in effect, however, could provide the
means by which business itself could through the tax structure,
modernize our industrial plant in the United States.

Mr. PLUomi. That is true, and, of course, further than that, the
businesses which have the hardest time to modernize, the ones that
use the longer term machinery, would be the ones that would get the
benefit.

Senator HARTRE. Do you have any estimates of the cost of this
measure?

Mr. PLuB1r.. Yes as near as I can tell. I have seen Treasury esti-
mates on this which, I think, are too high.

I made some shots at it last week, and Iwould say that probably your
gross deduction would be somewhere between $4 billion and $6 billion,
and your tax would be something between $2 billion, $2.5 billion, or
$3 billion.

I think it would be in that area.
Senator HAWFKE. But there is also, then, the recoupment that you

will obtain as a result of the modernization ?
Mr. PLWUmEr. Yes.
Senator HARTK.. And the revitalization?
Mr. PELOt*tr. Yes.
If we assume that all of the machinery that was scrapped-rather,

if we assume that the original cost of everything that was scrapped-
was 50 percent of its current value we would come out even.

That is high because there would be a lot that was less than that.
Senator HIArTK. And also you recoup also by virtue of the fact

that you create for the base, for the new asset, the old base?
M r. PFwnrir. The old base; yes.
Senator HAiTmr. And this is also a recoupment as far as taxes are

concerned?
M r. PETLOtjBET. That is true.
Senator HAIrE. Now, do yon have any examples of the inequities

caused-by the requirement that the tax credit cannot be allowed until
the facilities are in operation; thht is, under the tax credits proposed
by the Treasury Department ?

Mr. TPhOrU r. Yes; I have several -of those.
I took four industries' fot examples: Steel, nonferrous metal marnu-

facturing, paper mantfatiirig, and the minfifacturer of printing
presses and this gives you a reasonable cross section of industry.In ,tle steel industry o mposite fl tres for four steel plants re-
cently visited by representatives of the Internal Revenue Service in
connection with the r in i4rite into depreciation rates show' thlt-
these ire' i6tital dffioslt figures, aind they show that-h 1962 only
65 percent of, the 'xpendittires .wotld "be eligible; and then in 1068
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and 1904, 98 percent; and in 1965, 99 percent. That would never be
made up. That lag would never be covered.

I took one example, as a matter of fact; one of our clients had bult
a tube mill, a fairly expensive facility. This mill took 8. years to
build.

In 1957, they spent $8,975,000.
In 1958, they spent $9,850 00.
In 1960 they spent $18,82,000.
NoW, i they had started that in 1962, they would have not got

an credit for 83years.
Senator HAJiKE. Although they had expended the funds?
Mr. PwuB~r. Although they had expended just about half of their

money.
Now, we have several clients in thte printing business. We also

laap en to have a few that make presses, and I talked to both groups.
At the present time it is the general practice in the printing machinery
industry to require a deposit when you order aprs and to require
progress payments so that by the time the press is delivred you have
got about 80 percent paid for. Nobody has a stock of printing
presses that cost half a million dollars to a million and a half dollars
apiece.

Every press is special to some extent, and from the tiine the order
is given on the simplest one it would be, oh, 6 9 months, a year, and
on something complicated, like a big four-color press oh it.fnghttake you 18 months 2 years, 2 years, so that it is qut poible, mi
fact, it is more likely than not, that you would be kept out of 80 per-
cent of your credit on that press for at least 1 year, probably 2.

And the same thing holds with almost any large, complicated ma-
chine tool equipment as well as complicated steel equipment; blast
furnaces, rolIhnR mills, all of those things.

A smelter tates several years to get it in operation, and usually
after you think you have got it in operation, you have got about 6
months getting bugs out of it.
Senator H TxKE. Thank you, Mr. Peloubet.
Thank you for your time and for what I consider to be a very

worthwhile discussion.
Mr. Pmxoumrr. Thank you.
We are at the service of the committee.
Senator HARYTR.. You certainly have been in the past to numerous

committees here in the Congress and I am certain you will be in the
future.

Mr. PE unOUrr. Thank you.
Senator HARrn. The next witness is Leonard Spacek, of the Ar-

thur Andersen Co. Glad to'have you with us.

STATEMENT OF LEONARD SPACEK, OF ARTIHUR ANDERSEN & 00.
Mr. SpAcEK. Mr. Chairman, I am managing partner of Arthur

Andersen & Co., public accountatits. I want to testify on two-sub-
jects, the investment credit and the provisions for tax on foreign cor-
poratiohs.,

The omission of a forthright statement of the'pu*rpose of the' in-restment credit provisiots in bill H.R. 10650twill lead to major coni-
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fusion and improprieties in hccounting for and reporting of the effect
of the credit on the income earned by corp orations. This will mis-
lead the public as to the value of the capitalstocks of corporations.

Section 38 of the-proposed bill states:
There shall be allowed, as a credit against the tax imposed by this chapter,

the amount determined under subpart B of this part.
I am not here to argue for or against the investment credit. My

sole purpose is to ask that your comiilittee insert in the introduction of
this seeton a clear statement of the reason for the allowance of the
"credit against the tax imposed," so that if the bill'becomes a law, the
corporations which' receive this credit will be required to account for
it properly according 6 the reason for its allowance.

The reason for allowing this credit must be either-
(a) To grant a selective reduction of the 52-percent tax rate on

corporate income; or
(b) To grant a reduction in the cost of the property, the acquisition

of which is intended to be stimulated.
If the purpose of the investment credit is to grant selective reduc-

tions of the corporate income tax rate that will benefit current cor-
porate earnings, the tax reductions will produce varying effective tax
rates among companies, and will result m corresponding variations in
the relation of the tAx charge to the profits reported by corporations,
depending upon the amounts expended for additions to property.
Thus, the reported profits of corporations will be increased merely
because of the property expenditures made, even though there may be
no increase in profitability of the operating activities.

If it is your intention to achieve these effects and results by apply-
ing a different corporate tax rate to each company, then the intro-
duction of the bill should be changed to read:

There shall be allowed, as a credit against the tax Imposed by this chapter
and as a modification.of the corporate tax rate imposed by this chapter. * * *

If this is the objective of the proposed investment credit, it will
distort and overstate the current earnings reported by practicallyevery corporation i the country, thereby producing a bonanza for
the stock market speculator and manipulator to the detriment of the
small public investor who will not realize or know what is happening.
This result will follow because the higher earnings that will thus be
reported will increase the market values of stocks by amounts of
from 15 to 50 times the total amount of the investment credit.

Speculators can anticipate the favorable effect by knowing the
estimated amount of expenditures for property while the small in.
vestors who cannot obtain this information and could not interpret
its effect if they could obtain it will be buffeted about by those who
do understand it and seek to take advatitige of it. The fluctuations
in 'market values will bear no relation to the normal measures of mar-
ket value such as current earning power, Profitabilitfy of products,
successful management, etc.; but lor almost the first time in history,
profits will depend to a considerable extent up& how nitth a cor-
poration spends for property additions, not upon what it earns subject
to a uniform tax rate. The primary effect of including the benefit
of the incentive credit in current earniiVs Will be to provide an in-
centive for stodk speculation-a far cry from the Incentive for build-
ing and moderniziig the productive capacity of the Nation.
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The, attached schedule was prepared to show the effect of the in-
vestment credit on earnings if it is accounted -for asincreased'proflts,
for certain companies picked at random and based on their 19prop-
erty additions and net income. The schedule also shows the.prolable
increase in market value of the compAhies' stock that w6fifa result
from the increased earnings. If the agggate investment credit for
all corporations is say, $1.2 billion, a.d. tis amount is inchded in
profits the market value of corporat.'stocks Would increase about
20 to 90 times such flctitious earnings, or from $24 billion to $36 bil-
lion of inflation in stqok market values... -

As ca# be seen in the last column on the right of the attached
schedule, accounting for this reductioii in investment cost as though
it were increased piooflt will in many instances produce almost imme-
diate intation in stock market values substantially in excess of the
total construction cost. Thus incorrect accounting for this invest-
ment credit will produce stock market' rotton w Ih will in many
cases be greater than 'the cost of construction without selli n. $1 of
goods or services at a proft-a most unhealthful and unsatis aotry
result.

The attached schedule indicates with respect to every 25th company
listed on the New York Stock Exchange, what its investment credit
would be, based upon 1960 income and 1&60 constructive expenditures.
Data on 42 companies are set forth in the schedule. The first one,
Allied Chemical Corp. which had $49,980,446 of capital expenditures
in 1960, would receive a proposed investment credit of $3,408,681 or
7-percent increase in net income applicable* to common stock.) That
would cause a probable increase in the'market value of apProximately
$3.79 a share, or increase the aggregate market value of that corpora-
tion's stock $75 712,220 or much greater an amount than the construc-
tion which produced the investment credit.

The ratio of the credit to net income, you will notice, in colin 5,
varies with every company.

It goes from nothing to as high as 113 percent of the income that
is applicable to common stock.

On the second page of that schedule, you will note that I have drawn
totals of the 42 companies showing that they spent in 1960, $1,234,-
749 327 for construction that would qualify for the investment ci-edit.

.WThe investment credit would amount to $84,574,828, and the increase
in market value by valuing that credit at the same rate that earnings
are now valued on the mirket would increase the market value of
those companies' common stock $801 million or two-thirds of the
amount that they expended for construction.

It will be noticed that it will be more important for the investor to
find out how much construction a company is doing than to find out
whether Its operations are profitable.

There is an alternative to such chaotic consequences that is con-
sistent with and responsive to the incentive and- thepurpose of the in-
vestment credit. This alternative is to properly account for the in-
vestment credit on the corporations' books by applying it against the
property investment that gave rise to the bredit.

To require this proer accounting-application of the credit against
the asset-the bil beftOe your body should dset forth the reason or the
investment credit, and should state clearly that the credit is allowed
for the purpose of defraying part of the -cost of 4qWrihg the property
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on which it is computed. If this were done, section 88 could be intro-
duced with the following language:

(a) General rule: To encourage Investments In property and thereby to
stimulate the modernization and productivity of American industry by reducing
the financial cost of new plant and equipment, there shall be allowed, as a credit
against the tax Imposed by this chapter, the amount determined under subpart
B of this part.

With such a statement of purpose in the bill the investment credit
would be properly applied for financial accounting and reporting pur-
poses against the cost of the property to which it applies.
. One more reason for stating the purpose of the investment credit

That Conress should observe the same standard of accountability it
is asking o yaxpaers. A most important problem in computing taxes
today is that of the reason and support for credits received and ex-
penditures allowed so that proper accounting for such items can be
made. If Congress fails to state the reason Yor allowing the invest-
ment credit, its action may be directly compared with that of a tax-
payer who does not support his expenditures with the reasons and
evidence as to why they were made--the basis of all correct account-

a further, atd probably the most important, reason why the in-

vestment credit should be treated as a reduction of the financial cost
?f property additions rather than as an artificial stimulant of earn-
ings, are the words of the President and author of the bill taken from
the report of the Committee on Ways and Means, House of Repre-
sentatives, accompanying H.R. 10650:

The centerpiece of these proposals Is the 8-percent tax credit against tax for
gross investment In depreciable machinery and equipment. The credit should
be retroactive to January 1, 1962. The tax credit Increases the profitability of
productive investment by reduoing the et coat of acquiring new equipment. It
will stimulate investment in capacity expansion and modernization, contribute to
growth of our productivity and output, and increase the competitiveness of
American exports In world markets,

The report of the Committee on Ways and Means also states:
The Investment credit will stimulate investment because--as a direct offset

against the tax otherwise payable-it w(I reduce the cost of acquiring depreci-
able assets. [Italic mina]

*You will not decrease the cost of assets or the cost of acquiring now
equipment, and at the same time use the same credit to increase the
income of the corporation.

That, sir, is my comment with respect to the investment credit.
I want to go to the next subject-
Senator HAIRTKE. Before you do, sir, on your chart you show, ac-

cording to this, General Baking Co. would be a matter of wild specu-
lation.

Let me ask you this:
You show 118 percent there, is that not right 9
Mr. SpACKr. That is right.
Senator Hi a Now, how can this credit increase the income of

General Bakng Co. by 113 percent of its income and the credit itself
cannot exceed $25,000, according to law, plus 25 percent of the tax I

Mr. SPACER. Your qestion is a very good one. I am glad-picking
a group6f companies at random produces one like this because I asked
the same question. I
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Here is the way it comes about, andor'din arily you would never ex-
pect it.

This $252,000 for General Baking is limited by the 25 percent limita-
tion, but the income available for common stock of $222,827 is after
$400,000-and-some-odd in preferred dividends. The company actually
does pay enough taxes so that the 25 percent limitation gives them a
total tax credit of $252,000 or a chance to double their income avail-
able for common stock and double the price of the common stock on
the market.

All I am saying is these are te effects of picking 42 companies at
random. I do not know what they would be if you picked them all out
and found out what each one of them would do-

Senator HATKE. Let me ask you on this, basically, is not the prob-
lem, which, as I understand it, you are pointing out the fact that, in-
stead of really providing for aid to capital, that what the net result
that could occur on the tax credit is an increase in dividend to the
stockholders I

Mr. SPAcE, If you take it up as an income item. I say that has
nothing to do with income. It is a credit against the plant account
or the cost of the property, and that is the way it shoulkf be accounted
for and that is the way I implored Representative Mills and the Treas-
ury Department to introduce what I have now testified to Into the
bill so that proper accounting can be assured.

Senator IMARTK. Andyou hope that you have more success on the
Senate side than you had with the Treasury Department and Con-
gressman Mills?

Mr. SPACEK. I never indulge in hopes.
Senator HiART. Those are all the questions I have on this. Sena-

tor Curtis indicated he wanted to be here when you testified.
Mr. SPACeK. I will be glad to wait.
Senator HARTKJm. Will you proceed with the other section, if you

will?
Mr. SPACEx. The other section is on the last page of mymemoran-

dum which I have filed with the committee and relates to the tax on
foreign corporations.

As public accountants wecall to your attention that this bill, in
effect, places the American business activities in foreign countries in
competition with comparable foreign businesses, but under standards
of taxation in the United States. E-conomically, no corporation m this
position can, maintain its business position in other countries when
the tax in those countries is materially different from the United:
States. The only "equitable" principle of taxation is uniform aptili-
cability. This will not be true of any American company operating
in a foreign country except where the tax in that foreign countidy ap-
proximates ours, such as England.

It has been said that the power of taxation inalud66 the power to
destroy, and from an accounting point' of view this tax law must be
viewed as intent to destroy American businesses dp6eratitg ii competi-.
tion with other businesses abroad.

Again, I am a public accountant. : I am not interested in persuadinig
this boy how it should tax the American public. I am bringing only
to you the facts of what you Propose. I am not arguing against the
enactment of this portion of the proposed law. I want you only to
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understand what the result will be. However I do point out that
from an accounting standpotift this tax is one tiat will economically
destroy many foreign businesses owned by companies in the United
States. It would not be a law that would raise any substantial amount
of revenues. The products of the businesses thus destroyed would not
be replaced by production in the United States or by U.S.-owned
companies, but bY foreign-owned companies.

We will'submit a separate statement to the Senate Finance Commit-
tee setting forth our views on the foreign taxation aspect of H.R.
10650. We shall submit it not later than April 24 so that it may be
included in the hearing for that day when the subject of foreign in-
come is discussed.

I would like to also add that there are alternatives to what Senator
Gore put in the record this morning in cross-examining Mr. McEnroe
of Halhiburton Co.

He indicated that he was trying to repatriate all of the earnings of
foreign companies in the United States under the law. But this s not
what can economically be done. If this provision, as it now appears
goes through, a good many companies will consider this kind ol
approach. 'Their businesses in foreign countries ate well established.
Tie businesses are around the world. The are units of operation just
as complete as those that exist in the Uited States and just as
independent.If you tr to tax foreign operations in foreign countries as though
they were in the United States, all you are doing to those corporations
is sying:

"Move your international headquarters from the United States to
Paris, to Milan, to London," and then the American corporation dis-
tributes that international corporation's stock as dividends in place
of cash dividends, and, thus, in a short while the international corpo-
ration with its headquarters in another country will be owned by U.S.
stockholders, but the entire headquarters of the organization will be
in a foreign land.

Now, t is is the only alternative, economically, for some of these
corporations that are involved.

There are other questions that Senator Gore raised that are very
important such as some of these companies that actually try to avoid
and evade taxes in the United States by creating foreign corporations.

This Is permissible under the present law.
. This might be unpatriotic, but, still, every provision under the law

that permits them this avenue of escape is justified, if it is a fact that
it is permitted under the law.

Yt, the same principles or criteria of, say, the Personal Holding
Company Act applied against subsidiaries wodld catch a great num-
ber of the companies that are now avoiding the tax, if that is what
Congress wants.

But it would be a great shame to take companies that are operating
independently in foreign countries and deny their ownership by cor-
porations in the Unite States by compelling them to be owner by
individuals rather than corporations.

Now, let me just go one step further.
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The question might well be raised that if this is done, the executives
of the United States would therefore not be able to manage the com-
panies in foreign countries.

This is not true, because they could easily set up an international
corporation with its common stock owned by the company in the
United States, put in'that international corporation a preferred stock
owned by the American company, whereby the international company
is required to appoint to its board a majority of the directors from
the United States, distribute the stock to the American public, no
individual stockholder would own 10 percent or more.

The company's headquarters would be out of the country, and, yet
the managements in the United States would have an influence and
power because of the patents and licenses and know-how that they
possess.

What I am getting at is that this tax on foreign corporations is no
answer to the problems that Senator Gore has put forth. I would
not sit here and try to propose that I would outline a complete pro-
gram by which to meet the problems he poses, but I believe that this
could be done in a much better shape than the one that is now being
proposed.

It is for that reason that I think that this present provision in the
bill is one of destroying the influence and the great effect that the
United States has had in foreign countries. Now, again, I want to
emphasize it is not my job to tell Congress or this Senate what they
should do as legislation.

If this is what they want to do, it is their right.
But to assume that they are going to brimg those businesses into

the United States is a wrong assumption.
It will not create more labor in the United States or more oppor-

tunity in the United States.
It will decrease the opportunities in the United States. That is

quite factual, because we-have 28 offices around the world in an inter-
national partnership. One of the biggest jobs that we do is to make
reports on the feasibility of operating or setting up operations in oth-
er countries, and we actually serve 21 different nations outside of the
United States with direct offices.

The feasibility reports of these companies is primarily on an oper-
ating basis.

It is not to avoid taxes.
It is to set up an operation by which it will be profitable to conduct

an operation and reasonably assure, a return on and the preservation
of the capital.

The exception, of course, is always present, and you cannot--in
effect, I do not like to use these comparisons, but it does not seem to be
a practical approach to burn down the house to catch one rat.

Senator Hin=. Thank you, sir.
M1r. SPAom. That is all Ihav.
(The tables referred to are, as follows:)
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Probabe approximate effect on net -income and mrket value of stocks of certain corporations picked at random, that would result from the 7- orS-percent investment tax credit based on 1960 capital expenditures and 1960 net income

item
eenltuI

-company

(1)

Allied Chemical Corp - . . -American Commercial Barge Line C --American Smelting & Refining Co ....
SAnderson, Clayton & Co_.. - ....

The Atlantic Refining CO -------- -----------BeatrlcFoods Co.-
Borg-Warner Corp ......--
California PackingC.-
The Cleveland Electri Iuminating C.
Consolidate&Edison Co. of New York, Inc -................--- "CoPperweldsteel C..

S erc -------------
PeprC.: ------------------ ----..Ea an owfactring o.... .. .... . ..

General Bakin ......... .... .General Precision Equipment Corp_-.. . -"

Gulf 0L Q oV. _ 
-

w.ppCo-....

Kasenr Auminum & ChemicalorpKroehler Min C._ ..... ------- -.....-
Lionel Cor.Manning Maxwell -- -n-----
MinneSota Mining & Ma Co ---------.Mmsingwear, Ine. ............---
Niagara Mohawk Power Corp --..........
The Ohio OiCO
Pan American World Airways, Inc.Chs Pfzer& Co., Ino....... -........ ..... ------Polaro -rp.---------Rayonfer, Inc. ------- -------.

r -----------------------

.$49,980,44
9,596, 376

11,220,310
4,070,464

15, 712, 000
10,656,451
17,776,564
5,496026

23,643,614
260,317,000

6,782,798
1,696,961

701,488
9,724,793

29,98 Z348
6,223,980
5,724,712'

322,295,858
1,929,213
3,152,753
6,651,894

11,782,067
8 587

4,192,660
1,046,924

42,074,459
522,173

80,702,863
61,763,875

160,627,000
6,804,486
,7,252,513
7.693,262
3,172, 774
1,744,917

Calendar or
fiscal year
net income
,applicable
to common

stock=my%

Prposedtmvestmet
credit (7 per-

cent on capital
expenditure
exct=
ned)3

Percent
Investment

credit to
net income

marepe on

Feb 91962

$51,286,191
3,643,570

20,243,729

'8,492,877Z45246,000
10,387,228
M 841,264
15,684,506
20,241,439
59,935,000

2, 441, 781
4,901,084

626,531
10,744.621
11,925,845

222,827
3,912,000

330,310,825
1,373,515

740,583
8,867,157

18,009,640
195,056
68M236

1,640,846
70,692,374

1,569,877
29,012, O078
39,215,389
7,089,000

2,032,835
8,750,187
9, 04,303
3,067.661

10,047.893

$3,498,631
606,790785,422
284,932

(2)745,952
1,244,359

384,7223709,308
37,809,510

474.796
118,787
49,101

680,736
3 899, 470
-252,000

400,730
23,320, 819

220,69
465,633
824,745

2171,50773,25
2,945,212

36,552

293,750

476,314
507,676

538,52222,094
12144

7
17
4
3

7
5
2
4

13
19
2
8
6
8

113
10
1

10
30
5
5

25
4
4
2
8

8
2
6
6
7
1

$543

64%4974

6534146
30%
6434
77
42
74
19

36%43
6%

56
41%

4349
277A
34%
14%
1632634
694,
2734
44?6
44%
24%4
51

1934
2034
34%4
2534

Probable Increase in mar-
ket value of stock If in-
vestment credit had been
In effect and credited to
Income for 1960

Per share Total

(7) ()

$3.79
4.06
2.58
1.50

4.57
2.30

.61
2.58

10.01
7.98
L48
L52
2.18
3.44
6.92
5.60
.42

4.35
2.70
139
174

4.13
L06
2.79
.55

3.59

1.94
L02

11.90
L21
2.42
.26

$7-5,712.2206,347,855
14,052,233
4,890,221

15,117,126
20,750,290

3,148,470
17,573,729

155,332,407

9,386,970
2A936611,024,176

10,494,106
31,459,849
10, 9, 715
6,325,166

43,320,207
2,610,000

1L,702,162

4,723,25126,127, 722

4,689,842

832,407
143,8M9,568418, 52

46,599,421

16,879,268
46,074,777

7,069,240
4,031,028
1,539,085

(2) ~(3) ()'.1 I. L - -~ I - %,W I
1
2
3
4
5
6
78

10
11
12
13
14
15
16
17
18
19
2D
21
22
23
24
25
25
27
2B
29
30
31
32
33
34
35
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Senator HAiTm. Rev. William T. Hogan, Fordham University.
Good afternoon, Father. We are delighted to have you with us

this afternoon.

STATEMENT OF REV. WILLIAM T. HOGAN, MEMBER OF THE ECO-
NOMICS FACULTY, FORDHAM UNIVERSITY, NEW YORK CITY

Reverend HOGAN. Thank you very much. It is my pleasure to be
here.

My name is William T. Hogan of the Society of Jesus and a mem-
ber of the economics faculty at Fordham University in New York
City.

It has been my pleasure to appear several times before the Commit-
tee on Ways and Means of the House of Representatives to discuss
the depreciation aspect of tax legislation.

An& I am pleased to be here before this committee today.
Today I would like to devote my time to that section of the Revenue

Act of 1962 which deals with the tax credit for investment in certain
depreciable proper y. As passed by the House of Representatives
this section of the bill represents a part of the administration's plan
to assist American industry in a much needed program of replacement
and modernization of obsolete plant and equipment. The program is
urgent, for many large and small companies in virtually every indus-
try have their share of outmoded and obsolete plants and this has
had an adverse and limiting effect on productivity, our industries'
ability to compete in world markets, and general economic growth.

The difficulty in replacing xlant and equipment stems from two
sources: First, the lack of adequate fands due to the inflationary
trend which has beset the economy since World War II; and, second,
the rapid and increasing rate of obsolesence caused by constantly
improving technology.

In connection with the matter of obsolesence I would like to point
out here that I refer specifically to economic obsolesence, for a piece
of capital equipment may be physically capable of operating, yet
because of innovations and developments in technology, it operates
at a much higher cost than the new facilities, and, consequently, has
been rendered economically obsolete.

True depreciation reform should take both the above factors into
account. In fact, there were bills introduced in both the Senate and
the House of Representatives which would help solve the dual prob-
lem. The bills introduced in the Senate are those of Senator Halrtke
and Senator Smathers. The first deals with inflation and the second
deals with obsolesence by allowing more realistic lives on assets for
tax purposes.

The tax credit plan, although not a correction for inflation, seeks to
assist in providinN funds for companies to invest in capital equip-
ment. Tie adnfinstraton's approach to the second problem, namely
increasing obsolesence, consists of a survey now in the prode o
completion which could lead to a revision o7 Bulletin F, the document
last revised in 1942 which provides guidelines for the length of an
asset's life for tax purposes. The investigation in connection with
Bulletin F has been underway since Dem-iber 1961 and covers some
50 compares in 6 large basic industries. PrevioUs to its start some
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adjustments had already been made for the life of facilities in the
cotton textile industry.

The present study constitutes an attempt to introduce some flexibil-
ity into the length of time in which an asset can be depreciated. For
some industries this may be a decided boon, but others have already
taken full advantage of the flexibility allowed which is stated clearly
in the introduction to Bulletin F:

Although Bulletin F is out of date, the tables of useful lives are reprinted so
that taxpayers may not be left without any guide. However, taxpayers are
cautioned that the useful lives shown are not mandatory, and were originally
published solely as a guide to what might be considered reasonably normal
periods of useful life.

Taxpayers may determine reasonable periods of useful life for their depre-
ciable property on the basis of their particular operating conditions, experience,
and informed judgment as to technological improvements and economic changes.
However, the periods of estimated useful life used by taxpayers are subject to
review by the Internal Revenue Service--

I think that is a point to be stressed, these useful life periods are sub-
ject to review by the Internal Revenue Service, and, continuing the
quotation-
taxpayers should be prepared to substantiate the periods so used.

Now, even if the investigation results in a change in the guidelines
set down in Bulletin F, the onus will still be placed on the taxpayer to
prove that any length of life chosen by him is reasonable. Thus, in
most cases an appeal would be required which, in fact, may not be
granted.

It would seem that a more certain approach to the problem of
obsolescence would be one which would not require individual appeals
but rather would have a minimum length of life written into the law.
Such is the case with the Canadian bracket system which specifies
minimum lives that, once chosen, are not subject to review by the
revenue authorities. Further, this system provides for much shorter
lives for capital assets than-our system allows; for example, in-class 8-
one of the brackets in the Can6aian system-which includes the bulk
of manufacturing plant and equipment, the life is 10 years, while the
greater part of this type of property in the United States has a 15- to
25-year life for tax purposes.

On the tax credit incentive plan, I would like to say this: The tax
credit incentive plan will unquestionably stimulate investment and
will provide assistance to industries for modernization as well as
growth and expansion. However, it would seem that the amendment
to the originalbill which reduced the limit on the credit allowable
against tax liability in any taxable year from the first $100;000 plus
50 percent of the excess that was reduced to the first $25,000 plus 25
percent of the excess, will have a negative influence on the effectiveness
of this legislation in achieving its objective.

It will reduce materially the amount of tax credit that some firms
will receive. A concrete, and I might say, Mr. Chairman, an actual
exam ple will serve to illustrate this point

A comphliy, which is marginal ni its industry though by no means
small for it employs upward of 10,000 men, has a capital program
laid out for the next 3 years in which it expects to spend $16. million
in 962; $19 million in 1963, and $11.7 million in 1p64. In 1962 with
the expenditure of $16.5 million, the company should, ac wording to
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the proposed law, be entitled to a 7-percent credit on this amount, or
app 'oximately $1.150 million.

However, its estimated earnings for the current year are $2.4 mil-
lion before taxes. Its tax bill wil be about $1.250 million. Accord-
ing to the amendment to the Revenue Act themaximum tax deduction
it can take if $25,000 plus 25 percent of the excess which in this case
on a total tax bill of $1.250 million amounts to $336,000, yet 7 percent
of its capital expenditures, as stated above, would be $1.150 million.

Thus in place of a 7-percent credit on its capital expenditure, the
ftir would have little better than 2 percent. The carry forward pro-
vision of the bill, which provides for a 5-year carry forward, will not
be particularly helpful in this case, for the company expects to spend
$19 million in 1963 and should have a tax credit of $1.33 million. If
we add to this the carry forward of $820,000, the company then, and
this is in 1963, has a possible tax credit of $2.150 million.

However, based on projected earnings for 1963, the total tax pay-
ment will be in the neighborhood of $1.7 million, and 25 percent of
this plus the first $25,000 amounts to $444,000.

Thus against a possible tax credit of $2.150 million representing
that credited for the year 1963 plus the carry forward from 1962 the
company will only be able to tale, only $444,000, which is again about
2 percent.

Thts it is that a firni with large capital expenditures but a. low rate
of profit, and there are a ntmb-er of these in the basic heavy indus-
tries, will scarcely benefit by the tax credit plan as amended. If the
original 50-percent limitation were restored in place of the current'25
percent, the picture would be materitally improved for marginal firms
with heavy capital expenditures. They would be able to get double
the amount and come closer to realizing the 7-percent credit which
the act intends that they should receive. In a number of cases they
will not reach 7 percent but their position will be improved.

These companies have low earning rates precisely because they
have a high percent of obsolete equipment. They had hoped to ben-
efit from the tax credit of 7 percent, but, in effect, if the present amend-
ment stands they may get as little as 2 or 3 percent. Thus the people
wh61m this law was intended to help will get extremely little aid. It
would seem that we have an inequtfty here if the 50 percent celibg is
not reinstated. However, if it is not restored, periips some of the
imbalance could be corrected by amending the bill to allow exceptions
to the 25 percent limitation so that low profit companies with high
capital expenditures could recoup at least a 5-percent tax credit.

Thank you.
Senator HARTHE. Thank you, Father Hogan.
Let me ask you if you have any comment briefly about the so-called

reinvestment depreciation plan.
Reverend HOGAN. Yes, I would like to comment on the reinvestment

depreciation plan.
Ibel ieve that it gets to the heart, at least in part, of our problem of

depreciation and capital replacement.
There are two factors inVolved. One is the erosion of capital due

to inflation, and the other is the length of life that we have assigned
to assets, and this ver7y often is unrealistic because of improving tech-
nology,- and this is going to continue to improve because of the amount
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of moheyr invested in research and development year by year. We all
know this is an increasing amount.

Now, the reinvestment depreciation plan hits at the first problem,
namely the erosion-of capital due to inflation. :

It. wiil give those who need capital to replace their plant and equip-
ment a better opportunity to do this. Because of the deficit between
the replacement cost and that amount whieh has accrued from depre-
ciation reserves is so great, we should, if we are going to replace the
obsolete equipment in this country, do something to make that Up.

The reinvestment plan allows us to do that.
Another feature of it which, I think, is particularly attractive and

should never be lost sight of, in fact I do not think it can be stressed
enough, is that this plan requires reinvestment, that the money be
spent, so that not only is the full depreciation Spent but the extra
amount that is allowed under the plan, that is, the difference be-
tween original cost and its present purchasing power, is also spent, and
this should create quite a number of jobs in industry.

It will create jobs in the industries that are providing the capital
equipment and this ripple effect will also be felt throughout the
economy.

Another thing that I am afraid some people do not understand too
well about it is Chat it is not necessary to replace the identical asset.
As long as you invest the same amount-of money you can veer off into
another line of business.

Let ine give you an example. The wire business in the steel in-
dustry has not been too profltable of late because of foreign competi-
tiofl, and a company that has a facility for drawing wire may want
to eo into another phase of the steel business.

.Well, as long as it puts that money into investment it has the flexi-
bil ity of going intoan.ther phase of the steel busil tess.

So I feel that this is one plan that strikes at the root of our de-
preciatimi problem and insures the reinvestment of the money. I
vould certainly favor it, as a plan, but that is not the plan which has

been under discussion this afternoon, so I did not mention it in my
prepared statement.

Senator HARTKE. I appreciate that, sir.
I have no further questions from you, sir. Thank you, Father, for

coming.
This concludes the list of witnesses who were scheduled to be heard

this afternoon.
The committee will adjourn until 10 o'clock tomorrow morning.
I want you to know that Senator Byrd, the chairman of the com-

mittee, is sorry that lie could not be here this afternoon, but this is a
pressing time. I have held another committee waiting for 30'minutes
where I am supposed to Chair another meeting this afternoon, too, and
I will finish that one also. These are busy times, and I just hope that
you folks will excuse the occasional inctvenience that occurs during
the hearings, whichis just absolutely impossible to avoid.
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(By direction of the chairman, the following is made a ptr of the
SIDNEY, MONT., PebruarV 14, 1962.

Hon. MIKE MANSFIELD,
U.S. Senate, Waehington, D.O.

DE SI: As an income tax practitioner I wish to present a proposal which I
feel will bring more fair taxation for farmers and businesses.

Present law provides that a depreciation deduction be taken whether or not
It provides tax benefit. My proposal Is that maximum depreciation limits be
provided as under the present law, but that minimum allowable limits be re-
moved to allow decreased chargeoff in bad years.

Dryland farm clients of mine have had poor crops in recent years. Deprecia-
tion for these farmers is often not needed but must be deducted anyway under
present law. The deduction Is wasted and could probably provide tax benefit if
deducted in the future when crops Improve.

I propose to allow depreciation not deducted In one year to be carried over as
a future deduction.

For example, In 1961 farmer A, with a wife and two children had little crop.
His net Income without depreciation deductions is $4,000. But the depreciation
he must take on his equipment under present law Is $3,000. So he ends up with
$1,000 net taxable Income. He needs to deduct only $1,400 of depreciation to pay
no tax.

I propose to let him decrease the deduction to $1,400 and allow him to carry
over the unused deduction of $1,600 to future years. This would help level out
the farmer's taxable income by averaging. He needs every equitable break he
can get to stay In business. This equitable averaging would mean that he could
use his family exemptions to better advantage.

Such allowance would be equitable to all, and would help both businesses and
farmer-ranchers.

I would appreciate your seeing that this proposal reaches the proper com-
mittee for review.

Sincerely yours,
H. N. WIL IAMSON.

UNITED STATES INDEPENDENT TELEPHONE ASSOCIATION,
Washington, D.., Marh 23, 1962.

Hon. HARRY F. BYRD,
Chlairtnan, Senate Finance Committee,
Washington, D.O.

DEAR SENATOR BYRD: On March 9 the board of directors of our association
gave consideration to various proposed changes in the tax laws and adopted the
recommendations which are embodied in the attached statement. We hope you
may find time to consider it.

The Independent telephone companies of the country, a vital part of the
American economy particularly in the smaller towns and rural areas, comprise
more than 3,000 companies, have 12 million telephones, and operate In 10,700
communities. Their trade organization, now In its 65th year, undertakes to
speak for independent companies on matters of national Interest to then).

Because of the pressure of time likely to face the Senate Finance Committee,
we shall not request an opportunity to make a formal appearance at public
hearings but will appreciate It if our statement may be carefully reviewed and
placed In the printed proceedings.

Thanking you in advance for your consideration, we are,
Sincerely yours, CrLYDE S. BA=LEY,

Bxeoutive Vice Pr-esden t.
FRANK G. LAPRADE,

President (President, Lee Telephofe Co., Martilsviite, Va. ).

STATEMENT IBY UNITED STATES INDEPENDENT TELErHONE ASSOCIATION

The United States Independent Telephone Association is the national trade
organization representing the independent branch of the telephone industry,
comprised of more than 8,000 companies furnishing telephone service to 10,700
cities, towns, and rural areas through 12 million telephones. At a meeting of
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the board of directors of the association on March 9, 1962, the following tax
recommendations were formulated with a request that they be communicated
to the Senate Finance Committee.
(1) The 10-percent telephone ea'oiae tao

At the earliest possible opportunity consistent with the Government's need
for revenue the 10-percent tax on telephone service, both local (general) and
long distance should be repealed. It was initially a wartime levy designed
to limit telephone usage in order to conserve critical materials. The tax has
long outlived its original purpose and as the only remaining tax on an essential
household utility should be allowed to die. It Is inequitable and discriminatory
in the extreme and despite the essential character of telephone service the tax
is in the same amount as the levy on luxury items such as liquor, cameras,
country club dues, and so forth.
(2) Reduotion in corporate income tax

Reduction in the corporate income tax rate by 5 percentage points to 47 per-
cent is also long overdue. The reduction would stimulate the flow of investor
capital into legitimate enterprise and create additional employment opportunities
in many fields.
(8) Withholding tax on dividends

The imposition of a withholding tax on dividends wotlld add tremendously to
the paperwork of corporate enterprise. It would increase the cost of doing
business without compensatory advantages so far as the rendition of telephone
service is concerned. We oppose such a tax. In addition to creating many
economic and other problems for business like ours, a withholding tax would
introduce untold hardship in the case of great bodies of small investors who
rely to a large extent upon their dividends for current living expenses.
(4) Proposed repeal of dividend credit and $50 exclusion

The proposed repeal of the 4-percent dividend credit and the $50 dividend ex-
clusion for Federal income tax purposes is entirely unrealistic and we hope will
be rejected by the Senate committee. Legitimate enterprise is already sorely
pressed by double taxation on business carried on in the corporate form. It
needs the benefit of the stimulation provided by the existing modest credit and
the equally modest $50 exclusion. We are of the opinion that instead of elimi-
nating these salutary provisions of law, the credit and the exclusion should be
materially increased in order to minimize the hardship imposed by existing law
upon corporate business and in order to stimulate the flow of equity capital into
corporate life and thus assist in creating additional employment opportunities.
(5) The proposed investment tax credit

Instead of the proposed investment tax credit, our association is of the opinion
that a more desirable and constructive approach would be to liberalize the exist-
ing depreciation rules so that telephone companies (and other business) may be
permitted to write off depreciation expense on the basis of current value instead
of original cost. If a more realistic depreciation base is not deemed feasible,
then our association is of the opinion that telephone companies should be entitled
to the full proposed 8 percent tax credit, rather than the discriminatory 4 per-
cent contemplated by the tax bill hs reported by the House Ways and Means
Committee.
(6) Taxation of cooperatives

We are of the opinion that the tax discrimination now enjoyed by cooperatives
should be eliminated.
(7) Pluggino .of loopholes

Our association feels it should not take a position regarding the plugging up of
tax loopholes, because we are of the opinion that proper enforcement of existing
laws would eliminate any current abuses.
(8) Increase in unemployment compensation tax

Pending before Congress is a proposal to increase to 3.5 percent from 2.7 per.
cent the unemployment compensation tax. This would represent a sizable tax
burden to be added to the burdens already borne by American business. It is
anyone's guess how long any business can continue to absorb additional tax
levies without increasing the cost of its product or service. When the cost of
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'doing business becomes more than can be borne, the inevitable effect is an in-
crease in prices and a contribution to the spiral of inflation. Inflation is already
eating at the vitals of the American economy.

AERoQuIP CoRP.,

Joack8on, Mich., March 28,1062.
Hon. HRnRY F. ByRD,
U.S. Senate, lVashbhton, D.A.

DnAn SENATOR BYn: I have viewed with consternation the progress of the ad-
ministration's tax revision bill as proposed by the Committee on Ways and Means
of the House of Representatives, identified as H.R. 10650, and usually referred to
as "the Revenue Act of 1902." The whole subject of the revisions proposed in this
bill seems to be inimical to the best interests of the United States. It Is the opin-
ion of most thinking businessmen and citizens of our great country, with whom I
have talked, that most provisions of this bill can be categorized as being con-
ceived in haste, compromised with theoretical abstract objectives, and clearly
opposed to foreign policy objectives of our country.

The proposed incentive credit for investment in depreciable property is neither
justified nor desired by American business. It is another example of unwar-
ranted experimentation by novice academicians and economic theoreticians. The
justification for such a credit is not compatible with good business practices and
seeks to accomplish by indirect stimuli those objectives which can only be effected
by the dictates of prudent business principles.

Section ( provides authority for the Secretary to impute additional taxable
income on Intercompany transactions regardless of the business purposes and
considerations inherent in established prices. Personally, I resent the unwar-
ranted allegation thIht American businessmen are unconscionably diverting domes.
tic profits to foreign countries in which they may have affiliates. I am sure that
facts will not support the existence of such a business policy as has been attrib-
uted by the proponents of this bill. Actually. I believe that proponents of this
bill have ventured far into the realms of possibilities. Since existing stattites
presently in the law give adequate authority to examining internal revenue
agents to control such possibilities, and since significant deficiency assessments
rarely result from detailed examination of actiAl operating conditions by the
Internal Revenue Service, there is conclusive proof that no serious abuses exist
In tis area.

Another unrealistic proposal In this bill Is the provision (sec. 13) requiring the
recognition of earnings of controlled foreign corporations for purposes of com-
ptifng Income subject to taxation In the United States. This indeed is a very
strange departure from reality, since the income may never he available for re-
patriation. Income of a foreign corporation usually Is significantly different
from economic Income because of accounting customs prevailing in the foreign
country. 'Inconvertibility of the currency ts also a significant problem which
has been conveniently overlooked.

Section 18 also Introduces a strange concept In the establishment and perpetua-
tion of mutual understanding and respect in the field of foreign relations. The
Image of the "ugly American" will not be improved by this grasping, conniving
attempt to usurp profits earned from business operations in foreign countries.
Logically, such a tax program should provoke retaliatory legislation from for-
eign countries, since they will justifiably believe that as long as the tax costs
must he paid currently to a government, it should properly belong to them because
theirs was the country originating the profits being confiscated.

Section 13 will not, in my opinion, favorably affect the balance of payments
and quite probably will have an adverse effect on our own national economy.
Domestic corporations will be forced Into either (1) a reduction In the estab-
lished dividend policy, because of paying out funds otherwise available for
dividends In the form of anticipatory taxpayments ton income that may never
become available for repatriation; or (2) forcing domestic companies to borrow
the funds necessary for the continuance of their present dividend policies, thereby
Increasing the demand for borrowed funds. This additional demand may have
a corollary effect of increasing Interest costs, whieh is diametrically opposed to
the announced objectives of this administration.

Section 21 of the proposed bill has the effect of abrogating treaties negotiated
in good faith with other sovereign nations. This also is a historic precedent-
setting concept of maintaining international goodwill. Foreign nationals have
been amazed and incredulous that such a provision could be seriously entertained
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by a country trying to impress other nations with the necessity of honor and
integrity in the field of Internationdl relations. The sacredness of our word
and formally executed agreements will be degraded if this proposed legislation
passes.

H.R. 10050 seems to me to epitomize the superficiality of callow theoreticians
advocating spurious and illusory economic concepts and just simply is not
compatible with the honor and dignity of the United States. The method of
presentation of this bill seems to me to be a positive denunciation of the capabil-
ities of our Federal legislators. The power politics of the administration are
quite frightening, and the seemingly apparent effectiveness of the administra-
tion's intimidation of Congress makes thinking citizens of our country fearful
of the consequences that we will all have to face if Congress abdicates Its re-
sponsibilities to academically orientated theoreticians, many of whom are not
of sufficient maturity to qualify for elective office.

Wisdom Is the judicious blending of intelligence, facts, and knowledge. I sug-
gest to you, Senator, that wisdom is not represented in the group who have
drafted and are advocating passage of this bll, and who are attempting to stam-
pede the Congress of the United States into careless legislation by clamor and
force to seize more authority for the executive branch of the Government.

I urge you to use your best influence and persuasiveness to defeat these strange
and unproven theories represented in H.R. 10850.

Sincerely,
V. M. DAvisoN, A88itant Treasurer.

CHAMPION SPARK PLUG CO.,
Toledo, Ohio, Maroh 29, 1962.

Hon. HARRY F. BYRD,
Chairman, Serrate Finance aomittee,
Waahington; D.C.

DEAR SENATOR BYRD: I am opposed to H.R. 10050 because this bill represents
more than a tax bill, It represents a drastic change in the role of the Federal
Government in the management of American business.

Specifically, section 2 of the bill provides an 8 percent credit for investment
in depreciable property. This type of legislation is a tax "gimmick" that is no
substitute for a fundamental reform of depreciation. The tax credit for
investment invites the Federal Government into management's decision-making
on plant expansion.

Section 4 disallows certain entertafllment, etc., expenses. This section re-
peals the "ordinary and necessary" business expense concept and substitutes
statutory Judgment for the judgment of management. Therefore, to the extent
that a business would feel it necessary to incur expenses beyond those per-
missible under this legislative straitjacket, it would be forced to pay taxes
on the amount evolved as though the amount were income. In economic effect,
this would be a confiscation of Income. The law, as it now stands, provides
the Treasury Department with all the authority it needs to eliminate any abuses
In this area.

Section 14 provides that gains from certain dispositions of depreciable per-
sonal property would be taxed as ordinary income rather than as capital gains.
Such a change should only be made as part of a fundamental reform of depre-
ciation, involving substantial reduction in required lives of depreciable assets.

Sections 5, 6, 7, 11, 18, 15, 16, and 18 provide broad changes in the taxation
of income earned by a foreign subsidiary. These changes would mean that, in
general, the income earned by a foreign subsidiary of a U.S. company would be
subject to U.S. taxation, unless the income is reinvested In the subsidiary, itself,
or in another company subsidiary in a so-called less developed nation.

This type of legislation is in direct opposition to President Kennedy's Alliance
for Progress program directed toward assisting our Latin American neighbors.
In Brazil, for example, it Would tax U.S. companies on earnings which cannot
be repatriated to the United States and which dwindle with each day of
Brazilian Inflation.

In addition, as a result of the "gross-up" provision in the new bill, dividends
that are received would be taxed on an amount greater than that actually
received.

Section 8 of the bill entitled appearances, etc with respect to legislation,
while a step in the right direction, is only a modified version of the Boggs bill
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(M.R. 640) which is the type of corrective legislation that is needed in this
area.

From the above it can be seen that not only is H.R. 10650 incompatible
with economic growth, but far more serious it is not tax reform but rather a
big step away from the American tradition of free enterprise.

The type of tax reform that is really needed is contained in the Herlong-
Baker bill that was tabled by the House Ways and Means Committee on February
19 1002.

If the United States Is to remain economically strong and free, this bill
must not pass. I implore you to examine its many provisions thoroughly, be-
cause I know that you will recognize that It Is not sound tax legislation but
an attempt to further control the American economy.

Very truly yours,
R. W. VooL, As8fstant Trca8utrer.

(Whereupon, at 4 p.m., the committee recessed, to reconvene at 10
a.m., Friday, April 6,1962.) 0


