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REVENUE ACT OF 1962

THURSDAY, APRIL 26, 1962

U.S. SENATE,
CoMMITTEE ON FINANCE,
‘ Washington, D.C.

The committee met, p:irsuant to recess, at 10 a.m., in room 2221, New
Senate Office Building, Senator Harry F. Byrd (chairman) presiding.

Present: Senators Byrd, Gore, Douglas, Williams, Carlson and
Curtis.

Also present : Elizabeth B. Springer, committee clerk ; and Colin F.
Stam and L. N. Woodworth of the Joint Committee on Internal Reve-
nue Taxation.

The CaarMan. The committee will come to order.

Senator CarLson. Mr, Chairman, I want to submit for printing in
the record at this point the Baker-Herlong bill, H.R. 2030.

The CHalrMAN. Without objection the insertion will be made.

Senator Carrson. I think I should state this is a revised version of
the bill as introduced by Mr. Herlong on January 6,1961 and no doubt
we will have testimony on it and it will receive further consideration
by the committee. '

(The bill referred to follows:)

87Ta CONGRESS
18T SESSION

H.R. 2030
(As revised)

IN THE HOUSE OF REPRESENTATIVES

JANUARY 6, 1961

Mr. Herlong introduced the following bill ; which was referred to the Committee
on Ways and Means

A BILL

To amend the Internal Revenue Code of 1954 so as to provide for scheduled personal and
corporate Income tax reductions, and for other purposes.

Be it enacted by the Senate und House of Representatives of the United States
of America in Congress assembled,

SeEcTION 1. Section 1(a) of the Internal Revenue Code of 1954 (relating to
rates of tax on individuals) is hereby amended by inserting before “Rates of Tax
;)n Individuals’” the number “(1)” and adding a new paragraph (2) to read as

ollows :

*(2) SCHEDULE FOR REDUCTION OF TAX ON INDIVIDUALS.—In the case of each
. taxable year beginning on or after the date specified {n the following subpara-
graphs, the tax imposed by paragraph (1) shall, subject to the provisions of sec-

2853



2854 REVENUE ACT OF 1962

tion 22, be determined under this paragraph at the rates pnovlded and effective
for the taxable years prescribed in the following subparagraphs
“(A) For taxable years ‘beginning on or after January 1, 1962;

“If the tazeable inceme is:

Not over $2,000 e e
Over $2, but not over 4,000 -~
Over $4,000 but not over 6,000 -

o] 6,000 but not over 8,000 ... -
0::: 8,000 but not over $10,000-____

Over $10,000 dbut not over $12,000....

Over $12,000 but not over $14,000
Over $14,000 but not over $16, 1000 ___

Over $16,000 but not over $18,000_..
Over $18,000 but not over $20,000___.
Over $20,000 but not over $22,000....
Srer 120 B 25t S fagoeno
Over $82,000 but not over $38,000- ..
Over $38,000 but not over $44,000..._
Over $44,000 but not over $50,000--._
Over $50,000 but not over $60,000..__
Over $60,000 but not over $70,000._._
Over $70,000 but not over $80,000__.._
Over $80,000 but not over $90,000__._
Over $90,Q00 but not over $100,000__.
Over $100,000 but not over $150,000..
Over $150,000 but not over $200,000-.
Over $200,000__.._._ e m—————————

is3

% of the taxable income.
890. plus 21, 25% of excess over $2,000.
: lus 28.25% of excess over

31 820. p!us 29? of excees over $6,000.
plus 82.8% of excess over,

82.%50. lus 86.5% of excess over

s zsd, plus 41% of excess over $12,000.,
lus 44.56% of excers over

1
$4,990, plus 47.5% of excess over
$5,940, plus 50.5% of excess over
ig 950. plus 53% of excess over $20,000.

plus §8% of excess over $22,000.
11 é25&)01,:lms 8.59% of excess over

31 760 plus 61.5% of excess over

$17 450 pluc 65% of excess over
$21 ,360. ‘Plus 68% of excess over
$28, 440 pluu 70.5% of excess over
$8 Aéo plus 73.8% of excess over
sss sso, ‘Plus 769% of excess over '
$4 430, ‘Plus 799% of excess over
$55,330, Dplus 82% of excess over
$63,480, plus 83.89% of excess over
$108,280, plus 85% of excets over
$147,730, plus 86.5% of excess over
$200,000.

“(B) For taxable years beginning on or after January 1, 1963 :

“If the taxable income is:
Not over $2,000 o ____________.

Over 4000 but not over
Over $6,000 but not over
Over g ,000 but not over $10, 000-
Over $10,

Over $12,000 but not over $14,000__. .
Over 14 000 but not over $16,000____
Over wooo but not over $18,000-__
Over $18,000 but not over ,000____
Over 20.000 but not over $22,000____
Over 322,000 but not over 1000_---
Over $26,000 but not over ———
Over $32,000 but not over 000__--

Over $38,000 but not over $44,000..._
Over $44,000 but not over $50,000....
Over $50,000 but not over $60,000.....

gmn

in3
193 of the taxable income.
$380,000, plus 20.89% of excess over

pl us 24. 5% of excess over §4 , 000,

')

éo us 28% of excess over $6,000.
840, pl 81% of excess over $8,000.

4-60. plus 35% of excess over

3, 136 plus 39% of excess over $12,000.
3.9 .plus 42 ot excess over ,000,
4,780, plus 439 of excess over s
5,680, plus 489 of excess over §18,
8,640, plus 80% of excees over $20,
7.640 plus 53% of excess over $22,000.

9,7 plns B5% of excess over 26,000.
il g);b plus 589% of excess over
$1 .540. ‘Plus 619% of excess over

4
S2§ ,200, plus 649% of excess over

%'.

" Over $60,000 but not over $70,000
Over $70,000 dut not over $80,000-...
Over $80,000 but not over $90,000_ ...
Over $90,000 but not over $100,000-__
Over $100,000 but not over $150,000-._
Over $150,000 but not over $200,000__ ..
Over $200,000..___._____ ——m——mem———

b44,000.
$24,040, plus 689% of excess over
3 o lus 69
$ im"hnpus % o0f excess over
37,540, plus 71 of excess over
¥ 0,000.” %
344.04&0 plus 74% of excess over

%80 A

(13 i)(:)40. plus 76% of excess over

$5 .%4'(?. ‘plus 789% of excess over

89&.646, lus 809% of excess over

$138,640, plus 8296 of excess over
$200,000. %
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“(0) For taxable years beginning on or after January 1, 1064:

“If the tazsble income is:
Not over $2,000 -
Over §2, but not over i4,000 ......
Over $4,000 but not over $6,000.

Over $8,000 but not over $8000.
Over $8,000 but not over §10,

Over
12,000 but not over X
14,000 X
16,000
18.000 but not over
0,000 but not over $22,000. -
22 :000 but not over. $26,000
Over 26.000 but not over $32,000. -
Over $82,000 but not over $38,000_____
Over $88,000 but not over $44,000.._--
Over $44,000 but not over $50,000 .

Over $50,000 but not over $60,000.

S

Over $70,000 but not over $80,000-...-
Over $80,000 but not over $80,000...__
Over $90,000 but not over $100,000....
Over $100,000 but not over $150,000._.
Over $150,000 but not over $200,000.. .
Over $200,000.

The tax

of excess over
of excess over
of excess over
of excess ovey
of excess over
of excess over
of excess over

of excess over
of excess over

81% of

plus
$14,710, ‘plus
$1 ksségb plus
44,000,
$2 260 plus
‘2343%6360 plus
$ 950 plus
;s% 160 “plus
$4 b%é&o.plul
‘5 l})%o pluo
,166

; abloti:))boplm

of
of
of
of
of
of
of

589%
56%
57%
60%
62%
84%
66%
8% of
0% ot
72% of

excess
excess
excess
excess
excess
excess
exceas
excess
excess
excess

2,000
6,000
80
0,000,
12,
14.
18.

%oooo

...§

(D) For taxable years beginning on or after January 1, 1965:

“If the taxable
Not over

lneomo is:
Over ) but not over $4,000.....-
Over 4,001) but not over $6,000.....-
Over $5.000 bat .}L"t‘o%i'sgs i
Over $10 ,000 but not over 312 000__.__
Over $12,000 but not over $14,000....
Over $14,000 but not over $18,000.___
Over $16,000 but not over $18,000.._.
Over $18,000 but not over $20,000....
Over $20,000 but not over $22,000....
Over $22,000 but not over $26,000.._.
Over $28,000 but not over $32,000....
Over $82,000 but not over $38,000..__
Over $38,000 but not over $44,000._..
Over $44,000 but not over $50,000_.__
Over $30,000 but not over $60,000....
Over $60,000 but not over $70,000____
Over $70,000 but not over $80,000..-
Over $80,000 but not over $90,000-...
Over $80,000 but not over $100,000.__
Over $100,000 but not over $150,000--
Over $150,000 but not over $200,000__
Over $200,000.

13
9..

-

The tax
17

is:
of the taxable income.
of excess over
of excess over
of excess over
of excess over
8% of
of
of
of
of

of

31%
32%
35%
86%
88%
40%
41%
48%
45%
47%
48%
51%
52%
54%
56%.

-

"a
RO S bt
Bhe

883126, plus
$7 7260001'”:::
n; ,180, plus
$ 316&)0 plus
[ 33 4 plus
'13 250 ‘plus
50,000
,odo plus
szg uio ‘Plus
ssg 8§6 ‘plus
$38,760, plu-
ux.ado 58%
100,
$78,386 60%
$1 %’aéo 'plul 0%
$200,000.

of

of

of
of
of
of
of
of
of
of
of

of
of

exces

excess
excess
excess
excess
excess
excess
excess
excess
excess
excess
excess
excess
excess
excess

excoss
excess
excess
" excess

Looo
over
over
over
over
over
over
over
over
over
over
over
over
over
over
8 oOver
over
over
over
over
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“(E) For taxable years begining on or after January 1, 1966 :
“u “&‘Otu::’g}‘e ;n'b’”m.-i.'.‘ ................. The ‘1.(? :. xof the taxable income.

Over $4,000 but not over
Over 36,000 but not over

Over $2,000 but not over §
Over §8,000 but not over

Sec. 2. Section 1(b) of the Internal Revenue Code

rates of tax on hea's of households) is hereby amended :

320, plus 17.59% of excess over §
870, plus 20% of excess over $4,00
1,070, plus 219 of excess over §
1,490, plus 22% of excess over §

2,000.
,000.

8,000.
$8,000.

Over $10,000 but not over $12,000._.__ l,sslfg), plus 249% of excess over
S r $14,000. . 2,410, plus 289 of excess over $12,000.
8:3 E%?.ggg .t))g: 23% g::r ! 16,000 - i 2,930, glus 27'7: of excess over $14,000
Over $16,000 but not over $18,000 $3,470, plus 28% of excess over $16,000
Over $18,000 but not over $20,000 4,030, plus 309 of excess over $18,000
Over $20,000 but not over $22,000 - 4,830, plus 329% of excess over $20,000.
Over $22,000 but not over $268,000._-- 5,200, plus 33% of excess over $22,000.
Over $26,000 but not over $32,000.___ $6,610, plus 349% of excess over $26,000.
Over $32.000 but not over $38,000.___ 8,650, plus 36% of excess over $32,000.
Over $38,000 but not over $44,000..__ 31 )581860 plus 37% of excess over
Over $44,000 but not over $50,000__-_ $13 ,&3'8, 'plus 88% of excess over
Over $50,000 but not over $60,000_.__ $1 k%fg.o'plus 39% of excess over
Over $60,000 but not over $70,000____ $1 >b21'0bo'plus 409% of excess over
Over $70,000 but not over $80,600____ szisi.?l'gbo'plus 419 of excess over
Over $80,000 but not over $90,000..__ $2 ;,ssfgbo'plus 449, of excess over
* Over $90,000 but not over $100,000.._ $31 .7(}'(()),0 O'plus 46% of excess over
- Over $100,000 but not over $150,000-_ $3¢ ﬁﬁl})boglus 489% of excess over
Over $150,000 but not over $200,000.__ ‘6"'&13' o &ilus 50% of excess over
Over $200,000.. oo oooomoeeane $85,310, S'lus 52% of excess over
$200,000.
“(F) For taxable years beginning on or after January 1, 1967:
“If the taxable income fs: The tax is:

Not over $2,000_ oo 153& of the taxable income.
Over $2, but not over $4.000____.__ $800, plus 189 of excess over $2,000.
Over $4,000 but not over $6,000_.__.._ 620, plus 179% of excess over $4,000.
Over $6,000 but not over $8,000_._. 960, plus 18? of excess over $6,000.
Over $8,000 but not over $10,000_ 1,330, plus 199% of excess over $8,000.
Over $10,000 but not over $12,000_ 1,700, plus 209% of excess 6ver $10,000.
Over $12,000 but not over $14,000. 2,100, plus 21% of excess over $12,000
Over $14, hut not over $16,000..___ 2,520, plus 22% of excess over $14,000.
Over $16,000 but not over $18,000_____ 2,060, plus 239% of excess over $18,000.
Over $18,000 but not over $20,000....__ 3.420, plus 249% of excess over $18,000.
Over $20,000 but not over $22,000___._ 3,900, plus 25% of excess over $20,000.
Qver $22,000 but not over $26,000_____ 4,400, plus 2689 of excess over $22,000.
Over $26,000 but not over $32,000. 5,440, plus 27% of excess over ,000.
Over $32,000 but not over $38,000. 7,080, plus 289 of excess over $32,000.
Over $38,000 but not over $44,000- 8,740, plus 209 of excess over $38,000.
Over $44,000 but not over $50,000_ 31880 o plus 309% of excess over
Over $£50,000 but not over $60,000_.____ $1 280 'plus 319% of excess over
Over $60,000 but not over $70,000_____ $15.3§0 'plus 32% of excess over
Over $70,000 but not over‘sso,ooo ..... $1 ?%égbo'plus 349, of excess over
Over $80,000 but not over $90,000.._- . szxéséo. ‘plus 389% of excess over
Over $90,000 but not over $100,000____ $2 .560 'plus 38% of excess over
Over $100,000 but not over $150,000___ $2I i%%oéo'oplus 419 of excess over
Gver $150,000 but not over $200,000. - . 84:-),886. slus 449 of excess over
Over $200,000. .. oo ____ 71,880, plus 47 of excess over

$ $200,000" %

of 1954 (relating to

(a) by deleting from paragraph (1) the words ‘“The amount of the tax
shall be determined in accordance with the following table:” and inserting
in Heu thereof “The amount of the tax shall be determined, subject to the
provisions of section 22 (except that section 22 shall not apply to subpara-
graph (A) hereof), under the following subparagraphs for each taxable
year beginning on or after the date specified in the following subparagraphs:



“If the taxable incomo is:
Not over
Over
Over
Over
Over
Over 310,000 but not
Over $12,000 but not
Over 1% /000 but not
Over $16,000 but not
Over $18,000 but not
Over 20000 but not
Over $22,000 but not

Over $24,000 but not
Over $28,000 but not

Over $32,000 but not

4 ,000 but not over
6,000 but not over
8000 but not over

REVENUE ACT OF 19082

over
over
over
over
over
over
over

i 12,000
1

000___
24,000_-"

over $28,000___.
over 32000__-_

over $38,000__._

The tax ll:

et
Q

lus 23

2857

“(A) For taxable years beginning on or after January 1, 1954:”
(b) by adding to paragraph (1) the following new subparagraphs.
“(B) For taxable years beginning on or after January 1, 1962:

6% of the taxable income.

888. plus 20.5% of excess over

1,2 lus 2
1, 76 glus 20
0, plus 31
35
7

920,

§7,856.
9.810, p

su.sfo plus

pllu 49?1

55%

of excess over

$2,000
of excess over $4,000.
of excess over, gs,

of excess over

,000.
000.

of excess over

'y

of excess over

of excess over

of excess over

0
020, plus 459 of excess over $20,000.
lus 46.5% of excess over

of oxoeso over $24,000.

5% excess

of excess

Over $38,000 but not over $44,000.___
Over $44,000 but not over $50,000.___
Over $50,000 but not over $60,000..__.
Over $60,000 but not over $70,000.___
Over $70,000 but not over $80,000____
Over $80,000 but not over $90,000..__
Over $90,000 but not over $100,000___
Over $100,000 but not cver $150,0600__
Over $150,000 but not over $200,000..
Over $200,000 but not over $300,000._
Over $300,000....-. cmceeemmcmea———

Slg?lgfo plus B8.59%
338330091“ 62.5%
;23"4‘,;8"0
, plus 64%
szg,séo. ‘plus  67%
835530 plua 69.5%
343460 plus 2%
MSedo. ‘Plus  75%
$57,180, | 8%
$9 .1586. 829%
$137,180, plus 869%

lus

of
of
of
of
of
of
of
of
of
of

excess
excess
excess
excess
excess
exceds
excessy
excess
excess
excess

292,180, plus 86.5% of excess
¥ 00.000" %

“(C) For taxable years beginning on or aicer January 1, 1963 :

“If the taxable income is:

Not over $2,000__.___________
ver $2,000 but not over $4
Over $4,000 but not over
Over 6 000 but not over
Over $8,000 but not over

§3gﬁ. plus 20
$7180, plus 229,
$1 220 plus 2

of the taxable income,
of excess over $2,,000.
of excess over
9% of excess over
00, plus 28% ot excess over

Over not
Over not
Over not
Over $18, not
Over $18, not
Over not
Over § not

over
over
over
over
over
over
over

$2 260. plus 30% of

$2, ,860, plus 349

3,540, plus 35

4 240, plus 389
000 plus 399%

5 780, plus 439%
6,840, plus 449%

excess over
of excess over

ie 050:

over
over
over
over
over
over
over
over
over
over
over
over
over

of excess overs
of excess over
of excess over

of excess over
of excess over

Over $24, not
Over §52:000 but net
Over $38,000 but
Over $44,000 but
Over $50,000 but
Over $60,000 but over $70,000____
Over $70,000 but noi over $80,000____
Over $80,000 but not over $90,000__.._
Over $80,000 but not over $100,000.__
Over $100,000 but not over $150,000__
Over $150,000 but not over $200,000...
Over $200,000 but not over $300,000._
Over $300,000._ .. _._____

over
over
over
over $44,000. ___
over $50,000__._

over $60,000____

not
not
not
not

§ 9 360,
$11,320, plus

000.
slido plus
$17,740, )plua
$21,280, plus
$27,280, plus

80,000,
$33,580, plus
$4 .oéo, 'plus
$4 .88’0, 'plus
$53,880,

100,
$90,380,
$128,880, plus
$208,880, plus

$300,000.

65%
59%
60%
63%
65%
68%
0%
73%
7%
80%
82%

7 520, plus 48% of excess over
, plus 49% of excess over
52% of

of
of
of
of
of
of
of
of
of
of
of

excess
excess
excess
excess
excess
excess
excess
excess
excess
excess
excess

eXCess
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“(D) For taxable years begiuning on or after January 1, 1964:

“If the taxable income is:

Not over $2,000.
Over $4,000 but not over
Qver $6,000 but not over
Over $8,000 but not over HO,
Over $10,000 but not over $12
Qver $12,000 but not over $1
Over $14.000 but not over $16,
Qv 16,000 but not over
Oovr ls 000 but not over
00 but not over

22, )00 but not over
24,000 but not over
28.000 but not over
2, but not over
Over $38,000 but not ~wer $44,000...
Over $44,000 but not over $50,000____
Over $50,000 but not over $60,000.._._
Over $60,000 but not over $70,000____
Over $70,000 but not over $80,000___
Over $80,000 but not over $90,000._.._
Over $90,000 but not over $100,000.__
Over $100,000 but not over $150,000._
Over $150,000 but not over $200,000-_-
Over $200,000 but not over $300,000__

Over $300,000..

Over
Over

The tax is:

8% of the taxable income.

8 plus 19% of excess over

plus 21% of excess over

1 1éo plus 249, of excess over

1, 620 plus 259% of excess over
1120, p us 28% of excess over
,680, plus 30% of over

3,280, plus 82% of excesa over
3,920, plus 349 of excess over

4,600, plus 85% of excess over

28,300, plus 389% of excess over

,080, plus 409% of excess over

§ 15.860, plus 41 9% of excess over

8 of excess over

4089 of excess
489%
851%

52%
85%
57%
59%
615

of
of
of
of
of
of
of
of
of
of
of

'plus excess

.plus excess

plus excess
823.110, plus
$2 eéo plus
$3 aéo plus
$41,220, plus
47,320, plus 64%
iw,ézo.' lus 67%
$112,820, plus 70%

$1 2sé360p1us 2%

excesg
excess
excess
excess
excess
excess
excess
excess

“(B) For taxable years beginning on or after January 1, 1965:

“If the taxable lneomo fs:

Not over $2,000. oo
Over $2,000 but not over
Over 4000 but not over
Over $6,000 but not over
Over $8,000 but not over
Over 310 ,000 but not over
Over $12,000 but not over

Over $14,000 but not over
Over $16,000 but not over
Over $18,000 but not over
Over $20, t not over
Over not over
QOver not over
Over not over
Over not over §
Over $38,000 but not over

14,0002
3,000

844,000

The tax is:
i

of the taxable income.
plus 18% of excess over

2,000.

prd

,000.

,000.

700, plus 20 7 of excess over
1.160 plus 219, of excess over
1, 520 plus 23% of excess over f
l 980 plus 259 of excess over $
lus 27% of

S
3.020. plus 289% of excess over
3,580, plus 30% of excess over
4,180, plus 31% of excess over
4, 800 plus 839 of excess over §

excess

3,000
0,000,

over

14,000.
lg ,000.
20100
292 nn

5 480, plus 349% of over
6.14 plus 36% of excess over
7.580. plus 379% of excess over
9,080 plus 399% of excess over

24,000,
2g.000.

11,400, plus 419% of excess

Over $44,000 but
Over $50,000 but
Over $60,000 but
Over $70,000 but
Over $80,000 but
Over $90,000 but

not over $4§0,000.._.
not over $60,000.___
not over $70,000...-
not over $80,000.___
not over $80,000___.
not over $100,000.._

Over $100,000 but not over $150,000.__
Over $150,000 but not over $200,000-.
Over $200,000 but not over $300,000..

Over $300,060..-

slg.BGO, plus
;18 440 ‘plus
$20,840,

$25,540, plus
20,0007
$3

,340, plus
80,000,
$ -.340b plus
smmio Oglus
] .540. J)lus
39 l,040 lus
0000()p
6,040, plus
$300

il 0

plus

__a @

-
4
=7y

43%
449
47%
48%
50%
829
54%
57%
609%
62%

cof

of
of
of
of
of
of
of
of
of

excess
excess
excess
excess
excess
excess
excess
excess
excess
excess

‘over
over
over
over
over
over
over
over
over
over

over
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“(F) For taxable years beginning on or after January 1, 1966:

“ le in is - The tax is:
ot Over 35000 ceee 769 of the taxable tncome.
Over $2,000 but not over $4,000. - 820, plus 179 of excess over $2,000.
Over $4,000 but not over $6,000. - 660, plus 19% of excess over $4,000.
ver $6,000 but not over $8,000_______ 1,040, plue 109 of excees over $6,000.
Over £8,000 but not over ,0 1,420, plus 219% of excess ovér $8,000.
Over $10,000 but not over §12, - 1,840, plus 229, of excess over $10,000.
Over $12,000 but not over $14,000_ ... 2,280, plus 23% of excess over $12,
Qver ,000 but not over $16,000.. .. 2,740, plus 249 of excess over $14,000.
Over $16,000 but not over $18,000..... 1220, plus 259% of excess over $16,
Over $18,000 but not over §20, 8,720, plus 26 % of excess over $18,000.
Over $20,000 but not over $22,000_ ... ,240, plus of excess over $20,000.
Over $22,000 but not over $24, ,800, plus %0 of excess over $22,000.
Over $24,000 but not over $28,000.._. 5,380, plus 80% of excess over 24.38(0).
Over $28,000 but not over $82, 300__-__ 8,080, plus 319% of excess over $28,000.
Over $32,000 but not over $88,000.._-- 7,820, p}lll 83% of excess over $82,000.
Over $38,009) but not over $14,000..... 9,800, plus 84% of excess over $38,000.
Over $44,000 but not over $50,000__.__ 11.48‘40 plus 38% of excess over
Over $60,000 but not over $60,000..... tls.“g ‘plus 86% of excess over
Over $80,000 but not over $70,000...... $1 .6%40[ ‘plus 38% of excess over
Over $70,000 but not over $80,000-_.-- 321 84&0'91115 89% of excess over
Over $80,000 but not over $90,000..___ $2 Q%ngb.pl“ 419% of excess over
Over $00,000 but not over $100,000..._ $ slg ‘plus 429% of excess over
Over $100,000 but not over $150,000._. ” I%Obo;ylus 44% of excess over
Over $150,000 but not over $200,000.._- ssgi%é jlus 479% of excess over
Over $200,000 but not over $300,000.._ z-rs,?fd plus  BO% of excess over
Over $800,000. .. $120,040, plus 529 of excess over
$800,000.°

“(G} For taxable years beginning on or after January 1, 1967:

“It t%c taxable income is: The t

ax is:
ot over $2, 8% of the taxable income,

Over $2,000 but not over $4,000. ... 300, plus 189% of excess over $2,000.
Over 34,000 but not over §6,000 620, plus 16% of excess over §4,

Over $6.000 but not over $8,000. 940, plus 17% of excess over $6,

Over $8,000 but not over $10,000_.-__ 1,280, plus 189 of excess over $8,
Over $10,000 but not over $12,000____ 1,840, plus 199 of excess over $10,000.
Over $12, but not over $14,000. 2,020, plus 199 of excess over $12,000.
Over $14,000 but not over $16,000 $2,400, plus 209 of over $14,000
Over $16,000 but not over 2,800, plus 21 9% of excess over ,000,

Over 318,000 but not over
20,000 but not over

Over $22,000 but not over 4,100, plus 289 of excess over $22,000.
Over $24,000 but not over 4,660, plus 249, of excess over $24,

Over $28,000 but not over 5,520, plus 25% of excess over .(6%.
Over $32,000 but not over $38,000.._. 8,620, plus 289 of excess over $32,000.
Over $38,000 but not over $44,000._._ 8,080, plus 27% of excess over $38,000.
Over $44,000 but not over $50,000.... 89,700, plus 289, of excess over $44,000.
Over $50,000 but not over $60,000_ ... $1i sosb. Plus ' 20% of excess over
Over $60,000 but not over $70,000.... $14,260, plus 80% of excess over
Over $70,000 but not over $80,000____ $1 ‘?6‘3’00 ‘plus 829 of excess over
Over $80,000 but not over $90,000..... 328, 80, plus 349% of excess over

. ' .-

Over $90,000 but not over $100,000... $23,880, plus 869% of excess over
Over $100,000 but not over $150,000-_ $27,480, plus 88% of excess over
Over $150,000 but not over $200,000... $4 .14365, lus  41% of excess over
Over $200,000 but not over $300,000... $68,980, plus 449% of excess over
Over 8800000 v e excess over

3,220, plus 21

of excess over

$3,640, plus 289 of excess over

Sco. 8. Section 8 of the Internal Revenue Code of 1954 (relating to optional
tax on income of less than $5,000 iz hereby amended by inserting before the
wgads “In leu of the tax” the letter ‘‘(a)” and adding the following new sub-
gection:
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“(b) In the case of a taxable year beginning on or after January 1, 1962, the
tax Imposed by subsection (a) shall, subject to the provisions of section 22, be
determined under this paragraph at the rates provided and effective for the
taxable years prescribed in the following tables:

“(1) For taxable years beginning on or after January 1, 1962, the tax
imposed by this section shall be the mid-point between the tax in effect as
of December 31, 1961, and the tax set forth in paragraph (2) subsection
(b) of this section.

““(2) For taxable years beginning on or after January 1, 1983, the tax im-
posed by this section shall be the tax shown in the following table:
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““(8) For taxable years beginning on or after January 1, 1964, the tax
imposed by this section shall be the tax shown in the following table:
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all be the tax shown in the following table

veginning on or after January 1, 1963, the tax

And the sumber of cnsmpiions b
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mposed by this section sh
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.
B

“(5) For taxable years beginning on or after January 1, 1968, the tax
imposed by this section shall be the tax shown in the following table

And (e vamber of soampiions b~

I
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“(8) For taxable years beginning on or after January 1, 1967, the tax
imposed by this section shall be the tax shown in the following table:
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Sec. 4. Section 11 of the Internal Revenue Code of 1054 (relating to the tax
on corporations) is hereby amended—

(a) by deleting subsection (b) and inserting in lieu thereof a new sub-
section (b) toread asfollows:

(b) NOBMAL TAX.—

“(1) TAXABLE YEARS BEGINNING BEFORE JANUARY 1, 1983.—In the case of
a taxable year beginning before January 1, 1063, the normal tax is equal to
30 percent of the taxable income,

“(2) SOHEDULE FOR REDUCTION OF NORMAL TAX.—In the case of taxable
years beginning after the date provided in the following table, the normal
tax, subject to the provisions of section 22, shall be computed at the rate
specified for such a taxable period in the following table:

““For taxable years berinning after: The normal tax is:
December 31, 1962 . cnmcmmeaeae 29 percent of taxable income,
December 31, 1963 - 28 percent of taxable income,
December 31, 1964 - e 27 percent of taxable income.”

(b) by inserting in subsection (c) before the words *The surtax” the
following heading: ‘“(1) TAXABLE YEARS BEGINNING BEFORE JANUARY 1,
1966.—" and adding a new paragraph (2) to read as follows:

“(2) SCHEDULE FOR REDUCTION OF SURTAX.—In the case of taxable years
beginning after the date provided in the following table, the surtax, subject
to the provisions of sectlon 22, shall be computed at the rate specified for
such taxable period in the following table:

“For taxable years beginning after: The surtax is:
December 31, 1086 21 percent of taxable income,
December 31, 1866 20 percent of taxable income.”

Sec. 5. Part III of subchapter A of chapter 1 of the Internal Revenue Code of
1954 is amended by the addition of a new section 22 to read as follows:

“SEC. 22. POSTPONEMENT OF TAX REDUCTIONS.

‘“(a) S1x-MONTH POSTPONEMENT OF REDUCTION OF RATES.—The President by
November 15 shall determine whether an imbalance in the budget of the Federal
Government for the current fiscal year would exist if the reductions in taxes
under sections 1, 3, and 3042 (relating to income taxes on individuals) and sec-
tion 11 (relating to the income tax on corporations) scheduled for January 1,
1964 and subsequent dates take effect. If the President deternines that an
imbalance in the budget would so exist, he shall, stating his reasons therefor
in an Executlve order, postpone until July 1 the date upon which such reduc-
tions of taxes are otherwise scheduled to take effect. In the next annual budget
message to the Congress the President shall recommend whether any reduction
in a rate of tax postponed under this subsection shall become effective on July 1
or whether such reductions shall be further postponed until the following
January 1.

*“(b) CoONGRESSIONAL AcTION oN RATE REepucrioNs PosTPONED UNDER SUB-
SECTION (a).—Congress may by means of a joint resolution which has become
law before May 15 act—

“(1) to make effective upon July 1 next the rate reductions scheduled
under sections 1, 3, and 3402 which have been previously postponed under
subsection (a) or to postpone surther such rate reduction dates until
January 1 and/or

*(2) to make cffective upon July 1 next the rate reduction scheduled
under section 11 which has been previously postponed under subsection (a)
or to postpone further such rate reduction date until January 1.

“(c) FURTHER PRESIDENTIAL ACTION ON RATE REDUCTIONS PosSTPONED UNDER
SussEcTION (a).—With respect to any rate reduction postponed under subsection
(a) as to which Congress has not acted under subsection (b) by means of a
Joint resolution which has become law before May 15, the President shall, by
May 15, further postpone until January 1—

“(1) any rate reduction scheduled under section 11 which has been post-
poned previously under paragraphs (a) (1) or (2),or

*(2) any rate reductions scheduled under sections 1, 3, and 3402 and
section 11 and which have been postponed previously under paragraph
(a) (2).

The authority of the President to postpone any scheduled tax reduction under
this subsection shall be used so as to permit the maximum possible reduction to
take effect on July 1 next in the taxes imiposed by sections 1, 3, 11, and 3402

82160 O——82—~—pt. T-—~2
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without causing an imbalance in the budget of the Federal Government for the
following fiscal year.

“(d) ToraL PostroNEMENT Nor To ExceEp ONE YEAR—Under this section
the date upon which a rate reduction is scheduled to take effect under section
1, 8, 11, or 3402 cannot be postponed under subsections (a) and (b) for more
than one year,

“(¢) BFFECT OF POSTPONEMENT ON SUBSEQUENT REDUCTION DATES.—When a rate
reduction date otherwise scheduled to take effect under section 1, 8, 11, or 3402 has
been postponed under subsection (b) until January 1, then as to the tax whose
rate reduction date has been so postponed, the rate reduction dates not affected
by such further postponement shall be deferred for one year upon the occurrence
of each such further postponement,

“(£) DEFINITTIONS.—When used in this section:

“(1) ‘Imbalance in the budget’ means the existence of a situation where
‘budget expenditures’ exceed ‘budget receipts’ as those terms are used in
the ‘Annual Budget Message of the President’ as submitted to the Congress.

“(2) ‘Rate reduction date’ means the date upon which would become
effective a reduction in the rate of a tax imposed by section 1, 8, 11 or 3402.

“(3) ‘Current fiscal year’ means the fiscal year used for Federal Govern-
ment accounting purposes during which a postponement provided by this
section i8 or can be made.

“(4) ‘Following fiscal year' means the fiscal year used for Federal
governmental accounting purposes which immediately follows the fiscal year
during which a postponement provided by this section is made.”

Sec. 8 (a) Section 187 of the Internal Revenue Code of 1954 (relating to
depreclation) i3 amended by changing the designation of subsection “(h)” to
“(k)” and adding four new subsections (h), (1), (1), and (1) as follows:

“(h) OPTIONAL DETERMINATION OF Userun Lire~If, after December 31, 1961,
the useful life of property stibject to depreciation ( determined in any manner
other than that provided in Subsection (1)) is greater than that set forth in
subsection (1) reduced by percent, then at the election of the taxpayer the
useful life of such property shall, for purposes of determining the depreciation
deduction allowed by this section, be reduced by such an amount as will reduce
sald useful life to one equal to the useful life as determined in accordance
with subsection (1) reduced by 25 percent.

“(1) CLASBIFICATION AND DETERMINATION oF USEFUL LIrp oF PROPERTY.—The
Secretary or his delegate shall publish a schedule covering all elagses of depreci-
able property, which sald schedule shall be divided into not more than 12 sepa-
rate categories. For each category of depreciable property so determined, the
Secretary or his delegate shall also determine and publish as part of the same
schedule the minimum useful life of such property recognized as a basis for
depreciation for income tax burposes as of December 31, 1960,

“(3) LiMrtaTioNs.—The reduction provided in subsection ( h) in useful life
of property subject to the allowance for depreciation shall be subject to the
following limitations:

“(1) Buch reduction shall be applicable only in the case of property
with a useful life of three years or more (determined without reference to
to subsection (h))—

“(A) The construction, reconstruction or erection of which is com-
completed after December 31, 1961, and then only to that portion of the
basis which is properly attributable to such construction, reconstruction,
or erection after December 31, 1961, or .

“(B) Acquired after December 31, 1961, if the original use of such
property commences with the taxpayer and commences after such date.
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“(2) Bxcept for-taxpayers whose accounting practices are prescribed by
some regulatory body duly authorized under the laws of the United States
or of any State thereof, the provisions of subsection (h) shall be applicable
only to taxpayers whose books and records are kept in accordance with the
determination of useful life of depreciable property there set forth and as
1imited by this subsection.

“(1) Cross REFERENCE.—

‘‘For special rule for treatment of gain (or loss) on sale of property
for which depreciation has been computed or has been allowable
under the provisions of this section, see section 1231(c).”

(b) BSection 1231 of the Internal Revenue Code of 1954 (relating to property
used in the trade or business) is amended by the addition after subsection (b)
thereof of the following new subsection (c) :

“(¢) PROPERTY SUBJECT TO SPECIAL RULE FOR DEPRECIATION.—In the case of
property subject to the special rule for depreciation provided in section 167(h),
the provisions of subsection (a) shall not be applicable except to that portion of
the consideration received on the sale or exchange thereof which exceeds the
original cost or other basis of said property in the hands of the taxpayer.”

(c) The Secretary or his delegate shall, within six months after the date on
which this bill shall have been enacted into law, prepare and publish the schedule
of useful lives of depreclable property provided for in subsection (i) of section
167 of the Internal Revenue Code of 1954 as added by subsection (a) hereof.

Sec. 7. Part III of subchapter O of chapter 1 of the Internal Revenue Code
of 1954 is amended by the addition of a new section 1037 as follows:

“SEC, 1087, NONRECXE%% OF GAIN ON CERTAIN SALES OR EXCHANGES OF

“(a) NONRECOGNITION OF GAIN.—If capital assets are sold by an individual
taxpayer within a taxable year beginning after December 31, 1961, and within
such taxable year capital assets are purchased, by the taxpayer, gain (if any)
from such sale or sales.shall not be recognized to the extent that the aggregate
purchase prices of the capital assets purchased during the taxable year exceed
the taxpayer’s adjusted basis of capital assets sold during such year.

“(b) PrOPERTY TO WHICH THIS SECTION APPLIES.—For the purposes of this
section the term ‘capital assets’ shall be limited to:

‘(1) Capltal assets as defined in section 1221, or

*(2) Property used in the trade or business as defined in section 1231 (b)
(1) but not including property described in section 1231(b) (2), (8) or
(4), held for a period of more than six months.

“(¢) Basis oF CAPITAL ASSET ACQUIRED.—To the extent that the purchase or
purchases of capital assets results, under subsection (a), in the nonrecognition
of gain on the sale of capital assets, then, as of the en of the taxable year
during which occurred the transaction or transactions upon which the gain was
not recognized under subsection (a), the adjustments to basis of each of the
capital assets purchased during and held at the end of such taxable year shall
include a reduction by an amount equal to the total amount of gain not so
recognized allocated to each capital asset so purchased and held at the end
of such taxable year in the proportion that the purchase price of such asset
bears to the aggregate of the purchase prices of all such assets purchased dur-
ing such taxable year and held at the end of such taxable year.

“(d) EreorioN To AppLy THIs SECTION.—An Individual taxpayer to have
this section apply shall, under regulations prescribed by the Secretary or his
delegate, file an election with his return for the taxable year in which occurred
the sale or sales of the capital assets with respect to which an amount of gain
would not be recognized under subsection (a).”
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Seo. 8. Section 2001 of the Interna! Revenue. Code of 1954 (relating to the
rate of tax on estates) is amended to read as follows:

“SECTION 2001. RATE OF TAX,

“A tax computed in accordance with the following table 1s hereby {mposed
on the transfer of the taxable estate, determined as provided in section 2051,
of every decedent, citizen or resident of the United States dying after the date
of enactment of this Act:

“If the taxable uuto is:

Not ovgr $5,000

Over
Over
Over
Over
Over

Over
Over

0 but not over S 10.000 .....
10,000 but not over $20,000.
20,000 but not over $:
30,000 but not over $40,000.....
40,000 but not over $50,000

$50,000 but not over $60,000._..

60,000 but not over $100,000_..

The ux shall be;

5% of the taxable estate,
gBS plus 4.25% of excess over $3,000.
300, plus 8.75% of excess over § 0,000
5, plus 8.569% of excess over $20,000.
1 ggg phis 119, of excess over $30,000.
y )y us

925, 13.56%
$4,275, ”glus 15.25%
50,00

0,
5 800, plus 17% of excass over $60,000.

of excess over
of excess over

Over gmo 000 but not over 8250 000._.
Over $250,000 but not over $300,000-_
Over $500,000 but not over $750,000--
Over $750,000 but not over $1,000,000.
Over $1,000,000 but not over $1,250,000.
Over $1,250,000 but not over $1,500,000.
Over $1,500,000 but not over $2,000,000.
Over $2,000,000 but not over $2,500,000.
Over $2,600,000 but not over $3,000,000.
Over $3,000,000 but not over $3,500,000.
Over $3,500,000 but not over $4,000,000,
Over $4,000,000 but not over $5,000,000.
Over $5,000,000 but not over $6,000,000.
Over $6,000,000 but not over $7,000,000.
Over $7,000,000 but not over $8,000,000.
Over $8.000,000 but

not
$10,000,000,
Over $10,000,000. - e

over

,8600, plus 18.259% of excess
sss.o‘us, lus 19.5%
383 725, fus 21. 285% of excess
$141.845. plus 22.5% of excess
sl‘fﬁggg oggus' 23.75% of excess
$257480 plus 25.5%
$3 12?3. lus 27.5%
$458,710. plus 80%
$608,710, plus 32.25% of excess
sfggsggg'i 0(%.;18 34.25% of excess
$041,210, plus 38% of excess
$lhlél.210. plus 38.59% of excess
6,1.566,21'0. plus 419% of excess
$1,916,210, plus 42.75% of excess
$2,343,710, plus 44.5% of excess
$2,788,710, plus 46.25% of excess
$3's7113'7itf605f”° 47% of excess

»

of excess

of excess
of excess
of excess

over
over
over
over
over
over
over
over
over
over
over
over
over
over
over
over
over

SEC, 9. (a) Section 2501 of the Internal Revenue Code of 1954 (relating to the

imposition of tax on gifts) is amended by changing ‘“‘calendar year 1955" to
read “calendar year 1962.”

(b) Section 2502 (relating to the rate of tax on gifts) is amended by deleting
the “rate schedule” in its entirety and inserting a new rate schedule as follows:
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RATE SBOHEDULE

“If the taxable gifts are: The tax shall
Not o‘v.er '“000 ..................... 1. 52’ of the taxable gifts.
Over $5,0 "but not over $10,000-___-_ 0 plus 8.20% of excess over

lus 6.26% of excess over $20,000.

Over $10,000 but not over $20,000
Over $20,000 but not over $30,000

§725 plus 5% of excess over $10,000,

Over $30,000 but not over $40,000_____ 8.25% of excess over
Over $40,000 but not over $50,000..__- $2, 17‘5 lus 10.289% of excess over
Over $50,000 but not over $60,000..-_. $3, 196 11.5% of excess over
Over $60,000 but not over $100,000.___ $4,340, 'lus 12.75% of excess over
Over $100,000 but not over $250,000__- $0.440, plus 18.78% of excess over
Over $250,000 but not over $500,000..._ $30,065, plus 14.50 of excess over
Over $500,000 but not over $750,000..._ $66,318, plus 169 of excess over
Over $750,000 but not over $1,000,000.. 3753136 plus 16.75% of excess over
Over $1,000,000 but not over $1,250,000 $14 8.‘, éo,o& 17.759% of excess over
Over $1,250,000 but not over $1,500,000 $1 't 85, plus 19% of excess over
Over $1,500,000 but not over $2,000,000 $a§9,§gg§§§us 20.5% of excess over
Over $2,000,000 but not over $2,500,000 $3i12. 765, l’us 23.6% of excess over
Over $2,500,000 but not over $3,000,000 $4§g i} 3, 06’0“ 24.259% of excess over
Over $3,000,000 but not over $3,600,000 85'913)’&1’0' ol us 25.75% of excess over
Over $3,600,000 but not over $4,000,000 $7 9 B 65 plus 279% of excess over
Over $4,000,000 but not over $5,000,000 ss}g ggg.mus 28.78% of exceas over
Over $5,000,000 but not over $6,000,000 h‘igb%igwlus 30.75% of excess over
Over $6,000,000 but not over $7,000,000 31*4336%6360'11108 829 of excess over
Over $7,000,000 but not over $8,000,000 $1,748,085, plus 33.3% of excess over
Over ss 000,000 but not over $2 051.0(55. i)lus 34.59% of excess over
$10,000,000. $8.000,000
Over km 000,000 _ oo $2

711,085, plus $35.259% of excess over
$10,000,080." $ %

SEc. 10, Section 3402 of the Internal Revenue Code of 1954 (relating to collec-
tion of income tax at source) is hereby amended—

{a) by inserting in subsection (a) after the letter “(a)” the number “(1)”
and adding a new paragraph (2) to read as follows:

“(2) REDUCTION OF WITHHOLDING TAX.—In the case of every employer
making payment of wages, the rate of tax imposed by paragraph (1) shall,
subject to the provisions of section 22, be the rate specified in the following
't;:g{e for all wage payments made after the date provided in the following

e:

“For_ payments made after: The withholding tax rate is:
une 30, 1962 _ . e 17.1 percent,
December 31, 1963 o oaa_ 16.2 percent.
December 31, 1084 . . __.__._ 15.3 percent.
December 31, 1065 _______ 14.4 percent.
December 31, 1966 oo - 18.5 percent.”

(b} in subsection (¢)-—
) (1) by Inserting after “withheld under subsection (a) :” the follow-
ng:
“(A) FOR WAGES PAID AFTER DECEMBER 81, 1954 :"
(2) by adding at the end of the tables in paragraph (1) the following:
“(B) FOR WAGES PAID AFTER JUNE 30, 1962 :
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“If the payrell peried with respect to an employeo ls biweekly—
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“If the payrolt period with respect to an employee Is semimonthly—
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“If the payroil period with respoct to an employee ls weekly—
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“If the payroll period with respect to an employee Is semimonthly—
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1 the payrell poriod with respoct o aa empleyeo Is mow dly—
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REVENUE ACT OF 1962

2880

(D) FOR WAGES PAID AFTER DECEMBER 31, 1984

*‘If the payroll period with respect to an employee is weekly—
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REVENUE ACT OF 1962

*/If the payroll period with respect to an employee Is biweekly—
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REVENUE ACT OF 19062
““If the payrell pericd with respect to an employse Is semimonthly—
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REVENUE ACT OF 1962

“If the payroll period with respect to an employee Is monthly—

5 s3n833Rae=R 8
= & sEdRggds 5
- 8382R2882R2RSRE 2
4 3 wrgorggggdigss 2
304 #3922BRRRIBRALRNS 8
] 4L ® sssiggg s 4 3
T3 I E
} m 8 sos00ss 99 SeeseEzIngistasssras (8| @
|| . |3 38°RR8R8293882233%8282R298 [ 2 | 8
m 8 Hevssdsdrgngasagdidcnigise | 2, 8
3|2 AR AR ER IR IR 2882 RIRIVG2RIIIRRR HE
3 s| s S=e¥sgnsgERsascIvasIeiaazss | 3 2
3 - i 28%22R23325RSRTII2ANILILLTIRIBRVIINILI2 | T [ 2
S 2| ® SodgasrsdiNNings3sevvIssesiedssgss | | =
|- m /8822228328928 2R RERINBR 2R ReeRaRRenennseR | £l g
HE *Adddyadnd RN gn e dSsuIsvYsetiangidnanesgysy | Bl §
3. F wmwwmwmmmmwmmmmwmmwnwmwmmwmmm17wmwmmwmwwmmwmmomwummwmmwwwwwm..nmmwmmwwmw R
] ) EL e ERE T A R PR uumu»wunmunumumm.nus 8
h -
b
- 3

| -
° Sseysses nunmmsmummmmuln Ed
) mw :
1 2 §
34 s
3 -t |
S | m




B2RABRIAL=Z2ER

at maltiptied by

e

d shaill be the fol

of

§OCC00000000000000000000000000000000000000 ~ 11 T T T T N ]
STR[IVBILRIRZIRNILIILRNIS
§OO000000000000000CEEC00000B00000000000 ~ T T T T T T " PO R O P
32R\VVILRRITBINRIZVIZR2RSRRI
8 A ettt i e i
BI2RRBSIZIRBRIZ2RIRCIZBNZIRAYR2SR

% Seirbr b b it il drbt i i b Sciciesnd

SS2RRARBZIIBIRBIZQITIRSINBRALIRIIZIZ2NT

ROCC0000006000000800000 1ttt e G n A AR IE SRR

the number of days In such

3222RINYAITILIZBRRPLS22RYIIRZBNRIZIANIINIINAR

”oooooooooooooo

of tax to be

B222RRBRITVB2ZZBRANYRBRIIBITRAASRITNBLIS2IAIRLIZNRIRI[IEZ

........... FA A A A AT A A i e S A AN et i e it

”ooooooo

miscellaneous payroll period—
And the

REVENUE ACT OF 19062

327R2RARRISIIIZZ 3R mmuwommMwwuw%muuwmmaumwwswmu4wwu1umswuwwﬂwu

w 239 2823232RRIRIRRIZLTRIANIRITINC2INIRAZARISSIZIRI2IB2{IZTR3RA
H

geo
nem.
than~—

the

s I such

are—

7

ol

peotl

*And the wa

divided b

besof

*‘If the payroll perlod with respect to an employee is a dally payroll period or &

Atleast—| Batless | The

3 @ M7ﬂ77””“”9”

210, 1.8

2.63] 140[

15.3 paroent of the excess over $30 pluy— !
“(E) FoR WAGES PAID AFTER DECEMBER 81, 19656

$30.00 and over. ..... uo' uol 4.05] I.7.!I 3.50] 8.”‘ l”l



2885

REVENUE ACT OF 1962

““If the payroll period with rezpect to an employee Is weekly—
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REVENUE ACT OF 1062
““If the payroll period with respect to n‘ouplonc is biweekly—

2886

dia—

of withheldi

And U»

[
The ameuni of tax to be withheld shall bo—

RRS88R2WEIR

‘GGG

ptc=4—1

omwwwwwmwmww

SSINBRE2IRII™R

ek invngi’

8888

RBKRB2ISIINIRR2S

8 5

weoracadILuINNg

#BIBIRRARIVINZLRINIVER2RER

sntizdnsdddRgd

8RRIRIJIRINIIASREY

FRE2JSIATIIRSY

S SIRNNLESSS

owvmwwwwwwmmwwmwwwwwwonnwwww

FSLIRRIB\RASKK

&

! e o ot ot

ZOrSIRNXRRANERS

SSRBRIINIRSRTINIZSREIRII2BRBIRIABIBZ2NY

§O0000000000000000000006000 * * wrmr od ol o o ot 5 kel S o e o s o gt e 2 fSge

mmmwwwwwwwwmwmm

2SRERIRRINSRIINIZSRIZRIVARZRIBIIS RRYIII2NITISI2INKI3E

e & 0406 04 05 0% 06 06 9 6w GGG BB ERERC
-3 < o CmmNcimw RS

SILIRIRSBRBILR

U ....... o i b AR o e e i S eteied 2 SZ2RKIINAGIZ

”wwmnwwmwwonwwnwwowwwwwwowmmwwmownmwwmownmnwmowwmwmwmwnwwwwowmwwmw
u ¥ v ddssc L&&lllzzzxxilltcc_.us.aca&&17&loomzmaannu%mmnnnn

FZIRRRRBSIIIIRR

RIS ELgEsTISKAE

14.4 paroent of the excess over $400 plus~

Ill.ﬂ

3.3

“And

400 and over........| §7.80 l “.NI 5. 10 I“.O | 42.60 l 8.9 I » & I nlol IIOL




2887

REVENUE ACT OF 19062

“If the payroll period with respect to an employee Is semimonthly—
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““If the payroll period with respect to an employee is monthly—
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REVENUE ACT OF 1962

fect to an employee is a daily payroll period or &
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2890

“If the payroll period with respect to an emgloyes Is weekly—
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REVENUE ACT OF 1982
““If the payroll period with respect to an employee Is biweekly—
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Spo. 11. Section 6015 of the Internal Revenue Code of 1934 (relating to
declaration of estimated income tax by individuals) is hereby amended by
. ieserting in subsection (c¢) after the phrase “the individual estimates” where it

first appears the following: “, on the basis of the tax rates in effect on the last
day prescribed for the timely filling of the declaration of estimated tax.” -

Sro. 12. Section 6016 of the Internal Revenue Code of 1954 (relating to the
declaration of estimated income tax by corporations) is hereby amended by
Inserting in paragraph (1) of subsection (b) after the words “the corporation
estimates” the following: ¢, on the basis of the tax rates in effect on the last day
prescribed for the timely flling of the declaration of estimated tax,”. .

The CHamMAN. The first witness is John L. Connolly, Council of
the State Chambers of Commerce. :

Take a seat, sir.

STATEMENT OF JOHN L. CONNOLLY, ON BEHALF OF MEMBER STATE
CHAMBERS OF THE COUNCIL OF STATE CHAMBERS OF COMMERCE;
ACCOMPANIED BY EUGENE F. RINTA, EXECUTIVE DIRECTOR,
COUNCIL OF THE STATE CHAMBERS OF COMMERCE

Mr. ConNoLry. My name is John L. Connolly. I reside in St. Paul,
Minn. ; I am general counsel of Minnesota Mining Manufacturing Co.
I am chairman of the Federal Finance Committee of the Council of
State Chambers of Commerce, and I appear before you on behalf of
the 28 State and regional chambers of commerce which are listed in my
statement.

I have with me on my right, Mr. Eugene Rinta, who is executive di-
rector of the Council of State Chambers and a resident of the District
of Columbia.

Senator CarLsoN. Mr. Chairman, if I may state, I am pleased to
note Mr. Connolly is representingfhe Kansas State Chember of Com-
merce, as one of them. I have known Mr. Connolly and of his great
background as a tax accountant and attorney, counsel and attorney, so
I want our people back in Kansas to know tfmey are well represented.

Mr. ConnorrLy. We direct our remarks to the subject of tax on
foreign income. In addition, I would like to submit for the record our
views on certain other features of H.R. 10850.

SECTION 6

Section 6 amends section 482 of the U.S. InIternal Revenue Code of
1954 by adding a new subsection which contains specific factors to
be used in allocating income derived from purchases and sales of goods
b_:ai:.we.en American corporations and their controlled foreign sub-
sidiaries.

We are not opposed to any changes that are necessary but we feel
that the proposal is not necessary.

Seotion 482 now authorizes the Secretary or his delegate to dis-
tribute, apportion, or allocate gross income, deductions, credits, or al-
lowances between or among organizations, trades, or businesses, if he
determines that such distribution, apportionment, or allocation is
necessary in order to prevent evasion of taxes or clearly to reflect the
income of any organizations, trades, or businesses.

We feel that the present section is clear and gives the Secretary all
the authority needed to prevent evasion of U.S. taxes, or clearly to
reflect: the income of any organization, trade, or business,
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Section 6 contains broad rules but does not provide any definite
formula to be followed. We feel that the suggested changes will do
more harm than good. The definition of an arm’s-length price con-
tained in the proposed section is restrictive.

Most manufacturing companies sell their products to distributors
and not to other manufacturers. In sales to distributors the distribu-
tors perform the necessary selling function, which when sold to a con-
trolled foreign corporation will have to be performed by the pur-
chaser. In no event should there be quarrel with a selling price for
U.S. purposes if the domestic corporation sold to a controlled foreign
corporation at a price which included approximately the same margin
of markup as was made on domestic business after reduction for such
cost factors as further processing, packaging, sales, distribution, ad-
vertising, and transportation not required to be performed by the
domestic corporation. In some cases a lesser price is fully justified.

SECTION 11

We are opposed to section 11. The present provisions for determin-
ing the foreign tax credit have been in the law for many years. We
agree with Congressman Curtis of Missouri when he said, as set out on
p. B 38 of the report by the Committee on Ways and Means of the
House:

Thus, the gross-up proposal as contained in H.R. 10650 is fallaclous in prin-

ciple, inequitable in result, violative of treaty obligations, and dangerous in its
economic implications with respect to America’s role in internationat trade.
It requires the corporation to take into income amounts that have been
paid to some foreign government that have not been received and never
shall be received. This raises a serious constitutional question that is
hereafter developed in detail in this statement. The section is also
contrary to many U.S. tax treaties with other countries.

Secretary Dillon is not satisfied with the change in the foreign tax
credit under section 11. He suggests that the foreign tax credit on
investment income be computed separately and apart from the foreign
tax credits on other income.

SECTION 13

We are opposed to section 13. This section sets apart certain kinds
of income received by controlled foreign corporations and taxes such
income annually to U.S. shareholders. These types of income include °
personal holding company income, income derived from patents, copy-
rights, exclusive formulas and processes, insurance premiums on U.S.
risks, income derived from foreign base company sales, and the earn-
ings of controlled foreign corporations due to increase of their invest-
ments from earnings in developed countries.

We in the Council of State Chambers of Commerce have long had a
policy that no taxpayer should be permitted to avoid his legal obliga-
tion to pay taxes to the U.S. Government. On the other hand, we
are opposed to placing all taxpayers operating in these countries in a
straitjacket because of tax evasion by some. T

To the extent that some American taxpayers may be shifting to
controlled foreign corporations income derived from patents, copy-
rights, exclusive formulas and processes, insurance premiums on U.S.
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risks, and from base company sales or purchases between the domestic
corporation and a controlled foreign corporation, we believe the prac-
tice can be halted by adequate enforcement of the present section 482
of the Internal Revenue Code. There is no evasion of U.S. tax on in-
come derived from purchases and sales between controlled foreign
corporations organized and doing business in different foreign coun-
tries. Taxation of such income to U.S. shareholders would be an un-
warranted interference by the Treasury in the economies of other
councries. This would be equally applicable to intercorporate divi-
dends and interest paid or received between controlled foreign corpo-
rations in different countries. .

To tax U.S. shareholders on the current undistributed income of a
controlled foroign corporation which is a bona fide operating corpora-
tion is unecor.omic, has never been attempted, and, In our opinion, is
unconstitutional. If this radical policy is adopted with respect to for-
eign corporations, what will be the next step? Our views on the
constitutional and economic questions are discusssed in the detailed
statement which follows.

Secretary Dillon is not satisfied with the provisions of section 13,
drastic as they are. As we understand his testimony before this com-
mittee on April 2, he urges that U.S. shareholders be required to
report and pay income tax annually on their proportionate share of
profits earned )l,)y any controlled foreign corporation organized under
the laws of a developed foreign country. ‘

The Congress should consider the provisions of section 13 not only
as an internal revenue measure but as legislation directly relating to
our foreign trade and economic policies. The section deals with ex-
ternal trade and taxation in several ways, including the taxation of
income from transactions between two or more controlled foreign
corporations and taxation of earnings of a single controlled corpora-
tion because of investments in expansion or diversification. We feel
certain that no foreign country would long ignore this indirect U.S.
tax on trade between and among foreign countries.

In view of the implications of section 13 and other sections relating
to the taxation of foreign income, we strongly urge that they be re-
ferred to the Joint Committee on Internal Revenue Taxation and to
the Foreign Relations Committee for their thorough study.

The pertinent constitutional and economic questions relative to
sections 11 and 13 are discussed in the pages that follow.

THE CORPORATION CONCEPT

A corporation is a separate and distinct entity created by law and
having the same characteristics as a natural person. It can own
prgper}&y, sue and be sued, have a domicile, enter into contracts and
so forth. ‘

The corporate concept was developed to satisfy the needs of the
commercial world—to facilitate the pooling of capital in a common
owner separate and distinct from the shareholders.

This concept has been fundamental in the Anglo-American system
of jurisprudence. ’

ur courts have consistently and uniformly respected the integrity
of the corporate entity and have refused to disregard it except in those
82190—62—pt. 7——4
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cases where the corporation is used to work a wrong, evade statutes,
or where it is an alter ego of the shareholders.!

U.8. HISTORY OF TAXING THE CORPORATION AND ITS SHAREHOLDERS

Congress in enacting income tax laws—with the exception of the
Revenue Acts of 1913, 1916, and 1918 and the Foreign Holding Com-
pany Act of 1937 hereinafter noted—has imposed the income tax on
the corporation and not the shareholders.

The Revenue Acts of 1913 and 1916 provided that if a corporation
was formed or fraudulently availed of for the purpose of preventing
the imposition of the additional income tax upon its shareholders,
then undistributed profits of such corporations should be reported as
income by the shareholders.? Althougﬁ the requirement of affirmative
fraud was eliminated from the Revenue Act of 1918, the requirement
of tax evasion remained.?

The Revenue Act of 1921 eliminated the provision requiring
shareholders to report corporate earnings and instead imposed a pen-
alty tax on the corﬁoration if formed or.availed of for the prohibited

urposes.* This change was made by reason of the Supreme Court

ecision in the Eisner case.® At that time this committee said that
the case cast considerable doubt on the constitutionality of the existing
law.* Presumably this proceeded from a doubt as to whether imposi-
tion of the tax wasstrictly limited to cases of sham and evasion.

The testimony taken by the Joint Committee on Tax Evasion and
Avoidance. of 1937 showed that foreign personal holding companies
were being utilized by citizens and residents of the United States as
a device for tax avoidance purposes.” Income which would otherwise
be subject to Federal income tax was being diverted to and accumu-
lated mn forei%ﬂe countries in order that the American shareholder
would escape being taxed. To prevent evasion, Congress enacted
legislation which taxed the income of the foreign personal holding
companies to U.S. shareholders whether such income was actually
distributed or not. However, Congress did not attempt to tax the
earnings to the shareholders of genuine foreign operating companies
or widely held holding companies.® Congress has made no material
change in the foreign personal holding company provisions since 1937.

It must be emphasized again that at no time in the past has Con-
gress attempted to tax the undistributed profits of a bona fide operat-
Ing company to its shareholders. Nor have the courts ever intimated
that the profits of a bona fide operating company can ever be taxed,
without severance, as income to its shareholders. The statutory en-
actments referred to in the Revenue Acts of 1913, 1916, 1918, and 1937
are no more than a congressional declaration of policy within a con-
ventional constitutional framework which, even without the statute,
. clearly permits any court to look through the corporate entity where

the corporation is formed or availed of %or purposes of tax evasion.

1 Fletcher, “ fvclopedla Corporations,” vol. 1, sec. 25 et seq.

3 Revenue Act of 1913, sec. II, subsec. 2; Revenue Act of 1918, sec. 3.

2 Revenue Act of 1918, sec. 220. ‘

4 Revenue Act of 1921, sec, 220.

5 11.8. Constitutlion, amendment 18.

* Ways and Mesna Committee, 87th Cong., 18t sess., H. ReJ)h 360.

T Report of Joint Commlittee on Tax Evasion ana Avoldance, Aug. 5, 1037, Ways and
Means Committee, 75th Cong., Rept. 1546, ‘

8 Revenue Act of 1937, sec. 201,
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The proposals in H.R. 10650, to tax U.S. shareholders, disregard the
.distinction between the substance of legitimate business ectivities and
corporate sham. In our view the history of the income tax laws en-
acted by Congress after the adoption of the 16th amendment clearly
indicates that Congress has fully recognized the great body of judicial
decisions to the effect thai the corporate entity should remain inviolate
excegt where the corporation is ussd to work wrong, evade statutes,
or where it is an alter ego of the shareholder.

THE CONSTITUTIONAL QUESTIONS RAISED BY H.R. 10650

The power of Con to tax is granted by article 1, sections 2 and
9, and the 16th amendment of the Federal Constitution.

- It is not proposed that the tax imposed by sections 11 and 13 be
a;)portioned according to population. Therefore, it can be sustained,
if at all, only under the 16th amendment which permits a tax oh
income.

The 16th amendment authorized Congress to lay and collect taxes
on income, from whatever source derived, without apportionment
among several States, and without regard to any census or enumers-
tion.

SECTION 13—UNDISTRIBUTED PROFITS OF CONTROLLED FOR%.GN
' CORPORATIONS

In examining the copstitutionality of section 13 of the bill we must
determine whether an income tax upon U.S. shareholders for certain
classes of undistributed profits of a controlled foreign corporation is a
tax upon income. If the profits are not income to shareholders, then
it is clear that such a tax would be unconstitutional, without appor-
tionment, et cetera. .

What is income? The Supreme Court has expressed itself very
clearly on this subject several times. In the lea(fmg case, E'isner v.
Macomber, the Supreme Court said: 1°

¢ ¢ ¢ it becomes essential to distinguish between what i{s and what Is not
“Income” * * *; and to apply the distinction, as cases may arise, according to
truth and substance without regard to form. Congress cannot, by any defini-
tion it may adopt, conclude the meatter since it cannot by legislation alter the
Constitution, from which alone it derives its power to legislate * * *,

. In deﬁning income in the Eisner case, the Supreme Court said that
income was “everything that became income in the ordinary sense of
the word, after the adoption of the amendment.” ** .

There can be no dispute that profits and earnings of a corporation
are income. But the question is—whose income? The corporation’s
or the shareholder’s. The Supreme Court in the E'ésner case answered
that question by saying that the income was that of the corporation:

* » ¢ (L)ooking through the form, we cannot disregard the essential truth
disclosed ; ignore the substantial difference between corporation and stockholder;
treat the entire organization as unreal; look upon the stockholders as partners,
when they are not such; treat them as having in eqnity a right to a partition of
the corporate assets, when they have none; and indulge the fiction that they
have received and realized a share of the profits of the company which in truth
they have neither recelved nor realized.

* U.8. Constitution, amendment 186. '
10 Bisner v, Macomier, 252 U.B. 189, 208 (1919) ; 64 Law Ed. 521.
u 1bid., p. 204.
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On the other hand, in Gregory v. Helvering ** the Supreme Court
looked through the form and found that the corporation had no busi-
ness or corporate purpose and, therefore, disregarded the corporate
form for the purpose of taxation. This decision 18 in accordance with
thoe judicial decisions of the courts that the corporate entity is only
disregarded in those cases where the corporation is used to work a
wrong, evade statutes, or where it is the alter ego of the shareholders.

If shareholders are to be taxed in respect of the profits of the cor-

ration, the distinct entities of corporation and shareholders is
1gnored ; the corporate organization is treated as unreal; the stock-
holders are looked upon as partners. The Supreme Court said em-
pliatically in the E'isner case: *

The essential and controlling fact is that the stockholder has received nothing
out of the company’s assets for his separate use and benefit; on the contrary,
every dollar of his original investment, together with whatever accretions and
accumulations have resulted from employment of his money * * * in the busi-
ness of the company, still remains the property of the company, and subject to
businege risks which may result in wiping out the entire investment. Having
regard to the very truth of the matter, to substance, and not to form, he (the
shareholder) has received nothing that answers the definition of income wjthin
the meaning of the 16th amendment.

The Supreme Court has had ample opportunity to overrule the
E'isner case had it desired to do so, as, for example, in Helvering v.
Grifiths** To the contrary, in the Griffith case the Court explicitly
recognized that the Eisner case was direct authority for the proposi-
tion that Congress may not tax to the shareholders the undistributed
profits of a corporation.

In the cases of Railway Express Agency, Inc. v. Commissioner and
National Carbide Corporation v. Commissioner the Supreme Court of
the United States refused to ignore the corporate entities of subsidi-
aries arllgi to hold that the income of the subsidiaries was income of the
parent, i

The U.S. Supreme Court in Hoeper v. Taw Commissioner of Wis-
consin, which was an attempt by Wisconsin to tax the income of
Hoeper’s wife to Hoeper, said: *¢

* * * any attempt by a State toe measure the tax on one person's property or
income by reference to the property or income of another is contrary to due

process of law ag guaranteed by the 14th amendment, that which is not in fact
the taxpayer’s income cannot be made such by calling it income.

This is precisely what H.R. 10650 does.

In our view the E7sener case was good law when it was decided
and it continues to be tne law today. It is our opinion that the pro-
posal to tax undistributed profits of a controlled foreign corporation
toits U.S. shareholders is unconstitutional.

S8ECTION 11—FOREIGN TAX CREDIT

The bill requires a domestic croporation receiving dividends from
a foreign corporation to report as income annually not only the divi-

 t—

12 Gregory v. Helvering, 203 U.8. 465 (1934). .

12 B{sner v. Macomber, supra.'f). 211,

14 Helvering v. Griffiths, 318 U.B. 371 (1942).

18 Railway E:;&)reu Ayencg Inc. v. Commiseioner (1048), 169 Fed. 2d 193, cert, denied
336 U.S. 944, National Carblde v. Commiasion (1949), 336 U.8. 422.

16 Hoeper v. Tar Commissfoner (1030), 284 U.8. 208.
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dend received, but in addition to report as income annually a part of
the foreign tax paid by the foreign corporation.

The Supreme Court of the United States in the Biddle case had
under consideration the right of U.S. shareholders to include in their
returns the amount of dividends received from a British company
and also a part of the taxes paid by the British ~ompany to the Brit-
ish Government. The Court, sustaining the decision of the Board of
Tax Appeals, refused to allow the taxpayers to include in their in-
come tax returns a part of the taxes paid by the British company
and to claim as a foreign tax credit the amount of British tax that
was reported by them as income. The Court said : 17

The Board held that the sums in dispute should not have been included in
gross income, because they represented neither property received by the tax-
payer nor the discharge of any taxes owed by them to the British Government.

We fail to understand how, under the views expressed by the Court
in this case, the Congress can constitutionally require a domestic cor-
poration to include in net income taxes extracted from a foreign cor-
poration by a foreign government since the taxes do not represent

roperty received bi the taxpayer nor the discharge of any taxes owed

y the taxpayer to the foreign government.

No matter how you look at the provision of section 11 it is an at-
tempt to measure the corporation’s U.S. tax by reference to the in-
come paid by the foreign corporation as tax to a foreign country.

We trust that this committee will give serious consideration to
these corstitutional questions. Congress and the members of this
committee, as well as the U.S. Supreme Court, are custodians of the
Constitution.

FCONOMIC ISSUES RELATIVE TO TAXING U.8. SHAREHOLDERS ON UNDIS-
TRIBUTED PROFITS OF CONTROLLED FOREIGN CORPORATIONS

The administration has advanced four arguments for taxing U.S.
shareholders on the undistributed profits of foreign controlled cor-
porations. One is that it will improve our balance-of-payments posi-
tion. Another is that it will bring greater equity to the taxation of
controlled foreign corporations in relation to domestic corporations.
The third is that it will increase the domestic investment at the ex-
pense of foreign investment and, thus, will improve employment op-
portunities in the United States. Finally, it is stated that the change
in law would substantially increase Treasury revenues.

THE BALANCE-OF-PAYMENTS ISSUE

With reference to available data on foreign investments and our
balance of payments, it should be recognized that they do not portray
the relationships between the two with anything like the certainty and
validity required for legislative judgments to be based on them.

About a year and a half ago the Department of Commerce pub-
lished a 147-page analysis, “U.S. Business Investments in Forei
Countries.” In commenting on the difficulties and uncertainties in

37 Biddle v. Commisstoner (1987), 302 U.8. 57, p. 577.
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the relationships of business investments and our balance of pay-
ments, this report, on page 65, declares:

The process of establishing a vast complex of enterprises abroad, and pro-
ducing with these facilities new streams of goods and services, necessarily alters
in many direct and indirect ways the existing structure of international transac-
tlons as well as that of domestic economies. These changes cannot be summed
up in a single measure for several reasons—even for the direct effects the neces-
sary data are lacking, and the indirect effects may take considerable :ime to
work out and may well consist of changes not capable of measurement.

The Department of Commerce report, on page 67, further states:

A major resuit of assembling these data on the overall effects on valances
of payments of direct foreign investments is to point up the inadequacy of con-
clusfons about these effects based solely on considerations of the relationship
between net capital outflows and income receipts. These two items are highly
significant, but the whole range of international transactions is also affected
by the investments, as well as the degree and manner of utilization of the
world’s resources.

The Treasur{ appraisal of the balance-of-payments problem ap-

ars to rest substantially on conjecture. It is true, of course, that if

oreign investment should be discouraged by unfavorable tax legis-
lation, the outflow of dollars would be reduced. But the balance of
payments would not be improved in anything like the amount of
diminution of investment abroad. First of all, a substatnial part of
the investment is normally spent promptly for capital goods and
services in the United States with a consal:xent return of dollars.
Secondly, once the foreign activity is established, it usually generates
additional exports in the form of materials, parts, services, and even
finished goods. These exports in all likelthood would not occur if the
investment had not been made. Thus, the short-run improvement that
could be expected in our balance of payments from the proposed leg-
islation is more apparent than real,

Over the longer term there is no question at all about the effects of
curtailment of foreign investment. They would be adverse to the
balance of payments. This is clear from the record of recent years,
and it is demonstrated even in the Secretary’s own hypothetical case
of a foreign investment which he used to support his position in testi-
mony before the Ways and Means Committee.

TAXATION OF FOREIGN EARNINGS TO U.S. SHAREHOLDERS NOT EQUITABLE

The Secretary asserts that as a matter of equity investments in the
United States and those abroad must be placed on the same basis with
respect to taxation of earnings. There are two points we would like
to make to this argument. First, equity in taxation calls for equal
tax treatment of taxpayers in similar situations, It cannot, however,
be successfully argued that a controlled foreign corporation operating
outside this country is in the same situation as the domestic corpora-
tion operating within the United States. The domestic corporation 1s
taxed to finance Government expenditures which in various ways, in-
cluding protection, provide benefits to the corporation within the
United States. But the foreign subsidiary, operating abroad, gets
little benefit and, at times no protection, from the expenditures of the
U.S. Government. Seizures of American investments in Cuba and
elsewhere are a case in point. In the list of the entirely different risks
involved in foreign investments, they cannot be considered as compar-
able to domestic investments for the purpose of taxation.
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Equity of taxation also implies'equal treatment of competitors. The
foreign subsidiary is competing primarily with firms in the country
or countries where it is operatng. To the extent that its income 18
taxed by the United States in addition to the taxes it pays the forei
country, it is already burdened by lack of equity. Imposition of the
existing U.S. tax on undistributed earnings would compound the in-
equity against the subsidiary in relation to its competitors.

If 1t is fair for the United States to tax investments of its citizens in
this manner, it is equally fair for other countries to tax their citizens
in a like manner on their investments in the United States. It is
very doubiful if the American economy could have advanced to its
present stage of development if the European countries had adopted
such an unfavorable tax policy during the 19th century. If we now
adopt this policy, we feel certain that other countries will increase
their tax rates on our controlled foreign subsidiaries to the level of
our rates for the benefit of their own treasuries. They will do this
i)ec'ause of the operation of the foreign tax credit provisions of our tax

aw.

The question of equity with respect to taxation of foreign branch
operations as compared to subsidiaries has also been raised. To this
we would say that their situations are not similar. Where a corpora-
tion takes the option to operate in & foreign country through a branch
instead of a subsidiary, the choice is usually made because of favorable
~ U.S. tax considerations not available to a subsidiary, such as depletion-
allowances, net loss deductions, capital gains, and so on.

EFFECT OF FOREIGN INVESTMENT ON DOMESTIC ECONOMY

One of the reasons advanced for discouraging investment in de-
veloped countries is that it results in diminished investment and em-
ployment at home. No convincing factual support is offered for this
argument. It is based on the erroneous assumption that the foreign in-
vestment is made in lieu of a domestic investment. There is no as-
surance that such funds would be invested at home if a foreign invest-
ment were not made. But even if they were invested at home, they
might in the long run be less productive and beneficial to employment,
income, and the balance of payments. .

In addition to development of natural resources abroad, foreign
investments are usually made to acquire new markets, to maintain
markets which would otherwise be lost, or to regain markets which
have already been lost. None of these foreign investments can be
shown to have adversely affected employment here. If the invest-
ments were not made, the new markets would not be captured, exist-
ing gnax('lkets would be lost, and markets previously lost would not be
regained.

%)ance the investments are made, they tend to promote greater em-
ployment and production here. They develop a_permanent interest
of the American investor in foreign markets. Products which the
company produces at home, as well as those produced abroad, begin
to gain acceptance in the foreign country. Foreign sales and distri-
bution organizations are built up with consequent development of
new and expanded export business. The result is greater produc-
tion and bigger employment needs at home.
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REVENUE EFFECT ON TAX ON UNDISTRIBUTED INCOME

Obviously, the proposed tax on foreign income would give some
temporary lift to Treasury revenues. It is equally obvious that in
the long run it would adversely affect Treasury revenues. This ad-
verse effect would result from two factors. First, the income avail-
able for reinvestment and production of additional income would be
reduced to the extent of the U.S. tax extraction from undistributed
profits. Second, the proposal would discourage foreign investment
and would reduce future taxable foreign income from the level it
would otherwise reach. Moreover, no evidence has been offered to
support the contention or assumption that if foreign investments were
discouraged, domestic investments would be increased.

Even for the short run, any estimate of increased Federal reve-
nues would be highly speculative. In view of the paucity of reliable
data concerning the operations of American subsidiaries and the like-
lihood that other governments would increase their taxes on the in-
come of our subsidiaries, it could be that the revenues realized by
the Treasury would merely be nominal.

INVESTMENTS IN DEVELOPED COUNTRIES HELP UNDERDEVELOPED
COUNTRIES

The administration’s proposals are designed to discourage invest-
ment in developed countries while continuing present tax provisions
with respect to underdeveloped countries except for “tax haven cor-
porations.”

American investments and business operations in the highly de-
veloped countries have brought benefits to the underdeveloped coun-
tries. Improvements in production and marketing in other highly
developed countries, as well as in the United States, have lowered
the prices of goods and services, brought new products into being,
and increased the availability of new productive facilities and tech-
niques for the underdeveloped countries.

he profits of American business in the more hi%)hly developed
countries have provided surplus funds which may be invested in
these countries or in the underdeveloped countries. The increased
prosperity in the highly developed countries to which American busi-
ness investments have contributed also make it possible for these
countries to share with us the foreign aid programs for the benefit
of the underdeveloped countries. Tt should also be feasible for the
highly developed countries to share to a greater extent the costs of
mutual defense measures. These developments should act to ease
the foreign drain on our gold. ,

Continuing prosperity in both the highly developed and the under-
developed countries should contribute to a growing demand for
American goods and services. These countries can sell to us only if
they bny from us, because they, too, must reckon with balance-of-
payments problems and the need for gold.



REVENUE ACT OF 1063 2905

THE INVESTMENT TAX CREDIT AND OUR INTERNATIONAL
ECONOMIC POSITION

The Treasury has supported the investmént tax credit as a measure
to encourage the modernization of American plant and equipment,
the lowering of production costs, and the increase of American ex-
ports. Actually, this credit would subsidize some firms which would
increase investments anyway, would not necessarily stimulate the
export industries significantly, and would invite overinvestment b
some firms to gain a tax reduction, in spite of the effects on costs. 1t
is not clear that the credit, on balance, would materially benefit our
- exports and the balance of payments. .

At any rate, while the investment tax credit might have some stimu-
lating effects on our economy, other provisions proposed by the Treas-
ury, as previously noted, would seriously penalize American invest-
ment abroad and react unfavorably upon our foreign trade and the
balance of payments.

In our opinion, the best way to encourage growth of the American
economy is to reduce our high tax rates, and thus lower the tax costs
of our firms at home and abroad. We further feel that urgently
needed reforms in depreciation allowances would go a long way to-
ward speeding up plant modernization, lowering businuss costs, and
improving our exports and balance-of-payments position.

In conclusion, we reiterate our opposition to sections 11 and 13 of
H.R. 10850 and to the Treasury’s proposal to broaden the effect of
section 13 on the grounds of constitutionality and their detrimental
effect on our foreign trade. .

VIEWS ON CERTAIN OTHER SECTIONS OF H.R, 10660

In addition to the foregoing statement on foreign income provisions
of H.R. 10650, we wish to sugmit for the record our views on several
other sections of the bill which are of considerable interest and con-
cern to State chambers of commerce. These views follow:

INVESTMENT TAX CREDIT—SECTION 2

The investment tax credit is a device for reducing the taxes of
businesses which invest in certain depreciable property. It was
proposed by the President as a means of accelerating economic

owth and improving the competitive position of American industry
in_world markets through modernization of our industrial plant.

We do not believe that this tax credit device is a desirable method
of reducing business taxes or that it is the best way to encourage
plant modernization. Moreover, its revenue cost would tend to delay
enactment of needed depreciation reform and alleviation of other tax
restraintsto economic growth,

As a tax reduction provision, the investment credit is diserimina-
tory. In manufacturing industries it favors those whose plans call
for large investment in the immediate future and penalizes others
who have largely completed their modernization' programs in the
recent past. Public utilities would be given a 3-percent credit as
compared to 7 percent for other industries under H.R. 10650, and
would be allowed no credit under the Treasury’s recommendations
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while other industries would be allowed 8 percent. With respect to
industrial firms generally, the tax credit would favor businesses which
are currently growing rapidly as compared to those which have ma-
tured. Also, it would favor well-financed companies over those
which lack aéequate capital or credit.

By its very preferential nature, the investment tax credit is inap-
propriate as a mears of reducing business taxes. 'When business taxes
are to be reduced—and we believe their reduction is urgently needed—
the direct approach of rate reduction should be employed.

As an incentive for investment in modern industrial equipment and
machinery, the tax credit is a business subsidy since the property
acquired could still be depreciated at 100 percent of cost and it would
needlessly reward concerns which planned to make investments in any
event. The member State chambers of commerce in this council do
not seek a Federal subsidy for business. Instead, they favor reduc-
tions in Federal subsidies generally as one source of funds for general
tax relief and reform. :

RBPALISTIC DEPRECIATION NEEDED

Both the President and Secretary Dillon have expressed full recog-
nition of the need to modernize our industrial plant to meet the for-
midable competition of other advanced industrial nations in the world
markets. But this need will not be accomplished, in our view, through
the adoption of the tax credit, even though supplemented with pos-
sible modest administrative revisions in usefuli asset lives as have
been effected for the textile industry. We need much greater flex-
ibility in depreciating capital assets if the plant modernization objec-
t}lve of the President 1s to be attained. Briefly stated, our position is
this:

Business management can best determine the propriety of a partic-
ular method of depreciation and obsolescence in any given case.
Within the limits of scund and consistent accounting, business man-
agement should be allowed to exercise discretion in the choice of the
method and the rates of depreciation and obsolescence. At the sume
time, however, the taxpayer should be limited in his depreciation
deductions for tax purposes to the amounts he records in his books.
Such a limitation would reduce the initial revenue losses which might
otherwise occur and would prevent possible abuse of the provision.

In addition to the foregomg provisions, the Revenue Code should
also grant taxpayers the optional choice of asset class or bracket de-
preciation along the lines provided in the Canadian tax law. Under
this system assets are grouped into a relatively small number of
classes—17 in Canada—and specific depreciation rates, or minimum
and maximum rates, are assigned to each class. Thus, the concept of
useful lives is eliminated. If the taxpayer should choose this method
of depreciation, he should be permitted to keep separate depreciation
accounts, as at present, for tax and book purposes.

‘We urge the Congress to consider at an early date legislation along
the lines I have suggested as the best long-term means of keeping our
industrial plant up to date. We are not very hopeful, however, that
these proposals will be enacted as a part of H.R. 10650. What the
administration apparently is seeking through the investment credit is
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a quick stimulant rather than a long-term solution to the problem of
obsolescence. This objective can be attained by a simple amendment
to section 179 of the 1954 Revenue Code. That section now provides
for an additional 20-percent depreciation allowance in the year of
acquisition of tangible personal property but with a cost limitation of
$10,000 on which the additional allowance may be taken. Removal
of this limitation would provide the stimulus that is sought through
the investment credit but without the subsidy involved in the latter.

LEGISLATIVE EXPENSES—BECTION 3

Section 3 of H.R. 10650 is a partial solution to a problem which was
created by court and admin‘strative decisions. It relates to the deduc-
tion of expenses in connection with expression of business taxpayer
viewsat Federal, State, and local legislative levels.

There has never been a provision in the Internal Revenue Code pro-
hibiting the deduction of a business expense incurred for the purpose
of influencing legislation. The only limitation has been that the
expense must%)e “ordinary and necessary.” Treasury regulations and
court decisions, however, have created a situation in which all such
exgenses are now subject to disallowance.

ection 3 attempts to resolve the situation on a selective basis with
deduction of certain tys)es of expenditures being permitted and others
being denied. Generally, expenses incurred for direct communica-
tions with individual legislators or with legislative bodies are deducti-
ble but the cost of efforts to influence public opinion are not. We fail
to see the logic of this distinction.

Expenses incurred in attempts to influence the general public, or
segments thereof, for the purpose of legally protecting a business
against the enactment of damaging legislation are as necessary to the
business as any other expenses. Without having made the expendi-
tures, the business might no longer be able to produce as much in-
come, or an¥ at ail, for the Government to share. Similarly, expendi-
tures are often made by business firms to help promote community
development campaigns involving bond issues. Under section 3 de-
duction of these expenditures would be denied as attempts to influence
the public, although their normal result is improved business condi-
tions and higher incomes.

The provisions of section 3 which deal afﬁrmativell‘x with these ex-
penses are only a partial solution to the problem. For an adequate
solution we urge substitution of the language in 8. 467, by Senators
Hartke and Kerr, or H.R. 640 by Representative Boggs for the lan-
guage in section 3. Unless this action is taken, business taxpayers
will remain under a considerable handicap in attempting to compete
with tremendous Government propaganda machines whose activities
they are already helping to finance. Moreover, the denial of deduc-
tion of the expense of communicating with the public, or segments
thereof, under section 3 may be construed as being even more restric-
tive than the present Treasury regulation in that respect.
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BUSINESS BXPENSES—SECTION 4

While the provisions of section 4 are not as onerous and restrictive
generally as the Treasury’s recommendations, they still substitute
statutory judgment and the judgment of the Internal Revenue Service
for business judgment as to what expenses are “ordinary and neces-
sary” expenses. These provisions would also create serious complica-
tions for taxpayers in attempting to determine and substantiate deduc-
tions of legitimate business expenses.

We recognize that some abuses in business expense accounts do occur,
but they are the exception rather than the rule. The abuses can be
minimized by better policing on the part of the Revenue Service and
by requiring taxpayers to adequately substantiate the amount and
purpose of deductions. '

A more detailed statement of views which we generally support
was submitted by Mr. Clarence L. Turner on April 12 on behalf of the
Pennsylvania and other State chambers of commerce.

GAINS FROM DISPOSITION OF DEPRECIABLE PROPERTY—SECTION 14

Present law provides for the treatment of gains on disposition of
depreciable property as capital gains. Under existing restrictive al-
lowances for depreciation, this provision provides a sound meang of
encouraging business to replace worn and obsolete assets. Conse-
quently, we oppose elimination of the capital gains provision as pro-
vided in section 14. Upon enactment by Congress of provisions per-
mitting adequate flexibility to management in depreciating assets,
elimination of the capital gains feature would be a logical step.

TAX TREATMENT OF COOPERATIVES AND PATRONS—SECTION 17

We have consistently urged that cooperatives should be subject
to Federal income taxes similar to those imposed upon private enter-
prises. Otherwise, the private taxpaying competitor will surely be
destroyed and the Treasury loses not only the revenue it should have
from the cooperative enterprise, but also revenues it previously col-
lected from the taxpaying competitior.

Under section 17 it is intended to collect one tax upon tooperative
income. Unfortunately, by implying consent of the patron to assume
the tax on paper allocations from a general bylaw and notice, it is
very doubtful whether it will effectively provide a single tax. No one
will know whether it really does until after litigation. Unless the
bylaw consent provision is to be eliminated, the bill should be amended
to provide that the cooperative, as a related taxpayer, should remain
liable for tax upon any paper patronage dividends determined to
. be nontaxable to the patron. We do not like the callous tax-the-
patron approach but, if it is to be followed, it is questionable legisla-
:}ive' practice to reenact a loophole clearly pointed out by prior court

ecisions.

WITHHOLDING OF TAX ON INTEREST AND DIVIDENDS—SECTION 19

‘We oppose thissection. Its provisions would add considerable com-
plexity, confusion, and cost to both the taxpayers and the Treasury



REVENUE ACT OF 1062 2009

in the administration of the tax laws, and with questionable amounts
-of net additional revenues to result therefrom. Operation of auto-
matic data processing by Internal Revenue Service within a few years
should minimize such tax evasion as is now believed existent.

REPEAL OF DIVIDEND CREDIT AND EXCLUSION-—TREASURY PROPOSAL

The House Ways and Means Committee and the House did not
see fit to include in H.R. 10650 the administration’s proposal that the
4 percent dividend credit and the $50 dividend exclusion be repealed.
Secretary Dillon, however, has again urged such action by your
committee.

In the light of the basic argument offered by the administration on
behalf of tie investment cregi‘:,—to accelerate capital investment and
economic growth—the proposal to repeal the modest relief now avail-
able to investors from double taxation of dividends is completel
illogical. We certainly agree in the need to accelerate economic growt.
but it does not make sense to us to penalize an important source of
capital formation in seeking the objective. Instead of being repealed,
the dividend credit should Ee enlarged at the earliest practicable date.
This would be a positive move to encourage more investments in equity
capital which is a basic source of economic growth.

The following organizations have subscribed to this statement:

Alabama State Chamber of Commerce.

Arkansas State Chamber of Commerce.

Colorado State Chamber of Commerce.

Connecticut State Chamber of Commerce.

Delaware State Chamber of Commerce.

Florida State Chamber of Commerce.

The Florida State Chamber of Commerce desires to be recorded
as abstaining from the recommendations in this statement with respect
to taxation of cooperatives and patrons.

Georgia State Chamber of Commerce.

Idaho State Chamber of Commerce.

Indiana State Chamber of Commerce.

Kansas State Chamber of Commerce.

Kentucky State Chamber of Commerce.

Maine State Chamber of Commerce.

Michigan State Chamber of Commerce.

Missouri State Chamber of Commerce.!

! The Missouri State Chamber of Commerce desires to be recorded as helieving that the
Revenue Act of 1962, H.R, 106850, contalns someq veriv good grovis(ons: therefore, it does
not want to be interpreted as wanting to see this bill killed. Rather, It I3 endorsing a
statement which makes suggestions for Improving the bill. It also desires to be recorded
on three sections of the bill ar follows :

“(1) Investment tar oredit.—While wa very strongly support depreclation reform and
{eol th%t‘ ttl'du 18 a basic need for & sound tax system, we are not opposed to the investment
ax credit per se,

“(2) Legislative expenses.—We belleve that sec. 3 of this bill {8 a very important part
of the bill that can make a major contribution to successful operation of our democratic
institutions. Whila we strongly endorse Mr. Connolli"s suggestion that this sectlon could
be materially imgroved by the substitution of the languaga of 8. 467 (by Hartke and
Kerr) or H.R. 840 (by Boggs), we belleve that sec. 3 constitutes more than a move in the
rlfg{nﬁidlrecﬁon, but rather would make a real contribution toward solving basiec phases
0 8 problem,

‘“(3) Tax treatment of cooperatives.—Sec. 17 is a step Sn the right directlon, but we
are certalnly hopeful that the Senate will see fit to strengthen this provision i)y goling
just an far as {8 fearible toward equalizing the unfair competitive situation that coopera-
tives now have over their private enterprise competitors.”
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Montana Chamber of Commerce. .

New Jersey State Chamber of Commerce.

Empire State Chamber of Commerce (New York).

The Empire State Chamber of Commerce desires to be recorded as
having no position with respect to the investment tax credit, the tax
greasment of cooperatives, and tax withholding on interest and divi-

ends.

Ohio Chamber of Commerce.

. The Ohio Chamber of Commerce desires to be recorded as endors-
m% the investment tax credit provisions of the bill,
klahoma State Chamber of Commerce.

Pennsylvania State Chamber of Commerce.

The Pennsylvania State Chamber of Commerce desires to be re-
corded as not being opposed to section 11 of the bill which provides for
the gross-up into a domestic corporation’s income of foreign taxes paid.

South Carolina State Chamber of Commerce.

The South Carolina State Chamber of Commerce desires to be .
recorded as having taken no position with respect to sections 11 and
13 of the bill dealing with foreign income. ’

Greater South Dakota Association.

East Texas Chamber of Commerce.

South Texas Chamber of Commerce.

West Texas Chamber of Commerce.

Lower Rio Grande Valley Chamber of Commerce (Texas).

West Virginia Chamber of Commerce.

Wisconsin State Chamber of Commerce.

While the Mississippi State Chamber of Commerce has no policy
position with respect to H.R. 10650, it would urge Congress to enact
the Herlong-Baker tax revision bill, H.R. 2030 and H.R. 2031, and the
Boggs legislative expenditures bill, H.R. 640, . . .

One other State chamber of commerce in the council—Virginia—did
not have an opportunity to consider this statement prior to its presen-
tation. .

I thank you.

The CHAIRMAN. Mr. Connolly, I am interested in your discussion of
the investment tax credit.

T think you have made an excellent argument in opposition to it——

Mr. ConNorry. Thank you.

The CHaRMAN. With which I fully agree, and I note you close
your statement by calling it a subsidy. We have had quite an argu-
ment among the members of the committee as to whether it was a sub-
sidy or not. I contend it is a subsidy, and I think you say in your
statement that it is a subsidy.

Mr. ConNorry. I think we agree, Mr. Chairman.

The CramrmaN. I think you have made a very clear statement of
the reasons why the tax credit section should be eliminated from the
bill and I agree with it. I want to congratulate you on your views.

Mr. ConnNorLy. Iam sorry, I did not hear that.

The CrarMAN. I say I think you have mnade an excellent argument,
one of the best that has been made before the committee for the dele-
tion and defeat of the tax credit provision in the bill.

You are opposed to tax credit, aren’t you?

Mr. ConnNorry. That is correct.
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The credit for the statement on the investment credit is not due to
me; it is due to the members of our committee and our executive di-
rector, Mr. Eugene Rinta. ,

The CuAIRMAN. I just want tocommend you for it because the chair-
man is opposed to the tax credit.

So I am in agreement with you. And I want to thank you. I have
read your statement hastily but I think it is an excellent presentation
for the defeat of the tax credit in the bill.

Mr. ConNorry. Thank you, Mr. Chairman.

As I say, the credit for the statement is due to our cemmittee and

" Mr. Rinta.

l’ll‘he_ CuarrMaN. I am glad you called it a subsidy because that is
what 1t 18.

Some members of the committee take issue with the chairman when
he calls it a subsidy.

Senator Williams?

Senator Wirtzams. No questions.

I just merely join the chairman in congratulating you on the state-
ment and in fact that you are opposing this subsidy.

Mr. Connorry. Thank you, Senator.

The CHAIRMAN. Senator Carlson?

Senator Caruson. Mr. Connolly, there is at least one member of
this committee that would like to write some accelerated depreciation
that I think we need in this country. :

I would appreciate very much if you could come up with some lan-
guage that would be helpful to me, and I am sure to other members
of this committee on that.

Mr. ConNoLLY. Are you talking, Senator, about reform in our pres-
ent depreciation policies?

Senator CarusoN. Well, I want to make the changes that I think
are essential if our industry is to modernize and to be able to meet
competition in foreign countries, and I would like to participate in
writing that type of legislation that I would call accelerated de-
rreciatxo,n that is needed, I think, and I would sure appreciate some
arrxlguage along that line. )

he CHAIRMAN, I think the witness deals with that in his state-
ment.
) S}:anator Caruson. T hadn’t caught that. If he has, why, that is all
right.
lie CairMaN. There is one statement that I do not agree with.

You said what the administration apparently is seekin% through
the investment credit is a quick stimulant rather than a long-term
solution to the problem of obsolescence.

I don't think it is intended to be temporary. If this is adopted,
it will be a continuing tax credit throughout the Years, and the staff
of the committee has estimated that the cost of the first year would
be $1,400 million and in 10 years that increases to more than $2 bil-
lion a year.

So, T don’t think if it is adopted it is going to be a temporary
expedient. ‘

r. ConNorLy. The chairman may be correct.
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But the history of investment credit provisions in foreign coun-
tries seems to be temporary. They start out to make the credit perma-
nent but soon abandon it.

The Crairman. Well, it is intended to be permanent, I am confi-
dent of that. ‘

When you start a subsidy, it'is hard to stop it. We don’t stop
subsidies. We have a number of subsidies now and I don’t know of
any that have been stopped. To the contrary they have been in-
creased year by year.

Mr. Coxw~orry. I might say that our committee is opposed to it,
whether it is for 1 year or a thousand.

[Laughter.]

Senator WiLriams. It is my understanding, Mr. Connolly, that you
feel that liberalization of the present depreciation rates would be in
order but that it should be done in the framework of existing law
by more rapid acceleration of depreciation rates.

Mr. Convorry. Section 179 of the code, I think it was put in by the
Small Business Act, permits a 20-percent additional depreciation to
be written off in the year of acquisition, but it is limited to $10,000.
We say if something has to be done immediately, some kind of a stimu-
lant granted, then the limitation should be removed, and a complete
overhauling of our depreciation rates should be done later.

Senator Wirriams. That was my understanding. But all of that
would be done under the framework of a formula where the amount
of the writeoff over the period of years would be limited to 100 per-
cent of the cost.

Mr. ConNorLy, That is correct.

Senator WiLiams. Yes.

Mr. Convorry. In no caseisthe additional and regular depreciation
allowed more than 100 percent of the cost.

Senator Wirriams. 'Fhank you.

The Crarrman. Thank you very much, Mr. Connolly.

Sena or Carison. Mr. Connolly, before you leave I believe you
stated n your testimony this morning that you thought the foreign
tax, the taxation of foreign income provisions or section of this bill
had not been thought through and it ought to be referred to a com-
mittee for further study, isn’t that correct ?

Mr. Convorry. The Joint Committee on Internal Revenue Taxa-
tion and the Foreign Relations Committee. -

Senator C'arrson. That isall, Mr, Chairman.

The Cuamaran. Thank you, Mr. Connolly.

The next witness is Mr. Paul D. Seghers, %\stimte on U7.S. Taxation
of Foreign Income.

Will you come forward and take a seat, please?

STATEMENT OF PAUL D. SEGHERS, PRESIDENT, INSTITUTE ON U.S.
TAXATION OF FOREIGN INCOME, INC.

Mr, Securrs. Mr. Chairman, my name is Paul D. Seghers, and I am
a practicing attorney in New York City.

My appearance today here is on behalf of the Institute of U.S. Taxa-
tion of Foreign Income of which I am president. I also speak on be-
half of the New York Board of Trade’s international section, of which
I am counsel.
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In view of the limited time allotted my oral testimony I will only
stress a few points of major significance and I request that our written
statement which has been filed with the committee be made & part of
the record.

The CHAmRMAN. Without objection, it will be made & part of the
record following 1¥our oral presentation.

Mr. Sromzrs. Xirst as to the proposed amendment of section 482.

We are heartily in agreement with the objective of this Kro’f)osa.l
We believe, however, this objective could best be attained by the Treas-
ury making use of the great powers it already has under section 482 in
- conjunction with the additional information it is abls to obtain under
the new section 6038 which goes into effect this year.

We believe that the suggestions in the proposed revision to proposed
section 482 with regard to fixing of prices of intercompany sales would,
in practice, cause great difficulty ; no matter what is said or intended,
in all cases of intercompany sales involving a foreign corporation, no
revenue agent would be satisfied that prices were at arm’s length until
he had checked the results by comparison with the application of his
concept of the new provisions of section 482.

I say his concept, because some time would elapse before there would
be regulations for his guidance for this section.

The existing section 482 never had any regulations under it until
very recently. There were no real regulations until those that have
just been issued. And unti] such time as the regulations were issued—
and you must remember that under the 1954 code some regulations
haven’t yet been issued—it would be a matter of interpretation by the
individual agent, and if his idea of the formula would produce more
taxes, then the taxpayer would have to contest that.

The proposed addition to section 482 would cause a great desl of
uncertainty and difficulty. '

In the past, the test has been: “What is the fair price?” Neither the
law nor the regulations attempted to prescribe a formula. .

This bill likewise prescribes no formula, although it doss mention
a number of sug, d factors and a few rules rding it. The
only positive rule for pricing is that the assets to be taken as a factor in
any computation shall not include inventories or intangible assets,
which term includes accounts receivable from customers abroad.

We think that is a mistake. But the principal point is that legisla-
tion regarding a method of fixing the prices of goods in sales between
related parties should not be enacted until the Treasury has glven a
fair trial to the powers it now has under the existinE sections 482 and
6038 and has acquired some practical experience in this field.

TAX NEUTRALITY

Before going further it might be helpful to attempt to clarify two
points on which I fear there is basic misunderstanding.

First of all, it is consts,nt;l?v being said that income earned abroad by
a foreign corporation should be taxed at as high a rate as income
earned in the United States by a U.S. corporation.

Isthat true?

82190 0—62—pt. T——8
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Why should a forei corg;)ration pay as much for the privilege of
earning income abroad as a U.S. corporation pays for the privilege of
earning income in the United States?

Is it not worth something to be a resident of the United States?
Who grants the foreign ooxgoration the privilege of earning its in-
come abroad? 1Tt is not the United States, that is certain. Is it worth
ls\ome?thmg to be able to operate in the United States and make money

ere

Don’t our taxes buy something for us here in the United States?

Then why should foreign corporations pay as much U.S. taxes for
the privilege of earning income abroad as a U.S. corporation pays for
the privilege it enjoys here when earning income here?

It must be kept in mind that our tax on corporation income is only
a privilege tax. The same income, or what is left of it after that

rivilege tax, is taxed again when it is received by any stockholder.

his is recognized in the bill. U.S. individuals owning shares in a
foreign corporation would not be subject to our corporate privilege tax
if they choose not to avail themselves of the form of a U.S. corporation
to own the foreign shares.

Why, then, should the income earned and retained abroad by a
foreign corporation be taxed by us at as high a rate as income earned
by a U.S. corporation earned here in this country where it is free to
enjoy all of the benefitsits tax dollars pay for?

Ias not the owner of foreign shares the right to cry out that
“taxation without benefit is tyranny”?

Until that meney {s brought home, what is the benefit for which
those taxes are being, proposed to be levied, until there is some U1.S.
taxpayer who has received some benefit ?

BRICK AND MORTAR

The next point with respect to which there has been the greatest
amount of incomplete reasoning has to do with investments abroad
of income earned abroad. It is said that the money so invested never
will be repatriated. T am replying to the charge that we will never
get the benefit of that money, either as a contribution to our interna-
tional balance-of-payments positioh or for the purpose of income tax,
unless this bill is passed. "

This is incomplete reasoning. Let us stop and think this out.
When a U.S. company takes its shareholders’ money and builds a
plant with it, it will never get that money back—unless the plant is
disposed of. But no one says the shareholders or the Government
is thereby cheated. We know that the businessmen who have planned
and decided upon that investment expect to get back many times its
cost through its use, and the income it will produce, and that is what
happens in all but a few instances.

Now, what about the investment in foreign brick and mortar? Are
not the same principles applicable? Unless the plant is sold the
money spent for it will not come home but the purpose of all business
is to make money for its owners. They do not wickedly accumulate
all profit abroad just, for the pleasure of not paying U.S. taxes.

hey expect to and in the aggregate they do bring home for their
shareholders far more money than has been invested in that brick and
mortar and pay it out to their shareholders as dividends.
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Therefore, in the sense that it is being used it is not true to say that
the profits earned abroad and put into brick and mortar will never
be rgceived here or taxed. They will come home and they will be
taxed. '

Decisions in matters of this kind must be made in the light of ordi-
nary human experience and not abstract theory or trick phrases.

THE PROPOSED TAX ON THE ANNUAL INCREMENT IN THE VALUE OF SHARES
IN CONTROLLED FOREIGN CORPORATIONS

Now we get to the principal issue. The proposal to tax U.S. owners
of shares of a foreign corporation on the income it earns abroad -
before they receive that income.

What would be the effect of that tax ?

It would make it almost impossible for American enterprises to do
business abroad. This i)ro osal not only runs counter to our foreiEln
economic policy but will also establish a monstrous precedent. Al-
though a stockholder in a business doing business at home pays no tax
except on dividends as received, American shareholders in a foreign
corporation would be required to pay a tax immediately upon income
earned by the company, even though they had received no income
whatever from it.

Those earnings upon which stockholders were taxed would still be
s]ulbject to the risks of the business and might never be paid out to
them,

We would have established a clear statubo? precedent for ignoring
corporate entities and taxing shareholders directly for the earnings
of a business rather than taxing the dividends they received.

Having so condemned this monstrous proposal, what more shall
I say? The record speaks for itself. Many scores of businessmen,
many thousands of pages of testimony, many thousands and hundreds,
even hundreds of thousands of businessmen represented by their asso-
ciations have opposed these proposals, which are quite different from
those tentatively adopted and announced by the Ways and Means
Committee on February 1.

The Senate Finance Committee will, we are certain, act wisely and
fairly in judging the cause, not the cav3e of certain taxpayers but of
our foreign trade.

Government could not exist without the revenue it collects from
business and whatever hurts our business hurts Government as well as
the Treasury. What is more vital than the cause of our position in
the free world, which can remain free only if we can remain strong
and united? We are convinced our strongest ties with our neighbors
in the free world are created by U.S. business abroad rather than by
Government gifts. ‘ . )

May I stress here that this bill embodies a radically new and untried
theory devised by the Treasury for taxing U.S. taxpayers on amounts
which are not their income, that they did not earn, have not received
and may never receive. This is the tax on the annual increment in
value of shares of a foreign corporation, to be collected in advance of
the taxpayer’s realization of any income, a tax which Congress does
not have authority under the Constitution to levy in the form of an
income tax.
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. The changes proposed by the Treasury in basic Brinciples of taxa-
tion in effect for the past 40 years are not justified by the use of catch
phrases. Expressions such as “abolishing the privilege of tax defer-
ral,” or “doing away with interest-free loans,” do not justify taxing in
advance income that has not been received or realized by the taxpayer.

Criticisms of “artificial incentives” and “tax privileges” do not ex-
plain why the Treasury has made no proposal to repeal any provisions
of the Internal Revenue Code which grant such privileges.

There is a great deal of talk about taking away the privileges, but
no one has suggested any repeal of any provision. The truth is that
there are no such provisions to repeal. 'The statement that such tax
%%slation was enacted at the time of the Marshall plan to encourage

.S. business to help in the reconstruction of Western Europe is a
myth without foundation in fact. What the first of these Treasury
proposals seeks to accomplish is not the repeal of tax privileges, but
a hitherto unheard of extension of national sovereignty and juris-
diction to tax.

No other country claims authoritfy to tax income earned by a foreign
corporation beyond the borders of the taxing state and not received

by any taxpayer subject to its jurisdiction.
Xt cannot be taken for granted in considering these innovations that
every Congress since the inception of the income tax has been blind
to the nature and effect of existing law in regard to U.S. taxation of
foreign income.

It would seem that the Treasury has a heavy burden of proof to
justify these proposed untried, radica] changes in existing law, in the
face of all the évidence regarding their effect presented at these hear-
ings by U.S. businessmen whose experience and knowledge of busi-
ness, both at home and abroad, entitle their testimony to be accorded
great weight.

Finally, may I repeat the recommendation I have made many times
over the years: That, instead of seeking to handicap U.S. business
abroad, genuine help be given U.S, manufacturers producing goods
for exgort. Why not a tax credit based upon the amount of income
from the sale of such goods in export ¢ This would pinpoint aid where
it could do the most good in promoting exports and increasing factory
employment here at home.

hank you, Mr. Chairman.

The CHairMAN. Senator Douglas?

Senator Doveras. I think I should pass, Mr. Chairman, because I
was not here during the testimony of the witness.

Mr. Sroners. I regret, Senator, I won’t have the pleasure of ex-
changing answers with you.

Senator Dovaras. I may return later. [Laughter.]

This may be only a pleasure deferred.

Mr. SecHERrs, Thank you.

Senator Douvaras. But I have nothing at the moment.

The CrairMaN. Senator Goref

Senator Gore.. No questions.

The CrairMAN. Senator Carlson? .

Senator Curtis?
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Mr. Seeuers. I am sorry I didn’t follow my statement, Senator
Gore, ﬁerhaps you would have had questions prepared nmiy for me
but I thought I should bring up some new points, )

Senator Doveras, Mr. Chairman, 1 don’t want to let the wi‘ness
depart without having him clear up some questions that are in my
mind. [Laughter.] .

Would you agree that the present arrangements on the taxation of
subsidiaries of American vorporations abroad amount to this: That
their reinvested corporate earnings are not taxed whereas the rein-
vested corporate earnings of American corporations or of the parent
- companies and the partner companies are taxed ¢ . .

r. SeeHER. I think the fact that they are owned by Americans is
irrelevant. ‘We cannot tax the foreign income of a foreign corpora-
tion. We should not discriminate, therefore, against the income of a
foreign corporation that happens to be owned by Americans and dis-
¢riminate in favor of one that is owned by foreigners.

Senator Doucras. The reply is not responsive to my question.

I am not the expert that gou are. But just a plain, blunt, rather
stupid man, and I have to find these things out painfully, and I wanted
to ask you whether the present system of taxation of subsidiaries of
American corporations abroad amounts to their not being texed on
reinvested income whereas American corporations here at home are
taxed on reinvested income? .

Mr. SeeHERs. Senator, you were not here when I deslt with this
problem,

Senator Doueras. I think this question is appropriate. Would you
clear thatup? Am Ivrong or am I right

Mr. Seeners. Well, I don’t agree that the income of a corporation
should be taxed on its shareholders. You probably have shares of
stock of American corporations and don’t pay tax until you get the
dividends.

Now, as for income earned under the American flag and obtaining
the benefits of our American system certainly is getting some benefit
from the enormous taxes bein%collected. ertainly, there is some
benefit in operating here in the United States and that benefit is being
paid for out of the profits of business earned here.

Senator DoueLas. Mr. Seghers, I want to say in all kindness, I don’t
think you are responding to my question.

Mr. Seoners. I am not going to answer what you want me to say.

Senator DoueLas. What{

Mr. SeeHERrs. Pardon me. I am not going to say “Yes” to a ques-
tion which I don’t think properly states the problem.

The problem is this: Should we tax stockholders on income they
haven’t received from their corporation {

Senator Douvoras. At the moment I am not going into the question
as to whether we should or should not. I merely am going into a ques-
tion of fact as to whether the existing law taxes corporations here at
home on their earnings prior to reinvestment and, therefore, taxes
amounts reinvested whereas abroad it will tax earnings only as they
come back to this country, but earnings of the subsidiaries reinvested
are not taxed. ' -
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There is just a question of the existing law. Not on the question
as (o whether the existing law should continue or should be changed.

But. 1 am simply trying to find out what the existing law is.

Mr. Skaniers. Well, the existing law is we have no authority to tax
corporations that are not organized under the laws of this country,
that do not. earn their income here. You are correct in that.

Senator Dovaras. Well, then, is the answer “Yes” to my question ?

Mr. Skeners. I cannot answer a question of that kind simply, “Yes.”
I have to get the facts. By labeling it a subsidiary you are saying
in effect that a foreign corporation is and should be taxed differently
depending on whether it is owned by foreigners or Americans.

Senator Douvar.as. T am not going into the question as to whether the
present tax system should not continue. T am trying to find out what
the present tax system is. I hope T am trying to find it out courteously
oven though I notice there may be irritation in my voice at times.
If s0, T can eliminate it.

May T again ask: You understand the question?

Mr. Searers. I would rather have it repeated if it is a yes-or-no
question. [Laughter.] .

Senator Dovaras. All right. TLet me start simply. Is it true in
the United States the corporate profits tax applies on net earnings
after operating costs and interest on bonds have been met but before
earnings have been reinvested, is that true?

Mpr. Skaners. Yes.

Senator Dovaras. All right.

Is it true that subsidiaries of American corporations abroad are
tu.\'od? only when the profits are returned to the United States, yes
or no

Mr, Skanrrs. I will rephrase the question by saying all foreign
corporations in place of subsidiaries.

Senator Dovaras. Including American subsidiaries?

Mr. Seenrrs. Yes, inc]ud§1g foreign subsidiaries of American
companies. \

Senator Dovarag. Good. ]

Is it true if a subsidiary of an American corporation reinvests
some of its earnings abroad that those earnings are not taxed prior
to reinvestment, is that correct ? ) )

Mr. Srarters, I would rephrase that by saying no income of a for-
eign corporation is taxed until it is received by someone subject to
the jurisdietion of the United States. )

Senator Dovaras. Including no earnings of an American sub-
sidiary? '

M r.ySmm:ns. Right, as to any foreign corporation, whether or not
a subsidiary. .

Senator Douvaras. That has been a long way around, but this is
my understanding. .

Senator WirLiaxs. Will the Senator yield? I wanted one further
question for clavification on that point: Did not these foreign cor-
porations and the foreign subsidiaries of American corporations
which are doing business abroad pay taxes in the resgectlve countries
in which they are operating prior to any reinvestment -

Mr. Sroners. The answer to that is emphatically yes.
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Senator WirLrams. So there is a tax paid in all instances, as I
understand it, prior to reinvestment whether it be in this country
or abroad ¢

Mr. Seariers. Correct.

Senator WrrLiams. Either paid in this country at domestic rates
or pluiddin foreign countries at the rate of the respective countries
involved.

Mr. SeeHERs. Yes, plus two additional taxes when it is brought
home as a dividend. :

Senator WrLLiAMs. Yes, that is right.

Mr. Seoners. The United States first taxes the corporation and
then when the money is received by the stockholders it is taxed again
so there are three taxes on foreign income: two by the United States
and one by the foreign government.

Senator WirLiams. But the second and third tax comes only after
it is returned to this countri.

Mr. SeeuErs. Yes, in the same way we are now taxing foreign
dividends only when they are paid to the shareholders.

Senator Douaras. Is the Senator from Delaware through ¢

Senator WiLLiAMs. Yes.

Senator Douaras. Suppose you have a corporation, corporation A,
n»nd it bases its decision on whether it will reinvest earnings at home
or set up a subsidiary and operate abroad ; does it not follow, there-
fore, that it will be taxed more heavily on each million dollars of
savings or earnings here at home than on each million dollars of
earnings abroad ? 4

Mr. Seauers, No foreign corporation is taxed on earnings abroad.
Therefore, you are comparing zero with a tax.

Senator Douaras. Mr. Seghers, you are a very astute New York
attorney.

Mr. Seenters. Thatik you.

Senator Douoras. But I want to ask you this question: Suppose
you have a corporation in the United States, and for the sake of
an"‘onKmity we will just call it corporation A, and it is deciding
whether it will expand operations here out of net earnings or whether
it will go abroad and engage in business there.

Now, if it goes abroad and reinvests part of its earnings, it does not
have to pay any American tax. If it stays at home it will have to pay
the tax. Therefore, is there not a price advantage to this American
company to reinvest abroad rather than to reinvest at home?

Is not that true?

Mr. Seeners. No. The fact is that it will pay tax on all the income
that it makes, whether at home or abroad.

Senator Douaras. Well, now, wait a miniute.

Mr. Seaners. That is correct.

Senator Dovaras, The subsidiary is in effect a—

g Mf Seoners. No, that isnotso. If you'own sharesin United States
teel—

Senator Doucr.as. You are adopting Daniel Webster’s idea of the
corporation being invisible and intangible and existing only in the
contemplition of the law. ’ .

I was not present when the Pfizer people testified yesterday, but do
you mean the Pfizer people are different from the Pfizer people of
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Panama or the Pfizer people of Panama are different from the Pfizer

people of the United States?-
r. SEGHERS, Most certainly they are. It-is an entirely separate

organization,
enator Douaras. Well, aren’t you entranced by your own legal

subtleties in this matter ?
Mr. Seeners. No, I happen to know the facts in that case.

Senator Douveras, What ¢

Mr. Seaners, 1 haplpen to know the factsin that case.

Senator Doucras. I am not going to argue the Pfizer case because
it so happens I was not present at the very able cross-examination
which the Senator from Tennessee gave yesterday.

But what you are saying was in effect that an American corporation
by setting up a subsidiary abroad can divorce itself from all connec-
tions with that subsidiary?

Mr. Seaners. No, there is not reason to say that. If it sets up an
American subsidiary it pays no tax on the income of the American
subsidiary until it receives a dividend.

S;ms]ztor Douveras. But the subsidiary will pay taxes on its reinvested
capital,

r. Seoners. But why? Because those earnings are earned in the
United States where it 1s getting the benefit of U.S. taxation. The
foreign corporation, I don’t care who owns it, that earns its money
abroad is not earning it under the protection and with the benefit of

the U.S. Government,.

There is your difference.

Senator Douaras. Well, now, just a minute.

Will not the subsidiary abroad obtain the diplomatic protection of
the United States? ‘

Mr. Seoners. No.

Senator Dovcras. It will not?

Mr, SeerERs. What protection? Will you tell me of some protection
in Cuba, in Brazil ¢

Senator Dovaras. What about Germany ?

Mr. Searers. Pardon me?

Senator Doucras. Or England.

Doesn'’t it have some really diplomatie protection ?

Mr. Seeners. I haven’t heard of any.

Senator Dovaras. You haven’t heard of an¥?

Mr. Seeners. No, and I have been denying it for some time in
publicand I would like to be shown where protection has been afforded
to the property of a foreign corporation operating in a foreign
country. '

Sena);or Doucras. Sihce the Arabian-American Oil Co. does not—

Mr. SeeHERs, Are those foreign corporations?

Senator Dovaras. No, I guess they are not; that is right.

Mr. Seeners. Well, that is the difference, and why do they operate
abroad as an American corporation ¢

Senator Douaras. Well, they operate abroad as an American corpo-
ration in order to credit the BO-percent royalty as & tax and thus
escape American taxation. :
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Mr. Seaners. Senator, I am sorry to have to correct you on that, but
it is not necessary to be an American corporation to get the benefit of

* that foreign tax credit. We have that system——
Senator Douaras. Like the grace of Gtod it shines on all—foréigners

and all{

Mr. Seexers Yes, we get it.

Senator Douaras. Well now, I would like to see you get your fee
on this matter so——

Mr. Seoners, My glreatest fee is satisfaction.

Senator Doveras. If I ask you another question you will even more
- abundantly earn your fee. -

The fact that an American corporation by setting up a subsidiary
abroad will not have to pay as large taxes on its earnings abroad as
itb wot:l]d on its earnings at home will naturally encourage it to invest
abroad. :

Therefore, by a tax system we encourage investment abroad rather
than investments at home. And I had always thought that one of the
basic principles of taxation was that it should be neutral as between
different types of business activity, unless, there is a controlling public
purpose to induce this.

Is there any such controlling public purpose in Western Europe?
I think you are quite right in saying this was originally not designed
to further the Marshall plan but it has been kept in existence in part
because of the argument that it did contribute to the upbuilding of
Western Europe and hasn’t that justification for its continuance
largely ceased in view of the tremendous economic progress which
Western Europe is makinﬁ?

Mr. SeeErs. We have had this law over 40 years.

Senator Douaras. Yes.

Mr. Seaners. There never has been any attack of this kind on it
until the present, until November 1960. ere was really no attack
on this type of corporation.

Senator Douaras. You mean the Government didn’t know about it $

Mr. Sraners, The Government was fully aware of it.

Senator Douaras, Why did thei; not push it? They wanted revenue.

Mr. Seexers, Because the policy of the United States was to en-
courage expansion abroad.

Senator Douaras, Well, that is exactly so.

Mr, Seorers., And it has brought home—to encourage expansion,
because it brings home more money than it puts out.

tesler}atmj Dovaras, Ultimately, but not immediately; not immedi-
a
r. SeonERs, If you build a plant, it may take you a year or two
before the income comes in. |

Senator Dovoras, But immediate(liy—--
d‘hgf §;mmns. What has that to do with the question—“not imme-

iately

Senator Douvaras. It has a great deal to do with it—excuse me.

Mr. Sroners. Pardon me, sir. | '

Senator Douaras, It has a great deal to do with it, sir, because one
of the immediate problems that we face is an unfavorable balance of
payments, which has resulted in & gold outflow. ’
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Mr. Skaners. That is a slogan, but it is doubtful that it is correct.
Senator Dovaras. It is; it is a reality.

Mr. Srenens, It is doubtful if that is correct.

Senator DouaLas. You mean there is no outflow of gold ?

We have lost $4 billion in gold in the last few years.

Mr. Sraners, But business has brought in a surplus. The deficit

comes from foreign aid and—— .
Senator Doueras. On past investments; on investments which go

back to 1900. )
. Mr. Sroners, Investments even over a short period show a great
increase and inflow of surplus income over outgo. Even over a period

of 10 years.

Senator Dougras, The Senator from Tennessee punctured that
yesterday.

Mr. SeauErs, Punctured what? No one has punctured. I saw no

puncture. I perceived none.

Senator Doueras. Your automobile may be going down the street
but the international auto or the international chamber of commerce
isnot going down the street because its tires were punctured yesterday.

Mr. Srarers. Well, I did not see the puncture,

- The thing about the balance of payments is that you are speakin
as though a farmer is improvident because he buys seed. If he di
not buy the seed, he would have more money in the batik that year.

Now, the payotit period for foreign investment is very rapid. That
is one of the business inducements to going abroad. You go abroad
for the same reason that you expafid in this country—to make money.

Senator Douveras. The payout in the underdeveloped countries may
be rather brief, but the payout in Europe, because the interest and
profit rates are lower, is not brief,

I do not want to take up any more time because my humble position
on this committee does not justify my consuming so much time, but I
would like to state very briefly again that the general presumption
on which the tax system is based is that it shotild be neutral as between

different types of expenses.

Mr. SeanErs. Iagree with you.

Senator Douvaras. This is not neutral. It favors foreign invest-
ments over domestic investments,

Mr. Skaners. We do not. :
Senator Doveras. Well, I will be finished in just a minute.

Mr. Seeuers. A foreign corporation that is making money, the
shareholder pays his tax when he gets the dividends. If he invests in
American business here at home, he pays the tax when he gets the
dividends. The principle is still the same. : .

If you say that we should tax a foreign corporation on income
earned abroad before any income is received by any taxpayer subject
to the U.S. jurisdi¢tion, I would say that is basically unfair; not the
qﬁesti((]m of who owns it, but the question of where is the income
earned. , : ,

What benefit does a foreign corporation obtain while it is earning
that mohey abroad—from the U.S. Government? | ,

It obtains benefits in the country where it operates. It makes
the money there and it pays its tax there. ‘ ,
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Senator Doucras. But it diverts invested capital from the U.S.
temporarily. ,

r. Seeners. I think that if you followed Mr. Ruttenberg’s AFL-
CIO testimony, you will see that it starts out by saying that there are
many basic misconceptions about this balance-of-payments situation.

That there is no lack of capital here at home for all the expansion
that is desired.

That we actually have excess capacity.

If that is so— .
hSe;mtor Douaras. You are not in favor of the investment credit
" then ' ‘

Mr. SecHers. I am not in favor of the investment credit; no, sir.

S(f.m;tor Dovuaras. Mr. Chairman, who is in favor.of investment
credit '

The CrAIRMAN. I do not know.

Mr. Seerers. How did it get in here?

Senator Douaras. Mr. Seghers, let me complete what I have to

sny.

{ made a statement with which you agreed in theory that the pre-
sumption is against a tax system which favors one type of ex-
penditure rather than another, or one type of investment as compared
to another.

The second part was going to be that this should only be over-
ridden if there is such a compelling public interest as to make the
judgments of the marketplace inaccurate from the standpoint of the
public welfare.

Now, the third point I was going to make was that I see no such
argument at the present time so far as investments in Western Europe
are concerned, because Western Europe is now on its feet and no long-
er needs to be built ul). That one argument that might have been
advanced for the continuance of this system no longer exists.

On the contrary, the immediate r{robl‘em which we face is an un-
favorable balance of payments, which puts our gold supply in jeo-
pardy, and, therefore, this is a case in which the public presumption
at the moment reinforces the economic and fiscal considerations, and,
therefore, strengthens the argument for nondiscriminations in favor
of foreign investment. That 18.:my point of view as of this moment.

A great many of my friends are very anxious to talk to me and
convince me of the error of my ways, and I dare say that I will'in-
crease their feelings very much by talking to them, but this is my
opinion as of this moment. )

Mr. Seaners. I disagree somewhat with the latter part of your
statement. ) o

But the main difficulty is that it is founded on a mere catchword
withotit a logical basis. , - 2 _

You speak of equal trentment. I agree with you, there should be
equal treatment of income earned within the jurisdiction of jthe
Utiited States. Now, if the income is earned outside of the jurisdic-
tion of the United States by a corporation which is not subject to the
jurisdiction of the United States, where should the United States
complain, since no U.S. person can receive any benefit from that in-
come withotit becoming liable for the tax at the full rate? = - “
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. Senator Douaras., You talk about equal treatment; I say, “Yes,
equal treatment.”

Here you have a million dollars. It can either go into investments
at home or create a subsidiary abroad.

Under the present tax system the inducement is all to go abroad
insofar as taxes are concerned.

If there are comparative ea.rnings, I would say, “Yes, that is fine;
those are legitimate considerations.

Mr, SeanEers. Are you saying the United States gives no benefits to
a corporation that earns its money here

Are you saying that a corporation that earns its income here obtains
no benefit from the U.S. Government, Senator ?

Senator Douaras. I hope you mean that,

Mr. Seauers. Then should it not pay its tax when it earns the in-
come here?

Senator Douaras. Yes.

Mr. Seeuers. And does a foreign corporation get any benefit from
the U.S. Government when it earns its income abroad #

Senator Douaras. Even though the dollars originally came from
the United States.

Mr. Segrers. Do 9vo‘u tax a stockholder here because he used U.S.
dollars to buy shares '

Senator Doveras. Idid not hear that.

Mr. Seeuers. Do you tax a U.S. citizen on the income of a corpora-
tion because he had bought its shares? Should there be any different
principle?

TIIf he buys the shares of a domestic corporation, American Tel &

o]——

Senator Douvaras. I am speaking of subsidiaries; I am speaking of
subsidiaries. '

Mr. SeeHERs. But by saying “subsidiaries,” you do not change the
fact—it is still another corporation, It is a different corporation and
earning money in a different place. We do not tax—

Senator Doueras. Can you tell me if it is true that General Motors
has a subsidiary in Germany and Ford operates under its own name,
oris it the reverse ?

Mr. Seanrers. I did not tell {ou about either of those companies.

Senator Douveras. But would you clarify my ignorance on that?

Mr. Seoners. I personally do not know. I only know by hearsay.

Senator Doveras. Would Mr. Woodworth know on that question

Mr. WoopwortH. No. )

BMt:.l Seoners. I happen to know in Brazil it operates as Ford do
rasil,

Senator Douoras. It is a separate company ¢

Mr. Seeners. It isa subsidiary, yes, and it can use— .

Senator Doucras. Isthere not a connection between Ford of Brazil
and Ford of the United States? ..

Mr. SeqrErs. In that case, it was a separate corporation, and the
paid a U.S. penalty tax on it, and it was a U.S. subsidiary even thoug
1t had the name “Ford do Brasil.” .

Senator Douaras. So there is a connection :

Mr. Searers, The U.S. corporation known as Ford do Brasil, oper-
ating in Brazil, paid a U.S. tax because it enjoyed the privilege of a

U.S. charter,

L T I
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Senator Douaras. On reinvested earnings?

Mr. SeeEers, On its earnings.

Senator Dovaras. On reinvested earnings, as well as distributed

Mr. Seeuers, We tax earnings, not reinvested earnings.

Senator Dovaras. That is right. Therefore, reinvested f

Mr. Searers, 'We tax earnings whether they are reinvested or not.

_ Senator Douaras. I think you will find that is right because there
is no incorporation in Brazil.

Let me ask you this:

?{)el is the subsidiary of General Motors—is it in Germany ¢

r. SeeHERS. That is what I am told.

Senator Dovaras, Yes, I think that is right. That is separately
incorporated in Germany.

Mr. Seeuers. I donot know.

Senator Dovcras. I think that is right. Let us assume it is sepa-
rately incorporated.

Mr. SecHERs. Yes,

Senator Dovaras. Do qyou deny there is any connection between
Opel and General Motors

r. SeaHERs. No.

I do not deny there is any connection between any stockholder and
the corporation in which it owns shares.

Senator Douaras. Well, is not Opel controlled by General Motors

Mr. Seeuers, Certainly,

Senator Douoras. What ¢

Mr, SeeHERs. Yes.

Senator Doucras. Exactly so. It is really a part of General
Motors, is it not? g

Mr. Seomers. Not any more than any corporation is a part of its
shareholders. Asa bo‘%y they own the corporation. )

Senator Douaras. eil, I would say that you are sponsoring the
ghost theory of corporations. .

Mr. SecHErs, No, I am sponsoring, on the contrary, the reality, the
reality of the fact that a corporation has only the privileges granted
to it by its incorporating State and it may enjoy those In any juris-
diction where it is qualified to operate. .

Senator Dovoras. And I am saying they are Siamese twins and
have a mutually connecting system between them.

Mr. Seouers. Right. And when its blood flows, it will be taxed.

Senator Douaras. Yes.

Mr. Seauers, More than half will be taken here.
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Senator Douvoras. And when the blood flows out and when the
second twin begins to grow, the nutrients of the second twin are not
taxed, is that not true?f

Mr. Seeuers. Well, I am not a medical man, [Laughter.]

Senator Douaras, (’)nly when you choose to be.

That is all, Mr, Chairman.

Senator Curtis. Mr. Chairman ¢

The CramrMAN. Senator Curtis.

_ Senator Curtis. How about a situation where American investors
mvesét in a foreign corporation that has no parent corporation in this
country.

I hayve read in the papers that Phillips Lamp Co. is going to sell
securities for some $400 million in this country, Will that affect the
outflow of gold?

_ Mr. SeeHERs. Yes, it will; just as our companies abroad produce an
mf%gw of gold to us, the other fellows’ companies will produce an
outflow.

. Senator Curris. If this bill is passed, will the Phillips Co., remov-
ing $400 million from America to invest in their company—they
operate in lands other than the Unitéd States—have an advantaﬁe
over an American company that owns a subsidiary operating in the
same colintry or countries?

Mr. SeerERs. Yes, because the individual U.S. citizen will receive
his dividends without having passed through and paid a 52 percent
corporation rate, U.S. corporation tax. :

ertainly this bill will be a very great boon to our foreign com-
pgti}t‘ors in many different ways and you have only mentioned one
of them.

Senator Curtis. If the passing of this bill will cause the money to
flow directly into shares of foreign corporations, rather than to an
American parent, you would not only have mequa’lit of taxation for
American citizens, but you would have accentuated the balance-of-
pagfments problem. .

r. SeeHErs. I must congratulate you, Senator Curtis. You are
ahead of the game. I expect people to wake up to some of these de-
fects with a very sad morning-after headache, if it is passed.

T hope to God that enough Senators will be able to see the light
before that damage is done to our economy.

Senator Curtis. That isall, Mr. Chairman.

The CHATRMAN, Thank you very much, Mr. Seghers.

Mr. Seeners. Thank you, Mr. Chairman,

The CuarmaN. Iam glad you appeared beforeus.

Mr. Sroners. Well, the biggest satisfaction is the few words I
have exchanged with the two distinguished Senators.

(The complete prepared statement of Mr. Seghers is as follows:)
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rets I - Proposal to tax the annual increment in
value of shares of foreign corporations;

II - Proposal to grant additional authority to
the Treasury to allocate to U.S. taxpayers
an increased share of actual or estimated
income arising out of sales to or purchases
from related foreign corporations; and

IIT - Proposal to increase U.,S, taxes on divi-
dends received from foreign subsidiaries,

The pending tax bill embodies.a radically new and untried
theory devised by the Treasury for taxing U.S. taxpayers on
amounts which are not their income, that they did not)earn, have
not received and may never receive, This is the tax on the ann
inorement in value of shares of a foreign corporation, to be
collected in advance of the taxpayer's realization of any income =
a tax which Congress does not have authority, under the Constitution,

to levy as an income tax. '

The changes groposed by the Treasury in basic principles of
taxation, in effect for the past 40 years, are not justified merely
by the prolific use of c¢lever slogans and catch {hrosou. Expressions
such as "abolishing the privilege of tax deferral" and “doing avay



2028 REVENUE ACT OF 1062

:itgigntoroat free loanc."ino mat::rthgw ort:nbrepeatad dg not
ustity :exzeﬁ 12 advance income that has not been recelved or
realized by the taxpayer.

Criticisms of "artificial incentives" and "tax privileges'
do not explain why the Treasury hgg_g;g%_gg_gﬁ%nﬁggl_i%_zgnﬁgl
rovisions of the Internal Revenue Code which grant suc

any

pr!vglegos. The truth 1s that there no such provisions to
repeal, The statement that such tax legislation was enacted at

the time of the Marshall Plan, to oncoureie U.S. business to help
in the reconstruction of Western Europe, is a myth, without founda-

tion in fact.

What the first of these Treasurg groposals seok to accomplish
1s fiot the repeal of tax privileges, but a hitherto unheard of ex-
tension of national soverignty and Jurisdiction to tax. No other
country claims authority to tax income earned by a foreign corpora=
tion beyond the borders of the taxing state and not received by any

taxpayer subject to 1ts jurisdiction.

The Treasury would iet dangerously broad and unneeded addi-
tional authority under this bill to fix prices on all intercompany
sales between related domestic and foreign corporations, and to
estimate the amount of income from such sales and tax 16, if not
satisfied with the detailed information supplied regarding the
income and operations of such corporations.

The Treasury also proposes to increase the amount of U.8,
taxes gayable on dividends received by U.S. corporations from foreign
subsidiaries, the amount of the increase in tax bearinﬁ most heavily,
in most instances, on dividends from subsidiaries in the less
developed countries. This change in rules in effect for the past
40 years has been exglained by the Treasury as a correction of

legislative oversigh

It can not be taken for franted, in considering these inno=-
vations, that every Congress since the inception of the income tax
has been blind to the nature and effect of existing law in regard

to U.S. taxation of foreign income.

It would seem that the Treasury has a heavy burden of proof
to justify these proposed untried, radical changes in existing law,
especially in the face of all the evidence regarding their effect
presented in these hearings by U.S. businessmen whose experience
and knowledge of business, both at home and abroad, entitle their

testimony to be accotded great welght,

The grounds advanced by the Treasury in support of these
proposals are not their desirability as a means of raising revenue,
which is the only justification for taking the zro:orty of citigzens
of a democracy under the dootrine of the right to tax., No, vhat
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the Treasurx advances in justification are a number of hoped-for
objective which are not the Eroper purpose of & taxing statute,
It is perhaps less serious that, in the majority view of those
competent to judge the probadble consequences of these Treasury
proposals, they would not accomplish these objectives.

It is the purpose of the present statement to highlight
(very briofl{) facts and arguments that have been gresente by
both sides (the Treasury and business) regarding the most signi=-

ficant aspeots of these proposals,

Part 1

PROPOSAL TO TAX THE ANNUAL INCREMENT IN
VALUE OF SHARES OF FOREIGN CORPORATIONS

What is proposed

Sec, 13 of H,R. 10650 would tax annually U.S. shareholders
of certain foreign corporations on all or a part of the increase
in the value of the shares of such corporations attributable to
the undistributed income earned outside the United States by such a
corporation, to the extent not currently invested by such corpora-

tion {n certain.prescribed property.

The fact that it is the éngzsgggg in ¥f1§g of the shares
owned by the tax ager that is taxed, is confirmed by the ﬁropoaod
new I.R.C, Seec, 85 which provides for the addition of the amount
so taxed to the sta‘utory "pbagis" of the property so taxed. This
evidences Treasur{ recognition that, having taxed this increment
in value before it is realized, it should not be taxed again 1if
and when the property is sold or exchanged.

Treasury's stated objectives of proposal

1) To help reduce the annual deficits in the
United States international balance of payments,

2) To bring about "tax neutrality" /by taxing
immediately undistributed income earned abroad by a
foreiga corporation at the same rate as income earned
in the 1.8, by a U.S. enrporation_7:

a) As a matter of abstract /T.e.,
theoretical/ fairness, and

h) To divert U,S, capital from dusi-
ness abroad to use in the U.S8,
and thercby help employment here,
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(NOTE:s A somewhat contradictory object-
ive 1s seen in the proposed exclusion
of certain classes of such income from
immediate tax 1if currentl{ invested in
"qualified property" in "less developed
countries")

3% To take away from U.S,-owned foreign corpora-
tions_the opportunity to effect tax savings {Tn foreign
taxeg/ through the use of corporations organized in "tax
haven' countries, and

4) To prevent fuaspecified/ tax abuses,

Treasury's arguments as

to effect on our interna-
tional balance of pa{ments
deficit and answers thereto

The present status of the Treasury's arguments is as followss
&) The Treasury has admitted that, for the long pull
the present proposal would have an adverse orfece

on our balance of payments position, and

b) The Treasury has admitted that the figures it
originally ugsed to support its argument omitted
factors which are favorable to the position
presented by business,

¢) The Treasur{ still argues that the outflow of
cash from the United States as a result of U.S,
business investments in Western Europe (and
apparently, Canada and (?) Japan) will, in Gho
aggregate, exceed cash inflow resulting from
such investments during the ensuing 10 to 15
years /The Treasury no longer argues for a
minimum of 17 years, as it did last year7,

d) The Treasury still argues that our balance of
payments deficits are so serious that we should
enact this proposal regardless of any long-term
adverse consequences,

e) The Treasury argues that the rate of annual cash
inflow from U,S8, business investment in Western
Burope, etc. 1s lower than shown by business in
its testimony, disagreeing both as to statistics
and conclusions drawn therefrom, and
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f£) The Treasury argues that the present pro-
posal would force immediate payment by
foreign corporatinns of larger dividends
to their U,S. parent companies and therebi
help reduce our balance of payments deficits,

The aaswers of business to the foregoing have been presented
in great detail to both the House Ways & Means Committee and to
the Senate Finance Committee, Facts have been submitted as to
overseas business operations of individual U.S. organizationsj
statistics of similar operations of groups of such companies
having both domestic and overseas operations; and studies and
analyses of statisties of overseas business operations of U.S.=
owned companies, including special studies made by the Department

of Commerce,

It would be a monumental task fully to summarize and docu=
ment all the evidence already presented, inecluding all the additional
information {et tu be presented during ihe coirse of the present
hearings., It may be of some value, however, to highlight the im-
Eressions derived from the evidence and arguments already presented

y business (including the reports of economists) regarding the
arguments of the Treasury summarized above,

Since the Treasury admits that the proposal would, in the
long run, have an adverse effect on our international balance of
payments position, there is no difference of opinion in this regard.

It has been pointed out, however, that the Administration
has given no indication how long it may be before overseas military
expenditures and foreign aid cease to be the greatest factors in
our overseas balance of payments deficits. Hence, it is not clear
that the long-term view can safely be ignored, The increased cash
inflow that would hereafter result from present business investe
ment overseas may still be badly needed when it does become availe

able.

There 1s a wide difference of opinion as to how long a period
of time would elapse before a current reduction in U,S, business
investment overseas (in those markets where the greatest opportuni-
ties for profits exist), would adversely affect our balance of
payments, and the magni%ude of such adverse effect,

Both sides can not possibly be correct in their conclusions
as to the foregoin% and there is a striking difference as to the
facts presented, ﬁe evidence seems convineing that the cash inflow
from overseas business investment will exceed the outflow in a far
shorter time than alleged by the Treasury. Aside from the statlisties,
this conclusion finds support in the fact that U.S. business makes
these investments in the expectation of quicker payouts than
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computed b{ the Treasury. Business must reach correct decisions
in such matters or fail -~ it can not make.up deficits and errors

of judgments by levying taxes,

The evidence likewis¢ supports the view that business is
correct in attributing a far larger portion of our exports of
manufactured products to the effects of U.,8., business investment
abroad' than ¢ Tronsnr{ now admits (after having omitted this
factor from its calculations last year). Finally, on this point,
ve have found. nothing in the Treasury's statements that convinces
us that it is correct in asserting ¢ at‘luch'oxgortl'arO‘lcrghly‘
offset by imports of goods manufactured abroad by U.8. owned '

establishments,

. We f£1ind unconvincing the Treasury's assertion (not dacked up
by any figures) that the very large amount of U.8. exports to U.8,
owned subsidiaries in Western Europe, and exports generated by
such subsidiaries, are largely ofrso‘ by U.5. imports of goods
manufactured there by U.,8. owned subsidiaries, ; o

- To begin with, the amount of those imports is so small’that
it can not possibly offset such exports, The Department of Commerce
study (of Undersecretary Gudeman ungol961) shows imports (other
than paper pulg and foodstuffs) $rom $ of the U.S. owned manu-
facturing subsidiaries in Burope as followss

1959 $208 millfon <= 1256 = $260 mlliion
1960 § 90 " - 1256 = g113 . "

These imports include (and are believed- to coneist largely
of) automobile parts and automobiles, This confirmed by the corres=
gonding decrease in the total (world-wide) passenger automobile -
mports (from both U.S. subsidiaries and foreign-owned producers ==
assumed to be almost entirely from Europe) as followss .

1959 $735 million
1960 $513 million

The foregoing statistics show the very small amount of imports
of products from manufactur subsidiaries in Western Burope and
the striking reduction (in 1960 as compared with 1959) in the amount
of such imports and the corresponding reduction in total passeuger

automobile imports,

The figures as to automobile imports illustrates how seslous
is the competition from Weatera Burope, and how much more important
is to cope with that, than to attempt to stifle U,8. expansion 1ia
Burope, for fear that 1& competes with U.8, exports to that warket,
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1t Suroiun competition can thus penetrate the market here; Us$. ..
production and sale of goods abroad is not the real obstac o',sg
sale of U.8, products abroad, In other words, although U8, -

business can sell in Wutom‘zurogo large quqﬁt tiea'of ‘the goods
it produces there, no facts have been introduced by the Treasury: " "

to support a reasonable inference that, were it not for the come
petition of such U.8. establishments ’uﬁ: :
of such sales would be made by;o‘qurm?;bgm.s:."proagogul T

oad, ‘a substantisl portion

FREREPEERL S
"'The foregoing deals p:’-iniarn{‘éit{i: fho‘tlgéai;x:y!—:ﬂb?;nginogf“_;‘i
vant to export ‘of “Jodbs®

peyments arguments, but also is re
slogan discussed further below,

Conclusion as to balance of

" There.are only
this objective with M

points in the Treasury's adpyments as to .
ich.we agrees = . N

[2)  That, duriag t
fromfeach new business

We arp left wit é; Tr ;
demonstrateq that U,S . abroad (w
in Western Eyrope) has-fiad or will y. in the pggreggte, an yYhe
favorable effigct on our balaace o ents, | | / .
_Surely n hi‘f has beeén adduced op this| suf
y

convincing to tify the p sed radital an
our taxing system\ in the face o

evidence as to the“qotual economie resul
system,

Tax Neutrality

' The Troasury's next objective 1ikewise 1s a new c@, vith
the @ft~reiterated title of "tex neutrality,” . - gt

BEST AVAILABLE COPY
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What the Treasury is advocating

The Treasury advances, as one of the motives for its pro=~
posal, the need for "tax neutrality."

gﬁis is the»theorg that, in the case of a foreign corpora-
tion 50% or more owned by U.S. persons, income earned by it

abroad should be taxed currently to its U,8, sharsholders at the
same rate as if earned in the United States by a domestic (1.e.,

U.8.) corpqratiqn.

Comments on the Treasury's theory

This 1s very different from the basic principle that property
or income of the same kind within the same country, state or muni-
cipality should be taxed substantially alike. A property-ovner who
can show that his property is assessed at more than his neighbors?,
in proportion to true value, may be entitled to relief on grounds
of tax equality, However, no court would hear a plea that his
frOperty was unfairl{ assessed in relation to the value of property

n another state or taxing jurisdiction.

Why should the income earned outside the United States by a
foreign corporation be taxed at as high a rate as if earned by a
corporation operating here in the United States, enjoying the
grotection of the flag and all the tax-paid benefits flowing to

t from Washingtoa?

The Treasury has not brought forth any arguments which con=
vince us that this is a self-evident truth, 'Mere rephrasing of
terms such as "tax neutrality," "tax equality," etc., do not con-
vince, This is stressed, because the Treasury's arguments revolve
to a large extent about Its assumption that what it calls "tax
neutrality" i1s so obviously fair as to need no justification,
However, no one who hears and reads the statements of men experienced
in international trade can doubt that they are convinced that all
the circumstances surrounding the earnings of such income, includ-
1n§ greater business risks and competition from traders of other
nations which give genuine inceatives to promote overseas business,
would justify taxing such income at a far lower rate than is paid
by a domestic corporation on its income earned right here at home,

That i1s the view of U,S. business men engaged in international
trade, What does the U.8, business man engaged in business here
at home think -- does he complain that it is uafair not to tax the
income earned abroad by a U.S. owned foreign corporation at as high
a rate, before 1t is brought home, as the income earned at home by

his domestic corporation? oo
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Despite all the unfavorable (and atrikinglg identical) pudb-
licity in the press regarding "loopholes" and "abuses" (includi
the sad but irrelevant story of the Venezuelan race track winner ’
no segment of U.S. business has, to our knowledge, expressed
support for these proposals for legislating "tax neutrality,"

Resentment of real, and more often fancied, competition
from abroad does exist, and this resentment probably could be
channeled into complaints about alleged tax unneutralit However,
this is not iet evident, What is resented is the ﬁgg¥§§ixign,
vhether forelgn owned or U.,S, owned, and the U,8. business man 1s
not interested in abstract theories of "tax neutrality" if they .
vould not reduce that competition, And how could they? If a
foreign-owned producer can sell his overseas products here, without
bearing any U.S. tax burden on his overseas manufacturing income,
how would 1t help the U.S. company suffering from this competition,
for the U.S.-owned producer to be penalized in the name "tax
neutrality"? It would not immediately cut off the supply from that
source and, by the time that it was curtailed, the foreign-owned

producer would gladly step into its place,

80 -- domestic business has not, as s matter of fact,
supported these proposals, and it can be shown that they would not

prove helpful to such business,

The foregoing is intended to cover the Treasury's argument
of abstract justice or fairness in support of its "tax neutrality"

objective,

"Tax neutrality" to
divert capital to use
in the United States

Treasury!s stated objective

Aside from the abstract theory of "tax neutrality" as an
objective in itself, the Treasury argues that it would divert U,.S.
capital from use in the highly industrialized countries (Western
Europe, etec.) to use in the Uaited States and thereby increase
U.S. employment of factory labor,

Treasury's arguments in support
of proposal and answers thereto

The Treasury argues thats U.,S. capital is now going to
Europe, etc., in preference to use in the United States; if this
capitaf vere diverted to the United States it would make more Jobsy
and "tax aeutrality" should, therefore, be legislated, so that
capital, belag frea of incentives to go to Europe, would decide in
favnr nf Javestrment ia the United Stutes.
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We do not believe any of this is correct,

1) JIf there is no shortage of capital available
for nnyufroritablo use in the United States, the pur=
pose would not be served by diverting capital here.

. 2% “If there are ample productive facilities here,
in part 1dle snd unused, increases in such facilities
would not make more jobs,

_ _Bither the Treasury is wrong or the surprise ally of business
in this regard, the AFL-CIO, is wrong. This is an astonishing situe
ation, but on this issue the AFL-CIO is in harmony with business,
The AFL-CIO statement introduced in these Hearings on April 3, 1962
2K1Hr. Stanley H. Ruttenberg, contains:the following statements on

8 subject:

"In determining what should and should not
be done to come to grips realistically
with our economic growth and balance of
saiments problems, a number of widespread

alacies need to be exposed." (p, 2 of
his statement).

"Is it true that American business needs the
tax credit to help finance new investments
because otherwise funds would not be availe-
able?" (p. 2)

., .much of our productive capacitz i/ still
1dle because of lagging domestic demand,."

(p. 3)

"Larger capital outlays are ng* boini deterred
because of any overall lack of availabdle
private investable funds,

On the contrary, savings available for capital
formation are substantial, Actually many
businesses now finance new plants and equip-
ment solely with their own "internally"
generated funds - ... In 1961, this internal
cash flow actually exceeded last {oar'c total
outlu{ for new plant and equipment by 6%."

(pe &

MAccording to the Council of Bconomie Advisors,
about two-thirds of our mannfacturininoxportl
are accounted for by the metal, machinery and
transport industries. Yet, it is precisely
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the major companies in these industries that
. are most generously endowed with internally
genersted funds available for capital improve-
ments, In fact, in recent years thog have
seldom been forced to sell stock or borrovw to
meet their new investment needs.” (p. %)

"The findings of the Wall Street Journal's surs
vey support this conclusion completolg. It
found many conceras are now worried 'by excess
capacity, which makes apending large sums of
money for new machinery seem to them a dubious .

roposition regardless of tax lawa."” As one

usiness executive put it, 'the problem now
is trying to find markets for our present
production, not getting money to make more.'"

(p.
Many business witnesses have testified to the same effect,

Conclusion as to the need to divert
capital to the United States

There is no need to force U,S. capital to choose domestic

investment in preference to foreignl the sugpli of capital is
ample for both; all that is needed is opportunities to invest

profitably.

Increased capital available for investment here would not,
of itself, create more job opportunities,

Hence, "tax neutrality," even if effective in discouraging
business investment abroad and forcing capital to remain here,
would not thereby increase domestic prosperity or jobs,

Prevention of tax savings through
"tax havens" as an objective in itself

The bill does not use or define "tax haven" or "tax haven
ogorations " and neither has the Treasury, although the latter con=
stantly an& repeatedly uses the term as‘if it connoted something
evil, It will be necessary then, first to deal with the Treasury's
attacks, and then relate them to the provisions in the bill,

The Treasury's position as
to "Tax Havens"

‘First, what does the Treasury ﬁean‘b{ "tax havens"? It never
has given a definition, and in the legislation it has drafted from
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time to time it has avoided the term, while proposing therein
different tests for what it calls by that name in its attacks,

Next, what results from the use of a "tax haven" corpora-
tion instead of any other foreign corporation? Under existing

lawvs

1) 1Income of a foreign corporation 1s taxable
to its U.S. shareholders when distributed and not
before -« regardless of where it 1is incorporated --
hence, what 1s the bagis of the charges of "tax
avoidance," and worse, leveled at sn-called "tax
haven". corporations organized ia countries such as
Switzerland and Panama, Are they enemy territories?

2) If the income of a foreign subsidiary corpora-
tion earned abroad is taxed at a low average rate, it
means that when it pays & dividend, 1ts U,S. parent
company will pay more U.S. tax per dollar distributed
to 1t, than it would on a dividend received from a
subsiéiary paying foreign taxes oa its income at a
higher average rate. Is that bad for us?

It 1s exasperating to deal with insiauations and vague
charges. The fact that a foreign corporation minimizes 1t foreign
taxes 1s referred to as something somehow evil, that somehow
Justifies our taking steps to penalize and put an end to 1it.

There are two answerst

If there is a violation of foreign law, b{ a foreign corpora=
tion, in a foreiga jurisdiction -- should we attempt to legislate
against 1t -- in the absence of protest or request from the foreign
government? Has our State Department of Commerce been asked its
views in this regard? If not, is our Treasury Department justified
in its attacks and in 1its use of this argumeat in support of its

proposals?

The second answer to these attacks is better and more in keep=
ing with our American way of looking at things -« we are interested
in business morality for its own sake, but here, rortunatel{, there
is no moral problems A foreign corporation can keep down its tax
rates, by good business management, not only within the letter of
the laws of the various foreign countries involved, but also within
their spirit, Foreign governments, recognizing that taxes can come
only from earnings, are in many cases willing to cooperate. A lower
tax that is collec is better than a higher tax, avoided by not
doing business in thet country, Their tax authori&ies 'strangali
enough, think not only of the rate of tax or how much.‘ax they will
collee€ from the taxpayer, but also of the business the taxpayer may
generate, if assisted rather than penalized,

.....

PR
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Conclusion as to "Tax Havens"

Penalizing a "tax haven" corporation, or rather its 0.8,
stockholders, is not an objective in itself -~ therefore there
are, and can be, no arguments in its favor as an objective, but
merely in favor of such penslties as a means of attaining some

real objective,

The Treasury has made no showing that penalizing U.8. owners
of a "tax havean" corporation is, in itself, a worthy objective,

All the arguments it advances and examples it gives, are irrelevant

to that subiect. The abuses the Treasury cites can be dealt with
under existing law, and are only reasons wh{ the law should be
enforced -- not why the owners of a corporation organized in a
country with a low tax rate should be penalized for that reason alone,

Provisions of the bill intended to
strike at the Treasury's latest
concept of "tax haven" income

The bill "lumps" a number of very dissimilar classes of income
for penalty treatment:

1) Income from insurance and reinsurance of
U.S. risks, as to which nothing further will be said
except that the proper place for this to be dealt with
would be the sections of the Code (Secs. 861 and 862)
defining income from sources within and without the

United States.

2) Income from foreign patents (called, in the
bill, "United States patents"), copyrights and ex=-
clus{ve formulas and processes (discussed further
below), which may have nothing to do with anything
resembiing a "tax haven,"

3) 1Income from multi-country selling and trading
activities, which would ogerate effectively as an
ANTI-EXPOR* device, penal zinf the sale of goods pro-
duced, for example, in the United States by a U.S,
parené company, and thereby favoring production abroad
or purchase from forelgn producers,

It likewise would force compartmentalizing

U.8. owned operations in Burope, at the very
moment when we are forced to face Couuwon Market come

petition, and finally, i
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4) Passive income, such as dividends, interest,
rents and similar items, which may represent invests
ment income fron prOperéy not connected with the
foreign corporation's business, or may flow from
gro erty used or held directly in connection with such

u

§11688,

Our coancern is with the second and third of these classes o

income, The Treasury's general attacks on what it calls "tax
haven" operations do not present any pertinent reasons why such

income should be singled out and penalized, On the other hand%h .
edr

a mere analysis of these progoaala, and some reflection as to
consequences, should be sufficient to reach a coaclusion whether
the harm they obviously would do to our overseas business, would
not outweigh any theoretical advantages that might be imagined,

Some comments might be in order - regarding, for example,
the fact that the "tax haven" penalty applicable éo income from

selling activitiss abroad in more than one country is not applicable

if sales are made only in the country of incorporation, This is
part of the "tax haven" witch hunt -- there is some magic about
conducting business outside of the state of incorporation -- so
off to the stake with the witch, Is this reason or modern day
superstition -- or the new 1solationism?

As for the "United States patents" -- under the bill, they
can only be foreign patents. If really U.S. patents, the income
therefrom would be U,S. income when received, since éhey run not
beyond our borders, Here there is a compounéing of the error of
grogosing to tax U,S. shareholders oan what 1s not their income,

y taxing them on an amount which may be derived from what has
long been the property of the foreiga corporation -- perhaps
even purchased from an unrelated person.

The numerous objections to the treatment of the two ¢lasses
of income discussed above as "tax haven' income, and therefore
deserving of immediate confiscation to the extent of 52, have
been presented at great length by others appearing at these heare
ings, and need no further emphasis herein,

Technical Objections
and Problems

No one can fully foresee or foretell all the difficulties
inherent in these proposals, It can be said, however, that any
tax based upon unreceived income earned and retained abroad by
foreign corporations can not, as a practical matter, ever be
equitably administered. It would be considered untﬂinkablo not
to have the Internal Revenue Service investigate the tax returas
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and underlying records of all large corporations here in the
United States. That is a big task, but any comparable investiga-
tion of the returns and underlying records of all the U,S. owned
foreign corporations all over the world would present a far

greater task.

Until examined, a U.8, corporation having foreign subsi-

diaries could never know the extent of its U,S., tax liability,
. Such uncertainty is a handicag to business planninf, and would be

an additional handicap in meeting foreign competition in world

markets,

A great many objections have been raised to specific aspects
of these provisions for taxini in advance what is not the tax~
gayer's income, These criticisms relate to the manner in which

he determination is to be made whether the penalty tax applies,
1ncludin§ the "catch-all" provisions (of the proposed new I.R.C.
Sec, 953) for taxing the U.S. shareholders on all undistributed
income of the foreign corporation not already taxed to them,
unless invested (by the foreign corporation) in certain pre=

seribed ways,

These are questions as to the way the victim is skinned --
the baslic question 18 --~ 1s the penalty deserved and will it help
his fellow citizens? How much further will this grocess go, in
the attempt to control business life through taxation of what is
not income of the taxpayer? Will domestic corporations be the
next object of attack, taxing majority stockholders on the divi-
dends they did not receive, if the profits of the corporation are
not invested as required by OGovernment! How about taxing share=-
holders of o1l companies on their share of depletion allowances

on foreign operations?

Part II

PROPOSAL TO GRANT ADDITIONAL AUTHORITY TO
THE TREASURY TO ALLOGATE TO U.S. TAXPAYERS
AN INCREASED SHARE, OF ACTUAL (R ESTIMATED
INCOME ARISING OUT OF SALES TO OR PURCHASES
FROM RELATED FOREIGN CORPORATIONS

Existing law and the Treasury's
administration thereof

There has long been in the law a provision ("old Section 4§,"
and now I.R.S. Sec, 482) 5ranting the Treasury authority, in its
discretion, to "reshuffle" income and expenses when, in 1ts ais-
eretion. 1t considers this to be necessary® in order to Provont
evasion of taxes or clearly to reflect the income of any" person.
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This 1s a powerful weapon in the hands of the Treasury, but it
has long neglected it, having heretofore applied it in relatively

few instances.

8ince the enactment of the present I.R.C. Sec. 6038 the
Treasury has means of obtaining all the information it needs for
the application of these provisioas (of Sec. 482) to correct aay
improper shifting of income from a U.S, taxpayer to a related
foreign corporation. (The latter, incidentally while improper and
resulting in an actual "tax deferral,! does ng% result ih a per=
manent escape from U,S, taxes, as such taxes willl be payable as
and when the U,S, shareholders of such a corporation realize any

income therefrom,)

The Treasury complains of difficulties it has exgerienced ia
the past in applying the provisions of Sec. 482, both in makin
adjustments thereunder and sustaining them in the courts, 4s to
the latter, we have analized every reported court decision, and

the reasons for the Treasury's failures may clearly be seen there=-
from. There is no evidence of any weakness in existing law,
Neither is there any indication that the result in any of these
cases would have been differeat had the present law been in effect,
save in one particular: where the Treasury has proposed an in-
crease in tax as a result of "shifting" income to the taxpayer,
without indicating the extent that this arose from understatement
of income and/or overstatement of expenses, the Courts have upheld
the existing statutory requirement that thls be done, whereas the
frOposed addition to Sec, 482 would permit an adjustment of pet

ncome from such intercompany sales,

8o much for past history.

Scope of the proposed addition
to I.R.C. Sec, "’82

The proposed addition to I.R.C, Sec, 482 is 1imited in scope
to profits and commissions derived in connection with sales of
tangible property between related domestic and foreign persons
(including, of course, corporations).

Pricing of Inter-Company Sales

The bill states principles to be observed by the Treasurg in
determining what are to be considered as "arm's length prices.
Where the taxpayer can not establish such prices to the satis-
faction of the Treasury, the latter would have authority to adjust
the income of a domestic (U.S,) person selling goods to or buying
goods from a related foreign person by taking .
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into consideration certain specified factors, within and without
the United States, and other factors, "including the special risks
(1f any) of the market in whiech the property is sold,"

In lieu of such method the Treasury would be required to use
any other method which the taxpayer could establish "to the satis=~
faction of the Secretary or his delefate" as clearly reflecting
the income of each organization involved,

The specified factors to be taken into consideration as set
forth above would te:

: 1) Real property and tangible personal property,
whether owned or leased (but pot including inventories
or accounts receivable from customers), to the extent
used in the production, distribution and sale of the

goods,

2) Compensation of officers and employees, to
the extent attributable to the production, distribution
and sale of the goods, and

3) Advertising, selling and sales promotion ex=
penses (including technical and servicing expenses) "to
the extent attributable to the property.”

Such property would _be valued at its adjusted basis "in the
hands of the taxpayer" /Query: What about leased assetsf’ "...
or, if such basis 1s not available in the case of a foreiin_or aniza~
tion, then their book values, adjusted to approximate their adjusted

basis,"

No portion of the income would be allocated to a foreign
organization "whose assets gersonnel, and office and other facili-
ties which are not attribu&a le to the United States are grossly
inadequate for its activities outside the United States."

The Treasury also would be authorized to prescribe rules,
for the purpose of the foregoing, and also "for the allocation of
commissions arising from sales o} tangible property!" between domestic

and foreign organizations.

The Internal Revenue Service would be permitted, in case of
inability to obtain the required information, to gg%;ggff the amount
of income from such intpr-comgany transactions and to allocate the
amount so estimated between the related organizations.
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Commentsi

The specific statutory exclusion of inventories and accounts
recel vable from customers from the factors to be taken into con-
sideration 1n making the allocation would work hardships in many
instances, Furthermore, this exclusion would take away the in-
centive otherwise available to an organization engaged in the
distribution and sale of goods abroad, to purchase U.,S. products
(requiring a larger stock of goods), Instead of goods which could
be obtained upon shorter notice from suppliers in the same country

or a nearby country,

The problems, difficulties, and expense of determining the
Q%anﬁf of the enumerated speciric fuctors would be tremendous,

would not be enough to determine the of the property and
expenses of the kind specified, within and without the United States,
It would be necessary to determine what portion (amount) of such
property and expenses were "attributable” to the amount of the
-particular goods sold (or gurchased), for which a pricing adjuste=
ment might be proposed by the Treasury.

As stated above, the Treasury already has, under the existing
Sec. 482, full authority to do all that is proposedywith the oxception
noted, which can readily be showa to be of no practlcal significance,

It 1s the conceasus that, uatil the Treasury has had a sub=
stantial amount of experience In administering the existing Sec, 482
under (a) the existing provisions (of I.R.C. Sec. 6038) roquiring
detailed information to be furnished by U,S5, corporations regarding
related foreign corporations and (b) the Regulations which it has
éust promulgated, for the first time, under the existing Sec, 482,
he principles suggested (but not pue into the form of specific
rules) in the present bill should not be crystalized into law by
incorporation in the Internal Revenue Code,

In the meantime, a thorough study should be made of the possi-
bility of some specific for pricing intercompany sales (for
inclusion in or along wi «R.C, Secs. 861-864), which could be
relied upon by taxpayers, thereby affording them some degree of
certainty} unavailable under either the present or proposed pro=

visions of Sec, 482,
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Part III
PROPOSAL TO INCREASE THE AMOUNT

OF U,S, TAXES ON DIVIDENDS RE-
CEIVED FROM FOREIOGN SUBSIDIARIES

What is proposed by the Treasury

This Treasury proposal, which would increase the amount of
U.8. taxes on dividends received from foreign subsidiaries, is in
the form of a provision that a U.S, corporation which claims the
"deemed paid" foreign tax credit with respect to dividends re~
ceived from a foreign subsidiary would be required to include in
its income subject to U.S, tax, in addition to the amount of the
dividend it actually received, the amount of the foreign taxes
paid or deemed paid by that subsidiary (to foreign governments)
vith respect to the total income out of which it paid both such
taxes and the dividend. The credit would then be computed on the
hasis of this artificially inflated iacome.

The Treasury's position
regarding "gross up"

The Treasury proposal is designed to give effect to its
newly-invented theory of "tax aeutrality," in this instance
primarily as a means of achieving abstract justice. It brushes
aside the objection that its radical new method of computing the
foreign tax credit disregards 40 years of experience with the pre-
sent method, on its further theory that this was somehow an over-
sight of 311 previous Congressional tax committees and Secretaries
of the Treasury. It chooses to ignore the fact that a bill introe-
duced in the 86th Congress to eagraft the 'gross up" concept into
the foreign tax competition, was not tavorabI{ acted upon by the
Ways & Means Committee after hearings in April 1960, only two

years ago. -

The Treasury alleges that the present method allows both a
deduction and .a credit for the same foreign tax., All the Treasury's
structure of defense rests on a conclusion (which we believe
erroneous) which it draws from a mathematical computation.

Answer to the Treasury's arguments

We draw a contrary conclusion from the same facts as used
b{ the Treasurx in its computation, which we believe should con-
vince anyone that there is ng% both a deduction and a credit
allowed under the existing method for any part of the foreign income
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tax allowed as a credit.... Only that portion of the foreign

income tax which has been paid with respect to the income actually

received by and taxuble (usually at 52%) to the U.S. taxpayer, is

allowed as a credit. This can readily be seen from the figures

used in the Secretary's own "Explanation" (p. 56 of the g; nted
o

edition) given in connection with his appearance before Ways
& Means Committee last May and June:
1) Foreign corporatioa B earns in country X $100,00
3) B pays income tax to country X 20,00
" 3) B pays balance of income as a dividend to
: the owner of its stock, U.S. Corporation A $ 80.00
4) A's U.S. tax on 8§80 at 52% 1s $ 41.60
5) LESSs Credit for foreign tax on the
$80 paid to A (at 20%) 16.00
6) U,S, tax payable by A (net) $ 25.60
‘

From the foregoing it is clear that:

1) A is taxed at 52% on the full $80 that it
receives from B,

2) A gets credit only for the foreign tax paid
by B on the £80 of income it pays to A.

3) A gets no beanefit from the §4 of foreign income
tax paid by B on the $20 nf income B uses to
pay its (B's) foreign income tax.

Where 1s the double benefit to A? Why should A be taxed, as
proposed in the Secretary's "Explanation," on the $20 it did pot
and never can receive from B?

There 1s no such inequity here as to require the proposed
radical change in a method which has been in effect for some 4O years.

Mang billions of dollars have been glaced at risk abroad by
American business in reliance upon the existing method of allowing
credit for foreign income taxes, 1s this to be overturned over- .
night, merely because of theoretical considerations? This change
would mean little to U,S. owners of foreign corporations operating
in Canada, the United Kingdom, France, Germany or Japan (because
of their high tax rates), but would hit hardest those having
forelgn subsidiaries in, for example Latin America, or partially
developed countries 1ike the Mezzogiorno region of Italy,
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Hence it would, in most instances, conflict with the President's
avowed purpose of encouraging U.8. business investment in "less

developed countries."

This is a vital point, with respect to which there has been
the greatest amount of misinformation, both in the press and in
statements by individuals whose duty {t 1s to know whereof they
speak, or to keep silent.

Conclusion

The "gross-up" proposal, if adopted, would impose an in=
ecreased burden of U.,S. taxes on dividends from income earned
abroad -- one of the inflow factors which helps to overcome the
deficits ia our international balance of payments created by our
overseas military expenditures and foreign aid programs,

The proposed change would be unfair to business, which
for many years has relied on continuance of the present method
of computing the foreign tax credit (as well as the long-standing
polic{ of our Government to encourage overseas expansion) while
investiag billions nf dollars in business activities abroad.

The present method does not allow any U.S. taxpayer both
a deduction and a credit for the same foreign tax, and it pro-
vides that every dollar of foreign dividends recelved (but not
more) is to be included in taxable income and taxed at the full
U.S5. tax rate, subject, however, to credit for not more than the
amount of foreiga income taxes actually paid with respect to the
full amount of the dividends received,

for
We fird no sound moral or economic reason/the change in
method initiated by Congress over 40 years ago and unchanged

siance thea.
Qver-All tonclusions

Our over-all conclusion, in the light of all the statements
of witnesses and others , heard and read, is that our overseas
business contributes so much toward our economic welfare (includ-
ing the minimizing of our international balance of {ayments deficit
situation) that it should be aided rather than penalized,

It is the personal view of the writer that our long-standing
policy of expanding overseas operations (which has paid off so
handsomely over the years) should be contianued and strengthened,
rather than abruptly discontinued, 1Ia fact, the writer goes
further, and repeats a recommendatio.: made many times in past years:
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income from the manufacture in the United States of goods sold

in export (for use or consumption abroad) should be taxed at

than the full U.S. fncome tax rates, And it is his firm conviction
that the resulting uxpansion of exports, and consequent increase

in employment and gross national produceion, would increase over-
all tax revenues mores than enough to offset any loss due to the

recommended rate reduction.

We have concluded that the Treasury has failed to justify
its rsdical proposal U.S. shareholders on the
undistributed overseas earnings of foreign corporations, on the
basis of any of its asserted objectives,

We are convinced that it would be unwise to enact at this
time the proposed extension of I.R.C. Sec, 482 (1ntercompnng
pricing not formulae), before the Treasury has had
more experlence ac@uallg administering the provision of the pre~
sent Sec., 482 with the help of the additional information now
available by virtue of I.R.C, Sec, 6038, (Incidentally, we
believe that the Treasury neither needs nor would, in practice,
ﬁgén)any net benefit from the proposed addition to I.R.C, Sec,

Finally, we are convinced, for the reasons heretofore
stated, that Qhe proposed radical change in the method, in use
for more than 40 years, nf computing the foreign tax credit, is
neither just nor Justifiable.

Much more could be written regarding technical problems
(including Constitutional questions) raised by the bill as

drafted, and the heav{ burdea of labor, expense, trouble and un=-
certainly which compliance and verification wouid impose on poth

- taxpayers and the Treasury.

We feel, however, that the only sound test to be applied to
measures such as these, intended to be for the common good, iss

Will 4t accomplish
that objective?

If we believed that these new devices would work and be
for the common good, we would support them wholeheartedly,

th We do not believe they would, and so we dn not support
am,
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Detroit Board of Commerce. |
Take a seat, sir. ‘

STATEMENT OF RAY R. EPPERT, PRESIDENT, BURROUGHS CORP.,
AND VICE PRESIDENT, GREATER DETROIT BOARD OF COMMERCE

Mr. Eppert. Mr. Chairman, my name is Ray R. Ep%sert, president
of Burroughs Corp: and vice president of the Greater Detroit Board
of Commérce. ' ‘ ‘ 2
I am testifying today on behalf of the board of commerce, which
is & nonprofit organization incorporated under the laws of the State
of Michigan. e statement we are presenting pertains to the sec-
tions of H.R. 10650 which deal with the taxation of income earned
abroad by subsidiaries of American corporations.

It is our opinion that this bill, if enacted in its present form, would
materially decrease the ability of American business to oom%gte in
the world market. It becomes increasingly apparent that the United
States needs the world market more than the world market needs
the United States and, if any action is taken which weakens our com-
petitive posture and prevents maximum development in this world
market, 1t is certain that severe repercussions would occur in our do-
mestic economy.

Adequate job levels, a satisfactory balance-of-payments position,
the attainment of an increasing export surplus, and the production
of increased business earnings which will maximize the U.S. Treasury
tax revenue are all dependent upon American business maintaining
and improving its present competitive position in the world market.

We emphasize this point because it is the one essential fundamental
that is involved in the proposed program.

For this reason, the hearings now being conducted by your com-
mittee are crucial insofar as U.S. foreign economic ;)olicy is con-
cerned. We use the phrase “foreign economic policy” rather than
“foreign taxes” because this committee will shortly be dealing with
H.R. 9900, the Trade Expansion Act of 1962, which will establish
& new basis for trade and tariff relationships with other countries
of the free world and, particularly, the Common Market.

We do not think it is practicable to finalize tax legislation involv-
ing business both at home and abroad withoiit first considering the
legislation which will be proposed on tariffs and trade. The definite
interrelationship makes this a two-sided coin and a unilateral ap-
proach to, either taxes or to trade withéut proper consideration of
the other would take a fundamentsl problem out of an essential total
context., - - : ,

‘We feel that Congress has the ogpox"'tii‘nit in this session to create
an excelleit dlimate for sti‘bnf U.S. economic growth or, conversely
to pass legislation which could, in the long run, reduce fh‘e'Umte(i
States to & second-class econotilic power. A combination of the wrong
tax and the wronﬁ trade conclusions could do just that. We have
every confidence’ that this will not happen and that this committee
and the Congress will work to achieve an effective overall foreign
economic policy. = B | " -

The CrARMAN. The next witness is Mr. Ray R. Eppert, Greater
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We firmly believe that sound foreign trade legislation must be
predicated on a preservation of the freedom to move capital for the
most advantageous development for the United States of the forei
market potential. It is basic to say that this invested capital and the
overseas economic effort it generates for the United States should be
allowed and encouraged to grow. It should not be subject to attack
by ’l&unitiVe tax measures directed against U.S. foreiﬂx subsidiaries,

-The talents and abilities of the several thousand American com-
panies with substantial international interests represent priceless shock
troops to spearhead the drive for free world economic growth and for
the forward progress of America's economy, in particular. These
companies are providing technical assistance; they provide the great-
est motivating force available to the United States for the maintenance
and the improvement of living standards of both the developed and
underdeveloped countries of the world, y

It is our belief that progosals for current taxation by the U.S. Gov-
ernment of income earned by subsidiaries of U.S. companies operat-
ing in other countries, whether or not dividends are remitted, at rates
higher than those established by the country in which the income is
earned would (1) greatly weaken the competitive position of Ameri-
can business versus foreign-owned business in the world market; (2
seriously reduce the rate of new private investments abroad throug
lower availability of foreign-earned income for reinvestment, or pro-
duce an unfavorable effect on the U.S, balance of payments if the rate
of foreign investment is maintained; (8) the proposals would elimi-
nate the incentive for American companies to organize overseas op-
erations so as to have (a) the lowest tax base abroad, () the largest
amount of retained earnings for reinvestment and remittance to’the
United States, and (¢) the lowest foreign tax credit as earnings are
remitted to the United States thus maximizing taxes for the U.S.
Treasury; (4) the proposed changes would reduce our favorable ex-
port surpius;_ (8) reduce domestic employment and retard future job
security and growth; and (8) require even larger expenditures of
U.S. funds for foreign economic aid to offset the reduced rate of

rivate investment thus creating a still further adverse effect on the

alance of payments generated by Government aid programs,

We believe we should not overlook the fact that all countries in
which American foreign subsidiaries are located—every one of them—
have their own balance of payments and revenue problems, The im-
position of a U.S. tax on income earned in these countries, not based
on dividend renfittances, could be interpreted as a U.S. move to create
gamaber than normal drain on their resources and could well lead to

x measures there designed to protect their position on balance of
paymerits and revenuie. It seems to us that this might even create
political problems within some of the countries which would be in-

Yolved and the action might be considered as U.S. economic tax
imperialism, ‘ T o

. Underlying the tax proposals, we believe, is a basic misutderstand-
ing of the purpose and function of direct American investment
abroad. These .direct investments are made to take advantage of
potential demand, market demand, to satisf_i potenitial mdtkets that
cannot be served through U.S. exports, Tt has been said again and
again that American business does not go to all the difficaltiés ‘of
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oreating ‘oversea operations if the market chn be successfully served
by the very simple means-of exporting finished commodities.. Ameri-
can business invests abroad in order to create a supply strueture that
will remain competitive with foreign competitors and to maintain and
expand exports of semifinished or finished exports as part of a bal-
anced worldwide marketing effort. - Lo

There is no alternative to American husiness investing abroad if
we are to hold and expand markets for American enterprise, This 18
vital to the maintenance and expansion of: the number of jobs.in
the United States and the attainment of a maximum export trade sur-
plus. Stated differently, this oversea .activity contributes greatly
and directly to our domestic economy. R o

Increasing the cost of doing business abroad would negatively
affect America’s economy. We know of no case, Mr, Chairman, where
& country proposed a program to make it more difficult for its citizens
and therefore itself to com(f)ete with foreigners for world markets.

The committee is already aware of the fact that direct forei
investments have produced a net inflow of funds, thus relieving the

ressure on the U.S. balance of payments. For the period 1950 to

960, the net return to the United States from foreign investments
has been in excess of $8 billion, For the year 1961, a dramatic increase
occurred, and the net favorable flow was $1,0561 million.

. The proposals being studied—I sm referring to dividends only,
sir—the proposals being studied would place an’ increased burden
on our total unfavorable balance of payments position. Much expan:
sion of oversea operations is with income earned abroad and taxed
at lower income tax rates by the country in which it was earned,
The proposed lower availability of such funds abroad might well
accelerate the investment flow directly from the United States. Obvi-
ous!{_ this would result in a worsening of our balance of payments
position, : _ : ' ‘ '

There has been much discussion of loopholes and tax havens. "It
has been well documented in previous hearings that the present In-
ternal Revenue Code contains adequate lprovisio‘ns- for eliminating
any malpractice. Incidentally, to put a legitimate corporation that
isowned by many thousands— o P

Senator Gore. Mr. Chairman$ : : o :

I would like to ask you, you say it hasbeen well documented. :The
Secretary of the Treasury said existing law* was wholly inadequate.

Mr. Erperr: I:would like to'come back to that, if I may, Senator.
- Senator Gore. You could just tell usnow. .. S R

Mr. Eprerr. When 1 say “well documented,” I would su%gest‘ 8
reference to volume 4, June 8, 6, 7, 8; and 9, the hearings on forei
taxes. béfore the Committee on Ways and Means, Theére are a thou-
sands)agesoftestimonythem; o R

Incidentally, to put a legitimate corporation thatis.owned by many
thousands and even hundreds of thousands of stockholders in the
category of a personal holding company ‘in’ their oversea' operations
is, to say the least, somewhat unrealistic. e

The proposals, -if adopted,are an.invitatioh to the countries' in
which the income is earned to'increase their income or:remittance
taxes to U.S. levels. 'This would:transfer the fuhds now available
for reinvestment abroad:or'dividend: remittances:to the:United States
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into the tax collections of overseas countries. The net result is a tax
loes to the United States. It would also retard the rate of U.S. de-
velopment of oversea markets essential to our national well-being.
U.8. exports directly traceable as sales to oversea subsidiaries and
branches of U.S. companieg have been estimated to have been valued
at more than $2.6 billion in 1957. Private estimates indicate these
exports may have doubled since 1957. Undoubtedly they have been
running at & much higher rate in more recent years. Capital goods
exports alone, also due to the purchases in the United States of di-
reot investment enterprises abroad, have recently been- estimated at .
1- billion or about one-quarter. of our total capital goods exports.
us at least one-half and possibly all our recent trade surplus of al-
most $ billion was generated by subsidiaries of American companies
operating abroad. - ' :
We have outlined how direct foreign investment contributes great-
ly to our export surplus, It thus creates jobs in the United States.
Instead of exporting finished products exclusively, American di-
rect investment abroad leads to the exportation of capital equipment,
raw. materials, subassemblies, and component parts. These exports
would not ocour at all if it were not for the subsidiaries abroad.
-There would not be such an export. :
This is in addition to the continued exportation of fully assembled
or fully finished merchandise, much of the latter of a more advanced -
and tachnological‘llmsophisticated nature. The imgortant point is
that without the American direct investment abroad, we would not
be_sl;aring the oversea market to the same degree. That is the vital
poiv., Loy ,
American business does not have a choice, Mr. Chairman, between
_exporting goods made at home, or producing abroad. Unless Amer-
ican business is willing to venture abroad and produce abroad where
the markets cannot be supplied by exports from the United Statﬁ
the gnbw‘;lzlg markets for components, subassemblies, semifinish
capital goods will not be American markets. Also, our exports of
finished commodities dependent on a balanced,-mari:eting program
will be seriously reduced. | 3
. The rapidl developi{lyg world market is the greatest economic fron-
tier and challenge the United States has ever faced, and the develop-
ment of this frontier requires a two-pronged attack—direct exports
and oversea direct investments and operations to generate -added
exports and iricome. - We believe direct oversea operations should
actﬂa*ll{'] catry & top priority in the program to maximize the growth
of the U.S. economy. . S
‘The United States is involved, whether we like it or-not, in an
economic ‘world series and a lot-of games have to be played on the

road and not just in our own ball park. When American business
r the United States on the road

is playing)the game of competition
in those foreign parks, it is obvious that handicaps cannot be placed
on our players which are not placed on our opponents. e
Weare not that good. A 3 :
.I'miﬁht add it 18 vital to the welfare of the United States that we
win ball games on the road as well as at home, : _ D
'If the administration feels that U.S. business operating abroad
should ‘currently be under the same tax burden as when it operates at




REVENUE_AOT OF 1063 2058

“home, auch » position would only be practical at the time when the

U.8. Government is able to negotiato with all industrial nations a
uniform income tax rate while it is negotiating uniform tariff taxa-
tion. Only on this basis would American business remain competi-
tive, o -
Obviously, that cannot be done, and, therefore, any charzge in the
rules of the game would militate against the best ¥ntereuta of the
United States. ’ ,
The CHAIRMAN. Senstor Douglast s
Senator Dovaras. You made a reference on the next-to-the-last page
of your testimony to the alleged tax havens. Is it your contention
that there are no tax havens? . o
Mr. Eprerr. Not for a legitimate business. ,
Senator DoucLas. May I say—— e o
Mr. Eppert. Lot me explain what I mean, Senator, because that
sounds like I brushed off your question,and I did not. o
If an American corporation is able to organize its international
operations and network in such a way that they minimize the ioresﬁn
taxes paid, the net result, of course, is that there is created temporarily
hat can be used to increase the asset

& contribution to working capital t ‘
position of the United States overseas, to increase the business, and
to increase the earnings, and, therefore, bring back— '

Senator Dougras, So it is your contention—

Mr. Ereerr. May I finish, sirf . .

Senator Dougras. Certainly. _ S o .
. Mr.Erperr. Inother words, let us say it has been a temporary work-
mg-ca ital haven. - ' ' o

f it is & tax haven for anyone, because, bear in mind, the result

of doing what I have outlined is to bn.nf back the minimum' foreign
tax credit to apgly against U.S. taxes—if it is a tax haven for anyone,
it is not a tax haven for the business, it is a tax haven for the U.S.

Treasury.

Senartgr Dovaras. Do I understand, therefore, that it really benefits
the U.S. Treasury for companies to incorporate in the Bahamas and
Panama and Venezuela and Switzerland and in Liberiat

Mr. Epperr. It depends on whether or not it is & paper, a sham, cor-
poration, or whether it has substance. S

Senator Dovaras. What isthe difference between the twof

Mr.Eeperr. Sirf : . \ .

Senator Douaras, 'What is the difference? - How would you judge?

Mr. Eppert. Well, is it a going business{ o

The best yardstick I can find for my own thinking, Senator, is the
answer I gave when I was asked that question by some members of
the Ways and Means Committee. - R : -

Senator Douaras. Well, you are asked again. ‘

Mr. Epeerr. What is a sham corporation? S
I said I am not certain I can desoribe a sham corporation, but I
think I can define what a legitimate operation is. A legitimate opera-
tion can very easily be determined by merely looking at the balance
sheeﬁi:nd the operating statement and makglg cortain the money is
WOI‘ 0 / i ) 4

If’th% money i working, it is legitimate, because it is working for
the benefit of the company and the United States. S
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Senator Doveras. Well, I want to say to the witness that this com-
mittee has been very enterprising. I want to congratulate the chair-
man and the staff in pmntu:ﬁthe testimony and the exhibits of the
Secretary of the Treasury and his testimony:. -

Mr. Epeert. T have that here. I wanted tocomment on it.

Senator Doueras. Just a minute, please.

Do you have a copy of these hearings?

Mr. ErperT. Yes,

Senator Douaras. The green book? . -

M:.t Errert. Yes, but I wanted to comment on the Joint Committee
report. , .
enator Dovaras, Just a minute, please, if you will answer my
questions,

Mr. Eppert. Sir?

0 Stenator Dovugras. If you will answer my questions, I would prefer

at, .

Will you turn to pages 224 and 225¢ = . . ,

. And niay I say, Mr. Chairman, I want to congratulate you and.the
staff for printing and making available in the latter part of these hear-
ings'the testimony we rely upon, instead of waiting until later. It is
an ngcellent lidela(éd . ; ‘ ;

ave you looked at those pages

Mr. Erpert.  Yes. : .

Senator Douaras. I ask you to look at page 225. That has the fol-
lowing titles, “Subsidiaries in Selected ‘Tax Haven’ Countries and -
Total in All Countries in 1959 for a Group of 1,075 U.S. Corporations,
Classified by Year of Incorporation of Subsidiaries.”
~Then there are the years, in the left-hand column, and in the succes-
sive columns, the following countries: The Bahamas, Panama, Vene-
zuela, Switzerland, Liberia, all of these countries with very small
domestic markets. ‘

Now, if you will notice, you will see that from 1950 to 1959, there
were 2,285 subsidiaries incorporated in these five very small countries.

Mr. Erperr. No, that is in all countries, Senator. -

Senator Dovaras. Pardon? o
-~ Mr. Erpert, 'Look at the heading. .

Senator Doveras. Yes, I beg your pardon. :
~ Mr. Eprerr. In all countries; that is in all countries, Senator.

Senator Doveras, Yes, in all countties, I beg your pardon. .And in
these five countries there were about 600 incorporated during those 10
years, is that not true? : ’ :

'Ml'. EPPERT. YOS, Sir. ‘ : ' R . ' .

- Senator Dovaras. And the vast majority of these were incorporated
from 1955 to 1959. About 430 of the 600 were in the last b years, is
that not true$ B S

Mr, Erperr. Yes, that is right. o
- Senator Douvaras. In the 10 years from 1950 to 1959, inclusive, there
were approximately 600 corporations:incorporated in these countries,
of which 430 were incorporated in the last 5 years, : '

These are approximate figures. SO .

Isthattrue? '

Mr. Eprerr. Yes, sir. o
Senator Dovaras. Now, then, we comé to 1960 and 1961, -
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Seventy in Switzerland 'in the year 1960; 101 in Panama; 16 in
Venezuela; 61.in the Bahamas; 49 in Liberia., ©
. Now, that is 70 in Switzerland, as compared to 118 in 10 years; 101
in Panama in 1 (year, as compared to 200 in 10 years; 16 in Venezuela
in1year, as comiared to 126 1n 10 years. ‘

Sixty-one in the Bahamas in 1 year, compared to 46 in 10 years.

And 49 in Liberia in 1 year, as cont; to 47 in 10 years.

Now, that is only 1960, but' we also have figures for 1961. :

If'you will check me tosee if Iamright inthis: - - S

Seventy-eight in Switzerland in 1961, as compared to 118 in the 10
years, and thus there were 148 in 2 years as compared to 118 in 10
years in Switzerland, - - ' ’ -

In Panama, 42, as compared to 200, or 148 in 2 years, as compared to
200 in 10 years. . '

Nine in Venezuels, or a total of 25, as contrasted with 126 in 10

years.
Apparently there has not been an increase in Venezuela.
rty-seven in the Bahainas, as compared to 48 in the 10 years; in
the Bahamas in the 2 years, 98 in 2 years, as compared to 46 in 10

years, , | :

Liberia, 17 in 1961, as compared to 47 in 10 years, or 66 in 2 years, as
compared to 47 in 10 gears, thus indicating much greater acceleration
of this pace so far ag Switzerland, Panama, the Bahamas, and Liberia
are concerned, although a decrease in the pace so far as Venezuela is
concerned.

Now, you think it is the high state of domestic productivity and
cultural advance in Liberia which makes Liberia so attractive to
American corporations{ ' * -

Is it the huge domestic market in Liberia which makes it as a magnet,
as it were, to draw this large number of corporationstoit? ‘

Mr. EppErT. Senator, I do not believe that is the question.

Senator Doucras. Well, it is my question,

Mr. Eppert. You are not saying, I hope you are not saying, that
every subsidiary formed in any of these five countries is there because
it is a sham operation, o ‘ .

Senator Dovaras. I do not say that everyone is, but I "sag that this
tremendous po%:ﬂarity of these extremely small coutitries, does create
a presumption that some of them are thére asa sham

r. EpperT. It could be. ‘

Senator Dovoras. It could be.

Do you think it is? o _—

Mr. Epeert.' We do hot support malpractice, believe me. o

Senator Douaras. Do you not look with suspicion on this tremen-
dous rush toward these four countries? .

Mr. EpeerT. Are we going to tar legitimate business, tar and feather
legitimate business— T v

enator Douaras. We are not tarring and feathering anyone. They
can %o there. The question is whether they can go there to escalpe
taxation, and I have not mentioned a single naine, although I could.
, Brpent. Senatot, the Internal Revenue Department has en-
couraged busineas t6 brganize its oversea affairs— .
Senator Dovoras. You mean because of the present taxes?
Mr. Eprert. Legitiinate taxes. e
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Senator Doyaras. Because of the present tax laws .
Mr. Erperr. In order to protect as much U.S. tax as possible,
. Senator Dovaras. Then you look with favor, then, upon this migra-

tion to Liberia f -

Mr. Eprerr. No, not necessarily, I do not know a thing about
Liberia. :

Senator Doucras. Do you or do you not#

Does this create any suspicions in your mind whatsoever{

Mr. Erperr. I have no personal knowledge of Liberia and I would

not be competent to answer that question,

Senator Doveras, Look at those figures.,

You are & highly intelligent man. Does this strike you as stran,
47 companies in § years, 68 companies in 2 years? - Liberia is a sma
country. The average income ig low. There is not an appreciable

domestic market. .
I had not thought that Monrovia wasthe most attractive place in the

world. , ,

Mr. Epperr. Are you not going to mention Switzerland §

Senator Douaras, I am mentioning Liberia at the moment. I will
come to Switzerland later. . ‘

Mr. Erpert. I would not have any knowledge at all of Liberia.

Senator Douaras. Let us stay inside thisball park. .

Mr. Epreer, I will answer your (Lt:mion b[‘ sayini this, Senator,
and it is the only answer I can give because of my lack of knowledge
of what goes on in Liberia. .

I do know this: That Liberia is growing rapidly. That is all I do
know about it. But I do know that industry, as a whole, has tried to
protect not only its own working capital position by minimizing for-
eign tgxes, but to preserve the minimum foreign tax credit when the
dividends come home, y

That is one of the reasons.

Senator Douaras, Minimize U.S, taxes, too?

Mr, Erperr. Sirf ‘

Senator Douagras. And minimize U.S. taxes?

Mr, Eppert. No. Maximize U.S, taxes.

Senator Doucras. I see.

Mr. Erperr. Maximize, , . -
_ Senator Dovaras. In other words, geople who go to Liberia are con-
ferring a great favor upon the United States? . .

Mr. Eprert. I did not say that. I said they organize their oversea
affairs to minimize foreign taxes, not U.S. taxes, o

Senator Douaras. Is it not presumptive that they went to Liberia in
part to minithize foreign taxes? 7
ht Mr? ErperT. Are you suggesting that the money will never come

ome :

Senator Dovdras. Then you favor their going to Liberia$

Mr, Errerr. I did not say that. ,

Senator Dovgras, Oh. o ‘

" Mr, Epperr. Idid not say that. o (

Senator Douvaras. Now, take the Bahamas, We will .approach
Switzerland throiigh warmer clinates. [Laughter.] .

Ninety-eight companies in 1960 and 1961 went there; 36 companies
from 1955 to 1959, Does that arouse any suspicio’nufn your mind{

Mr. Epeerr. If T were the Internal Revenue Department, yes.
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- Senator Dovaras. They have published these f%;u-ee '
Mr. Errerr. If I were the Internal Revenue Department, I would

take section 482 of the code and find out what &oes on, Senator,

Senator Dovaras. You are a citizen. The Internal Revenue person
is simply a citizen, also, working for the Government.

Mr. Erpert. The Internal Revenue Department has mang tools at
present in their possession for looking at malpractice and determin-
mgmnlpractice. . : o

enator Douaras. But in some cases, it is frequently better to head
it off at the source by removing temptation. :

Mr. Epperr, I want to repeat, they have encouraged the operation
of legitimate business in such a way that the minimum foreign tax
credit will be returned to the United States with the dividend, thus
preserving the maximum U.S. tax, Let me give you an illustration.

Senator Douceras. I do not want to be arbitrary, but I have not
finished this parade of countries yet and I would like to turn to

Panama, if I ma,{I -
Mr. Eppert. My answer will be the same on Panama as Liberia,

Senator.

Senator Douaras. Let us fet the figures on Panama; 143 companies
incorporated in Panama in 1960 and-1961; and 156 from 1955 to 1959,

Is it the domestic market of Panama, the high per capita incomes
of the Panamanians, which served as an attraction, or 1s it the low
tax rates of Panama

Mr. Ereerr. I do not know. But the Internal Revenue Depart-
ment can find out, Senator.

Senator DouaLas. Well, is it proper for Congress to find out ¢

Mr. EpperT. Yes. ' | . .

Senator Dovuaras. Is it not proper for Congress to have some
suspicion ? ' 4

r. Eppert. I wish I could answer your question. I wish I could
tell you who these companies are and exactly what they are doing.
I donot know. o

Senator Douaras. Well, you came to testify on the subiect.

Mr. EpperT. I came to testify on the subject of section 18, which
covers nondeferral of tax. s

Senator Doucras. That is what T am talking about. ‘

Mr. Erperr. Senator, I do not want to disagree with you, and I do
not want to be impertinent, but I think we are missin%here this morn-
mg the bi point that is‘involved in this whole thing.

Senator Douaras. Goahead. R :

. Mr. Erperr. You said, when you were talking to Mr. Seghers a
little while ago, that unless there was'a public interest involved, why
sll;ouluc(li there not beé exact parallel tax treatment both at home and
abroad. o L .

Senator Douaras. I said that the presumption. =
Mr. Errprr. I want to say to you, sir, that there isa public interest
involved. I started with jm{ company as a kid 18 years of age, 41
{heq:s ago, a8 a branch shipping clerlk otit inbﬁiieh, tah, I was not

ere more than 24 hours before I found out the facts of-free enter-
prise life, which is that nothing happens, taxes, jobs or anything,
until somebody sells something. .
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. The g)ublic interest is involved in an increasing incoming order
index for the benefit of the American economy both at home and
abroad. The growth of the world market is faster,, more dramatic at
the moment, as you know, than our own. :

We talk about the developed nations, Western Europe and the
United Kingdom. Where do you think competition is the toughest !
Right there,. Why do we single them out for punitive action on
American enterprise that is over there trying to increase the revenue,
the incoming orders, if you please, for American products?

Let me give you an illustration.

Let us take our own industry. The Burroughs Corp. is in the busi-
ness machines industry, the office equipment industry.

Here is a tabulation of the Department of Commerce going back to
1950 on our industry; 1061 was the best year so far. ‘

Exports, direct exports from here in 1961 were $310,997,000. Im-
ports were $95,505,000, a contribution of commercial transactions alone
of $215 million to the balance of payments. It has nothing todo'with
dividends. : .

Senator Gore, Will the Senator yield there?

Would you, since you are in this business, give us the figures on porta-
ble typewriters? .

Mr, Errert. The ﬁgures are not broken out on portables.

Senator Gorr. Well, it is a fact, is it not, that 80 percent of portable
gpewriters sold in the United States are no longer manufactured in the

nited States but are manufactured by foreign subsidiaries owned by
U.S. corporations, and these U.S. corporations utilize their sales force
here to sell these tygewriters imported from abroad.

How does that affect the balance of payments$

Mr. Erpert. It makes a great contribution,

- Senator Gore. You mean U.S. dollars?

Mr. Eeperr. Goinig abroad for those imports.

Senator Gore. Outflow?

Mr. Epperr. Yes. )

Senator Gore. By bringing in from abroad 80 percent of the porta-
ble typewriters sold in this country ?

Mr. Eppert. Yes, it helps our balance of payments.

Senator Gore. That is strange mathematics. -,

Mr. Erperr. Let me explain why they are building a portable type-
writer over there, ; o ‘

Senator Gore. Well that is—I am asking you how this affects the
balance of payments. ‘ _ . S

Mr, Eppert. Iam coming to that. ;

will 21011 bear with me for just a moment? o ‘

Senator Gore. Yes, you start a long way back but go ahead.

Mr. Erperr. You have to start a long way back. There is no par-
ticular reason for biiildifig a portable typewriter over there if it
could be built here and sold competitively over thers and here.

‘You see, unfortunstaly, or rather fortunately, foreign enterprises
have suddenly discovered, after all of these years, that free competi-
tive enterprise is a fine t'hin , and they don’t fullg appregiute that
from onr standpoint it would be better if competition on their part
stopped at the water’sedge. < . -
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For your information, 40 percent of the adding machines sold in
the United States are mel%\ and are not manufactured by a sub-
sidiary of & U.S, company. But, back to typewriters. - '

When do you take a product overseas if you are going to move it
completely?- You take it at the precise moment when-you find that
you can no lop¥er build it here and sell it competitively there, over-
gsea, In competition with foreign manufacturers, K

Senator Glore. That is the first step. - |

Mr. Epperr. Just a moment. Unless we work with the same rules
of the game— .. '

Senator Gore. Let’s identify the step.

Mr. Eeperr. No, let me finish; if we don’t do that, Senator——
Senator Gore. Well, do you mind if I understand what you are
saying as you go f S

r. EpperT. All right, please.

Senator. GlorE. Your first step now that you take is to establish a
subsidiary abroad to suglply the market abroad. :

Now, you proceed to the next step. e

Mr. Erpert. No, that is not what I said. I said when you find
you can no longer build it here and export it and be competitive on
that product then }'ou are going to do one of two things.

%enator Gore. It seems to me you have said exactly what I have
said. -

Mr. Erpert. Then you are going to do one of two things. You are
either going to build it over there and protect America’s competitive
gosition in the world market, and as a result of that operation, have

ividends flowing back or you better make a decision to do some-
thing else and that is to liquiddte that particular product and forg:at
it because it is only a question of when, not if, you won’t have the
market in the United States or overseas.

Senator Gore. Well, you have now identified the first step which
may or may-not be caused in all cases by the circumstances which
you have described. o IR

The first historic step here you have described, and that is the
establishment of foreign subsidiaries, manufacturing subsidiaries,
to supply the demand for the market abroad which in many instances
had previously been supplied by factories here in the United States.

Now, whether it is necessary to establish a foreign subsidiary in
order to keep those markets is a question. . R .

In some Instances it may be necessary but the tax subsidy for the
export of this capital and of this industry is an important factor, that
is an important factor which you have overlooked. B

It isa part of thisfirst step. . . .

But now that we have identified the first step and analyzed it
briefly, if you desire I am prepared.to listen to-the second step. -

Mr. Erperr. All right, : . L

The second step is this, and this applies to a lot of things in the
Unit!ed Statwo T ) . .

Senator Gore. I didn’t quiteunderstand. . - . o

Mr. Eppert, Let’s go backto1960. .. L ‘

-In 1950, the sum total of all research and development in'the United
States was approximately $2 billion. . e T

Tn 1960 that had risen to roughly $18.5 billion, and it is estimated

that by 1970 it will nearly double what it isnow.
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What I am trying to say, Senatar, is thank heavens we are doitgg
this: We have more research and development going on in the Uni
States and have built the greatest pool of competency anywhere in
the world.

Now, out of that must flow the products necessary to hold our posi-
tion in the world market, and export from here the maximum to pro-
tect the jobs here. We must try to be dbead of the game and be ex-
pﬁrting model 2 while the importing territories are in a model 1
P And when they move into model 2 we ¥ad better be ready with
model 8. If we are not we are in trouble, :

Senator Gore. Let's go to the next step; you haven’t reached it. I
will outline it for you and ask you to comment.

The second rather typical step is that because of the tax advanta
of income earned abroad, because of labor costs in some instances, be-
cause of several factors one of which is preferential tax treatment of
income earned abroad, the foreign subsidiary begins to import back
into the United States.

Mr. EpperT. Sure.

Senator Gore. And that is why I asked you——

Mr. Eppert. We import into the United States in order to protect
the American market against the foreign manufacturer.

Senator Gore. Well, I just gave you an example, portable type-
writers, in which foreign manufacturers are supplying now 80 per-
cent of sales in the United States.

Mr. Eppert. But when you say foreign manufacturer you are in-
cluding American subsidiaries overseas as well as foreign manufac-
turers, in other words, foreign parent companies, in those countries.

Senator Gore. It is peculiar that you would draw such a distinction,
because who has jobs making the portable typewriters that are made
abroad ¢

Mr. Epperr. Pardon? o

Senator Gore. What workers are employed in the factories in
Holland ? '

Mr. Erpert. Dutch.

Senator Gore. Not Americans?

Mr. Eppert. No. And there would be a lot more Dutchmen em-
ployed in parent companies in Holland making portable typewriters
if t{xe foreign subsidiary of an American corporation wasn’t building
some portables there and exporting them to themselves in the Unite
States. To be absurd for just a moment, Senator—

Senator Gore. Let’s not do that.

Mr. Eppert. I think maybe it would be a good idea if I was absurd
for just one moment. ) )

Senator Gorp. All right. It might be in style. .

Mr. Erpert. Let me ask you a question. This is impossible and
absurd, but the happiest situation in which we could find ourselves
in the United States would be if every import we ever received or
needed was being produced by a subsidiary, a foreign subsidiary of
an American company. We would have no balance-of-payments
problems, I can assure you. That, of course, will never happen. But

we are doing it in part, :
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Senator Gore. I am not sure the Secretary of the Treasury under-
stands the balance-of-payments problem the same a8 you.. -

Mr. Eepert, Pardon? I am nct sure he does, either. Look, I am
very certain [laughter]—I am very certain he doesn’t, Senator, and
I will go further and say sometimes I wonder if Secretary Dillion
really understands what causes an export. Do we have an idea that
parent companies——

Senator (tore, I rather think he does.

" Mr. Erpert. Now, wait a minute, I hope he doesn’t, and I will
tell you why. I hope he does——

Senator Gore, Does?

Mr. Eppert. Does not understand what causes an export, because
if he did why is he recommending that we put a straitjacket on the
sales force. If I were about.to invest in a corporation that badly
needed an incoming order increase to overcome creeping costs, and
they suddenly decided the way to do this is to inhibit, to reduce, not
to increase, not to develop, not to expand, marketing, I think I would
draw back and not make the investment. Exports are generated by
marketing effort.

Senator Gore. I am asking you not about exports, I am asking you
about imports.

Mr, Eppert. You were talking about balance of payments,

Senator Gore. I am asking about the importation of 80 percent of
domestic sales of portable typewriters. I asked you what citizens—

Mr. Eppert. Now, wait a minute, before we leave that, let’s go back
to the portable tymriters. '

Senator Gore. me put the question, please, sir. I asked you
what workers were employed manufacturing these typewriters, and
you said Dutch, ‘

Now, I would like to ask you what workers have lost their jobs
manufacturing ty(;;ewriters in the United States?

Mr. Epperr. I don’t know. But let me answer that a different way.

Senator Gore. To be absurd, of what nationality are they?

Mr. Erperr. Who have lost jobs here ! |

Senator Gore. Yes, when the factories have been closed.

Mr. Epperr. If any have lost jobs they would be American, I assume.

Senator Gore. So does that help U.S. employment? You say this
in some way which you haven’t yet explained, helps the balance o
payments. How does it affect employment? There are no unemploy-
ment problems in many countries of Western Europe. They are
importing workers from other countries. We have 5 million people
walking the streets looking for work.

How does this importation of 80 percent of our portable typewriters
contribitte to full employment in the United States? " .

Mr. Erpert. Let me ask you a question.

Senator Gore. Mr. Chairman— .

Mr. Ereert. I would like to keep this in a proper context.

Senator Gore. Well, I think it is in a proper context. We are talk-
ing about balance of pt ‘y;men‘ts. We are talking about employment.

r. Eppert. Let me ask you this—

Senator Gore. I would like for you to answer my question, and

then I shall be glad to hear yours. y

82190 0—62—pt, 7—8
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Mr. Erpert. I don’t know that anyone lost a job because everyone
that is building portable typewriters-abroad so far as I know abroad,
and they are members of our industrg. '

- Senator Douaras. What happened to Ilion, N.Y.f . ,

Mr., EpperT. Just a moment. I don’t know, they may have had
a change in employment levels in different places in the United States
if they were dispersed by products in manufacturing.

Senator Gore. Don’t be that absurd, There are thousands of people
who have lost jobs in the typewriter industry.

Mr. Eppert. Well, if they have it is for one resson, Senators, be-
cause foreign manufacturers and not foreign subsidiaries of the United
States have been taking the typewriter market away, and our main
point of superiority remaining on typewriters in this country is the
more sophisticated equipment, the electric ecigipment, and are we
exporting thosé. There again we are back to R, & D., Senator.

enator Gore. Well, contrary to your statement, a great mang' of
this 80 percent of portable typewriters are in fact manufactured by
foreign subsidiaries of U.S. corporations.

Mr. Erpert. There were $4,187,000 worth of standard typewriters
ex _lqrted in 1961 and there were $8,240,000 electrics, in total, $121/
million.

Senator Gore. Will you, since you have said that this contributes
to the balance of payments, explain how it contributes to employment ¢
Mr. EppERT. Sir _

Senator Gore. Since you have, in some way, discovered a method
of attributing to this importation of 80 percent of portable typewriters
a_contribution to the solution of our balance-of-payments problem,
plesi)sie tegl the committee how it contributes to our full employment
problem

Mr. Erperr. Senator, I may appear to be digressing and avoiding
a question. I am not when I say that when you are considering H.R.
9900, the trade bill, one of the things that must be faced on a tariff
program where we are dealing with categories of products across the
board, as we have to with the Common Market, one of the things we
have to face is the fact that we are not going to have realistic, a to-
tally realistic worldwide tariff program vis-a-vis the United States
and keep everybody happy in the United States and not hurt any-
body., What I am saying is that some of the products we are build-
ing in America today probably will not be built in the United States
as time goes on. ,

Senator Gore. Well, what I am saying is we now provide a tax sub-
sidy to remove the manufacturing of products out of this country.

Mr. Erpert. We provide a tax subsidy ?

Senator Gore. Yes. You stated it about as well as I can, on page 8
of your statement. A

Mr. Erperr. You mean the foreign tax is less.

Senator Gore. I refer to the deferral of taxes. You stated on page
3 of your prepared statement——

Mr. Erperr. Let me ask you this.

Senator Gore. May I read yotir own statement in answer to your
question ¢ | :

Mr. Errerr. T know the question.
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Senator Gore, The second result, you state, of this bill would be—

seriously to reduce the rate of new private investments abroad through lower
availability of foreign earned income for reinvestment.

Mr, Epperr, Yes,

Senator Gore, Thank you, sir. _

Mr. Erpert. You know why they will be reduced ?

Senator Gore. Yes; I know.

Mr. Erperr. Why would they be reduced ¢ -

_Senator Gore. Because the bill would require, at least I think the
bill we are going to pass will require, the payment of taxes annually.

Mr. Eppert. Right. You are exactly right, Senator.

Senator Gore. Thank you.

Mr. Erperr. And that 1s why investment would stultify and dry up,
and if this ever happens we have had it. The point I am making is
this: The reason investments would tend to dry up is because we would
not be able to operate there and be competitive with other enterprises
resident in that country.

Senator Gore. Now, if you—-—

Mr. Erperr. Just a moment.

If the intent of this bill is to—and this is why I said that the one
fundamental involved in this whole program is the competitive posture
of the American business community in the world market—if the
intent is to take America out of the world market and be, you might
say, isolationist here, then we had better be very careful what we do
with H.R. 9900. We had better back up and build fences as high as
we can, and I say that although I am a free trader at heart.

Senator Gore. I know of no one who wants to take U.S. commerce
out of the world market.

Mr. Erppert. Do you think we can play a ball game in, we will say
Holland, you mentioned Holland——

Senator Gore. What you have been saying——

Mr. Errert. Do you think we can play a ball game and send only
two players to bat each innirig when they send three?

Senator Gore. That is hardly a proper illustration. What you
said is that if the foreign earnings are taxed, you will not be able to
retain that portion of those earnings, and remnvest them. You are
saying that 1f you have to pay taxes then you can’t grow as fast, you
can’t keep as much money.

Well, I say the same thing——

Mr. Eppert. We can’t even compete.

Senator Gore. It isn’t a question of competition. The bill would
levy taxes only on the profits you have earned from successful com-
petition. This doesn’t prevent you from competing. This is a canard
that several have dragged before this committee. If we pass a law
that prevents you from es,min% rofits in international commerce, then
you can say we impede your ability to compete.

Biit all this bill would do is to place an annial tax liability on the
profits you actually earn in successfully competing. :

Mr. Eprert. Has anyone brought out the poitit that you could have
a loss in a foreign subsidiary{ *

Senator Gore. Well, will you—-

Mr. Erperr. What do we do'then ¢
Senator Gore. Will you respond to this? Let me ask you—
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l\g. Errexr. T will respond to your question, the question you just

Senator Gore. Do you pay taxeson a loss?

Mr, Erperr, Sirf :

Senator Gore. You have tax liability only on income, is that right?

Mr. Erpert. That is right. : :

Senator Gore. Then unless you have made money in international
trade this bill would levy no taxes, would it? - i
StN{r. ?Eprm. What happens if you have a loss here in the United

ates , .

Senator Gore. Will you answer my question ¢

Mr. Errert. You say we want tax equality. What happens if we
have a loss here?

Senator Gore, Mr. Chairman—-—

. Mr. Epperr. We would pay na taxes, of course, but is there anz-
t}l&pg 11; this bill that gives you a loss carry forward in a foreign sub-
sidiary -

Senator Gore. I have no further questions, Mr. Chairman. Pardon
me for interrupting you so much.

Mr. Errert. I am answering your question. ; Sure, we can have a
loss and there is no current tax, then whatdo we do next year under
this bill? Is it the same as it is treated here in the United States?

Senator Gore. You were saying that somehow this bill was going
to impair your ability to compete.

Mr, Eppert. Yes, for one simple reason: in the last analysis, price
enters into this whole thing, price in the marketplace.

Senator Gore. In other words, if you have to pay taxes you can’t
compete, is that what you are saying ¢
- Mnr. Eppert. I am saying we cannot absorb as American operations

oversea negatives—— :

Senator Gore. What do you absorb now?

Mr. Eprert. Negatives which are—— -

Senator Gore. Let’s not talk about absorbing a negative; let’s talk
about paying taxes; is that what you mean by a negative?

Mr. Eppert. Personally, I can think of taxes as a negative. I can
find a lot of agreement. -

Senator Gore. Let’s speak in terms of paying taxes, not speak of
absorbing negatives. :

Mr. Erperr. Well, we absorb a tax.

Senator Gore. Well, if you pay a tax, how about that ¢

Mr. Erpert. If we pay 1t we have absorbed it.

Senator Gore. Mr. Chairman. That concludes my questions,

Mr. Erperr. All T am saying is this: Heaven help the United
States if we have a tax bill that restricts or impairs effort in any way
at a time when competition is getting tougher and tougher overseas.
We talked about typewriters. Let me tell you about our industry’s
balance of payments for the last 11 years. .

From 1950 through 1961, our industry alone—and this is on com-
mercial transactions, Senator, it has nothing to do with dividends re-
turned—showed an export surplus contribution to balance of pay-
ments in those 11 years of $1,171 million and those are Department of

Commerce figures.
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. This is the time when we ought to be—and I ai talking about for-
eign economic polioy, Mr. Chairman—this is a time when we ought to
be looking at proposed legislation from the standpoint of what it
might do to strengthen America’s competitive position, not-weaken it.

incidentally, speaking of investment, I have been flearing around
Washington for a long time about the $33 billion we have invested
overseas. Here it is charted. . -

When we talk about developed nations we seem to imply that the
job has peen done there, and. we single those out as special cases.

In my opinion, Mr. bhairman, the job is only starting in the de-
veloped nations because that is where our greatest competitive situ-
ations are going to be. : A A ~

When we talk about the developed nations we are talking similarly
about the United Kingdom and Kurope. If‘'we take this $33 billion
and break it down we find that what we have in Europe and the
United Kingdom is not $38 billion. We have $6,645 million, and
incidentally, the industrial development, the manufacturing invest-
ment in Europe and the United Kingdom is only $8,797 million,

Now, let’s look at the other side of the coin. The United States
has a total of $6,600 million invested there. They have $4,700 million
invested here. -

Incidentally they have $1,611 million invested in manufactur-
ing. This is at the end of 1960. This is all tabulated by country,
by industry, by product in the Department of Commerce October 1861
and August 1961 Rulletins. :

I think we b ‘o recognize that they seem to think foreign in-
vestmentsarea: 'y good idea.

A question ... .. asked, I think, by you, Senator Curtis, regarding
foreign enterprises selling securities in the United States. You men-
tioned the Phillips $400 million transaction that is now in the offing.

Here is an advertisement from the Wall Street Journal advertising
& mutual fund in Jalpan, the Japan Fund. That offering has been
completed, incidentally. If you would like these filed for the record,
%l’;vilsl'zlggge them. Here is the prospectus giving the whole story,

’ .

Here is another, a mutual closed-end fund, the Eurofufid. I as-
sume as individuals buy these securities in foreign enterprises that
we have to pay for them. I don’t thihk they take cruzeiros, I think
they want dollars.

ow, does that fgo as a minus on our balance of Egyments or not.
I do know this: if an enterprise, if a corporation, because of neces-
sity, and to improve the competitive posture of the United States,
creates a foreign subsidiary and makes an investment, we are pro-
posing to use an entireli different set of rules. We say we are going
to tax immediately whether there isa dividend or not. '

What about these dollars that are being invested in a foreign en-
terprise, not an American subsidiary? What about those?

he CHAIRMAN. Any further questions, Senator Gore ¢

Senator Gore. No.

The CuamrmaN. Senator Douglas?

Senator Dovaras. No. :

The Cramman, Did you finish your questions, Senator Douglas?

Senator Curtis?
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‘Senator Curtis. Will the passage of the provisions of this bill re-
lating to further taxation of foreign income curtail the imports of
portable typewriters? o ’

‘Mr. Erperr. Will the passage of the bill ?

Senator Curtis. Yes,

Mr. Erperr. No. It might shift the pattern a bit. It might shift
from some American production overseas to foreign manufacture.

Senator Curts. In your opinion, will it increase the number of,
will the passage of this increase the number of jobs for typewriter
makers within the United States?

Mr. Erpert. Not one job, not one job and we will lose some jobs
overseas that are now paying dividends to the United States. en
a foreign subsidiary suffers a job loss overseas it adversely affects
the United States.

_Senator Curris. Now, will the passage of these provisions of this
bill relating to foreign income in your opinion adversely affect em-
ployment in the Detroit area ? '

Mr. EpperT. Yes.

Senator Curris. That is all, Mr. Chairman.

The CrarmaN. Thank you.

Mr. Erperr. Incidentally, Mr. Chairman, speaking of investments
overseas, esterdag just before I left Detroit I received this letter
from the Foreign Service of the United States, U.S, mission in Berlin.

I would like to read you just a couple of paragraphs:

The commitments which we and our alliés have made to West Berlin make it
as safe as any city in Burope and we can lose West Berlin only it it fails eco-
nomically. Thus as the President’s personal representative here, I have con-
cerned myself with the maintenance of Berlin as an international and cultural
city, and as I become a part-time adviser in Berlin I hope to continue this
activity. Obviously in large part it is a Gern:an problem. However, American
investment seems as a tonic. Moreover, the economic advantages in serving the
Common Market from West Berlin are real.

Thus I would like to ask you to consider the possibility of opening a small
plant or facility here. Such a move would mean much to the morale of West

Berlin and the furthering of American policy—

and so on.

And then:

And the disadvantages of its location are more than offset by certain economic
preferences which are extended to Berlin, principally by the Federal Republic of
Germany. The major preferences are—

(1) a 75-percent depreciation allowance in the first 8 years for investment

in plant and equipment ;
(2) a reduction of 20 percent below the level in the Federal Republic for

personal and corporate income tax; :
(8) turnover tax rebate paid on all goods produced in Berlin and sold
in West Germany totaling 4 percent for the manufacturer and 4 percent for

the buyer; and
ERP funds are available for industrial loans under more favorable

4
. condztlo‘ns than those available at the commercial banks or for that matter
‘than for BRP funds in West Germany—

and so on. ‘
The Cramrman, Thank you, Mr, Eppert. .

(The memorandums referred to follow :)
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congressional Policy of Respecting
International Obligations

Sec. 21 of H.R., 10650 Would Authorize Treaty
Violations and Reverse Congressional Policy

Section 21 of H.R. 10650, which was passed by the House
of Representatives on Marc¢h 29, 1962, would specifically disregard
the traditional respect of Congress for previously existing treaty
obligations which is evidenced by Sections 894 and 7852(d), I.R.C.

Section 894 provides that income of any kind, to the extent
required by any treaty obligation of the United States, shall not
be included in gross income and shall be exempt from taxation under
the subtitle of the Code relating to income taxes.

Section 7852(d) stipulates that no provision of this title
of the Code (which covers also estate and gift taxes) shall apply
in any case where its application would be contrary to any treaty
obligations of the United States in effect on the date of enactment

of this title.

Yet Section 21 of H.R. 10650 states: Section 7852(dz’or
the Internal Revenue Code of 1954 (relating to treaty obligations)
shall not apply in respect-of any amendment made by this Act.

The House Report No. 1447, p. A 171, adds that 'Bection 21
of the Bill makes" it clear that in the event there 1s any conflict
with any treaty provision (whether or not such provision was in
effect on Aug. 16, 1954) the provisions of the Bill are to govern.

Hence, the Committee considers that this Bill would
arbitrarily override solemn commitments to roreign governments in
treaties duly approved by the Senate and ratified.

In his statement to the Senate Finance Committee on April 2,
1962 (p. 54) Secretary Dillon said he wished to dispel the impression
that "we are overriding our treaty obligations” and recommended the
elimination of Section 21 "to make it clear that we are honoring"
them. The purpose of this memorandum is to show that if the
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Secretary wishes to honor owr treaty obligations in spirit as
vell as in substance, Section 13 should not be enacted.

List of Tax Treaties

Since 1932, winen the United States signed with France its
first convention to encourage business and investments between the
twd countries through the prevention of international double tax-
ation, this government has incurred vreaty obligations by concluding
income tax conventions with 21 foreign countries, and 23 additional
Jurisdictions, in all parts of the free vorld, as follows: Australia,
Austria, Belgium, Canada, Denmark, Finland, France, Germany, Greece,
londuras, Ireland, Italy, Japan, Netherlands, New Zealand, Norway,
Pakistan, Sweden, Switzerland, Union of South Africa and United
Kingdom. The convention with the Netherlands has been extended to
the Netherlands Antilles, that with Belgium to the Congo and the
Trust Territory of Ruanhda-Urundi, and that with the United Kingdom
to 20 of its overseas territories. This makes in all 44 foreign

Jurisdictions.

The Bill Would Violate the
O'A -8 ] Chat‘tet'

The bill would also violate another commitment that was
probably overlooked, namely, that in Article 15 of the Charter of
the Organization of American States signed on April 30, 1948 at
the Ninth International Congress of American States, Bogota,
Colombia, which means striking at the very foundation of the Alliance

for Progress.

Article 15 reads:

"No State or group of States has the right to
intervene, directly or indirectly, for any
rgasgn wh%tever, in the %ntergﬁl or extgrnal

s e
% LT EIR RO A AL IR S 45 W
also any other form of interference or attempted
threat against the personality o the State of
against its political, economic, and cultural

elements."

This clearly prohibits intervention or interference in the
internal Jurisdiction of Latin American governments over corporations
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organized under their laws and especially those in which their
citizens may own'up to 49 percent, and even 50 percent if their
law so requires, of their stoock by requiring special accounts

and the verification thereof, for particular types of income
derived by such foreign covgorations from sources in such foreign
countries but required by the bill to be included in the taxable
income of U. 8. shareholders. Such taxation obviously flouts the
basic principle in the laws of all the 0.A.8. countries that a
corporatioh 1s a legal entity separate from its U. 8. and other
shareholders who cannot be taxed on the corporation's income until
it is distributed to them. Furthermore, it would contravene the
basic principle of territoriality in their tax laws.

Moral Obligations of the United States
_Y_i.’n"A'ViS 0.E.C.D. Members

In order to understand more readily how the pertinent
treaty obligations would be violated at least in spirit, by any of
the tax proposals previously described, consideration will first
be -given to the moral commitments assumed by the United States when
1t became a member of the Organization for Economic Cooperation and
Development (0.E.C.D.) which on September 30, 1961, superseded the
organization for European Economic Cooperation (0.E.E.C.). This
organization had a fiscal committee, composed of representatives
of its 18 Member States, which is being continued in the 0.E.C.D.
with representatives now of 20 Member States. Representatives of
the U. S. Treasury participated in the Committee'!s work of
preparing articles to be included in a draft convention for the
avoldance of double taxation with respect to taxes on income and
capital and will now enjoy the prerogatives of a full member.

The Council of the 0.E.E.C. recommended that the Member
gtates should use these articles in amending existing conventions
and in negotiating future conventions. These recommendations
adopted by the Council of the 0.E.E.C. will be maintained (by the
0.E.C.D.) and they will apgly thenceforward to the United States
and Canada, as Members of the 0.E.C.D. (0.E.E.C., Fourth Report
of the Fiscal Committee, 1961, referred to herein as "Report",

p. 19).
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0.E.C:.D. Recommendations in Regard
to Dividends .

The Commentary on Article XX, Coneerning the Taxation of

Dividends states, inter alla,, that: "Under the laws of all
European COuntriesT‘TTTI"JEIﬁt stock companies are legal entities
with a separate Jjuridical personalitg distinct from all their

0

shareholders or members.” fThe shareholder s not a trader and the
company's profits are not his; so they cannot be attributed to him.
lle is personally taxable only on those profits which are distributed
by the company .... From the shareholders' standpoint, dividends
are income from the capital which they have made avalilable to the
company as its shareholders." (Report, p. 37.

It is obvious from the foregoing, that the basic principles
of the laws of all European countries regarding recognition of the
separate ldentity of a corporation and its shareholders are the same
as those which exist in the United States.

|
Against this background, the significance of paragraph 5 of

Article XX is clear. This paragraph reads:

"tfhere a company which is a resident of a Contracting
State receives profits or income from the other Cohtracte
ing State, such other State may not levy any tax on the
dividends paid by the company to persons who are not
residents of that other State, or subject the company's
undistributed profits to a tax on undistributed profits,
even if the dividends paid or the undistributed profits
consist wholly or partly of profits or income arising
in such other State." (Report, p. 259

Accorging io the commentary: "garagvaph 5 adopts a provision
ready contained in a number of Conventi . -
& abgrial gaxation of divgdengs and ?urgggr pggvfgégstggg gg&ra

terri
resident companies are not to be subgected to special taxes on
L[]

undis tributed profits." (id., p. 46

By becoming a Member of the 0.E.C.D. the United States agreed

that this recommendation (in the preparation of which a U. 8,
Treasury official participated) would apply to it (id., p. 19).

M e T R LT S
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Yet Section 13 of H.R. 10650 would tax undistributed income of
corporations organized in other 0.E.C.D. countries which would
obviously contravene the spirit of paragraph 5 even if the tax
were collected from U. 8. shareholders, .

Tax Conventions with Members
of 0.E.C.D.

The United States has income tax conventions with 14
of the 19 other members of the O.E.C.D., i.e. Sweden, United
Kirgdom, Germany, France, Netherlands, Denmark, Norway, Switzer-
land, Austria, Italy, Belgium, QOreece, Ireland and Canada. It
has carried on negotiations with Luxembourg and Portugal. The
remaining 3 members are Iceland, Spain and Turkey (Report, p. 11).

The conventions entered into by the United States with the
merbers of the 0.E.C.D. are all predicated upon respect by the
United States for the existence of a corporation of the other con-
tracting State as a legal entity with a separate . juridical
personality distinct from its U. S. and other shareholders. Con-
sequently, the U. 8. shareholders as well as other shareholders
"ape taxable only on those profits which are distributed by the

company." (id., p. 37.)

The same 18 true under the U. 8. tax conventions with Belgium,
the Netherlands and the United Kingdom which have been extended to
other jurisdictions, and to those which are in force with Finland,
Australia, New Zealand, Union of South Africa, Japan, Pakistan, and
Honduras. The same principles are inherent in those which have been
signed by Egypt, India, and Israel and are awalting ratification.

These principles are also in the laws of all the countries

world with whigh the United States has diplomatie
gglgggoggegnd is bound by gngenna lonal comity. P

Treasury's Reference to Tax’ Treaties

Tn all the income tax conventions to which the United States
a corporation of the other contracting State is not sub-

a part
3§ct go Ugited gtates tax except on income from sources in this
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country, and in the case of industrial and commercial profits except
on the amount of such income allocable to a permarent establishmen
in the United States. 1In no case could the United States tax the
foreign corparation on the basis of income from sources in the other

contracting State or third States.

The Secretary of the Treasury admitted in his statement to
the Committee on Ways and Means that the United States could not
levy the proposed taxation on a foreign corporation itself because
that might confliect with the tax treaties in effect between the
United States and 44 foreign countries. As indicated above these
treaties all envisage the right of the United ctates to tax a
corporation of the other contraeting State only on specified classes
of income from sources in the United States and, in the case of
business income, only on such income allocable to a permarent estab-
lishment in the United States. However, the Secretary sald that this
possible conflict was to be avoided by collecting the tax from the
U. 8. shareholders, even if the tax was measured by and based on the
earnings of the foreign corporation in the other contracting State.

Hearings before the Committee on Ways and Means on the President!s

961 Tax Recommendations, May 3, 1962, p. 261.)

The President and the Secretary have frequently indicated
tlat one of the purposes of the proposed legislation is to achileve
"tax neutrality" between domestic and foreign corporations by sube
Jecting them both to the same United States tax, which evidently
envisages in effect a tax on the foreign corporation itself (id.,

Hence, such legislation would, if enacted, constitute

. 34).
g violation of the spirit and intent of the treaty.

Misinterpretation of "Saving Clause"
in Tax Treaties

e retary may have based his statement on vhat could
bve done g aég da pgssigle conflict with treaty obligations on a
gtrained interpretation of the so-called "saving c¢lause" in most

of the income tax conventions to which the U. S. is a party, -

oo oo -

B
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which interpretation was never intended when the conventions were
negotiated and presumably would not now be accepted by the other
contracting States. This clause reserves to each contracting
State the right, regardless of any provisions of the convention,
to include in the basis upon which its taxes are imposed all items
of income taxable under its revenue laws, as if the convention had
not come into effect, subject to the granting of the relief from
double taxation provided in its laws and the convention.

#

P R

AR

An explanation of this reservation is found in the
commentaries on Articles XXIIT and XXIV of the 0.E.C.D. Draft
Conventions providing for relief from double taxation in terms
esgentially simllar to those of the U. 8. credit for foreign
taxes, 1.e. the State granting relief (which has a progressive
scale of taxes) retains the right to take the income from the other
State into consideration when determining the rate of tax under its
progressive scale to be imposed on the rest of the income (Report,
p. 68). This would happen, for example, when the State of
residence of the taxpayer exempts income from real estate situated
in the other State.

It 1s obvious that the convention deals only with items
of income from sources in one State realized by the taxgayer resident
in the other State. Accordingly, as"the principle of the separate
- corporate entity is inherent in all the conventions, profits of a
corporation 1n one State would not become the income of the share.-
holder in the other State before they were distributed.

The above-mentioned principles of European and United
States law regarding the separate corporate entity are embodied
in the structure of the convention. Hence, it cannot be claimed
that the United States has the right to disregard them, and do
- indirectly what the Treasury admits it cannot do directly.

The inevitable conclusion is that the basing of a U, 8.
tax on undistributed income or parts thereof, however described,
of corporations in foreign confliets with the fundamental prineciples
of their law as well as our law which pervade the tax conventions
and which the United States 1s therefore obligated to respect.
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The imposition of a levy such as that envisaged in Section
13 of H.R. 10650 would obviously involve the preparation by a foreign
corporation of accounts, which are not required by the law of the
foreigh country, in order to segregate and determine the net income
of the categori s described in Subpart F, and to show the use

and investment of such income in ways that are "qualified" or "non-
qualified", and to pay the U. 8. tax on the prescribed amowts of
income that the foreign corpa ation would not otherwise distribute
becaws e it needs these profits, along with other income, in its busi-
ness. It would also necessitate the payment of tax on profits whieh
could not be distributed because they would have to be set aside in

reserves required by law.*

This would involve in effect an invasion of the tax
Jurisdiction of the other State in order to apply extraterritorially
the U. 8. tax, and would contravene the 16th amendment (unless the
tax were apportioned among the States) and the 5th amendment under
the decisions described in the memorandum entitled "Unconstitutionality
of Taxing U. S. Shareholders on Undistributed Income of a Controlled

Foreign Corporation”.

All these requirements are in sharp contrast with the
statement on Article XV, paragraph 1, of thé 0.E.E.C. draft
convention concerning the allocation of income and certain appre-
hensions about tax avoidance, to wit: That "much more importance
is attached to the desirability of interfering as little as
possible with existing business organizations and of refraining
from inflicting demands for information on foreign enterprises
which are unnecessarily onerous." (0.E.E.C., Third Report of the
Piscal Committee, 1960 (referred to herein as "1960 Report")

P 360)

* r e le, under 6 f the
a Swiss ggrpof%@gon'hgs to sZ% gside agegggg% ggggrsgsogéé a§§3¥°
5% of its net income until the amount of the reserves reaches
204 of its paid-in capital and, even after the reserves reach
that 1imit, also 10% of any amounts which are distriilited out
of net income remaining after said payment into reserves and the

payment of a 5% dividend.
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Treasury's Views on Violation of Tax
Conventions and Possible Retaliation

In the memorandum dated June 29, 1961, submitted by
Secretary Dillon, which 1s entitled "Statistical Data and Economio
Issues Involved in Treasury's Testimony on Tax Deferral', the
Treasury states that if European governments "were to oge
special taxes on American business, they would violate their tax
treaties with the United States, The United States has treatles
with virutally all the industrialized countries. These treaties
1imit the rates of withholding tax that are the one instrument
foreign governments could use to impose special taxes on foreign

companies.” (Hearings, p. 3532)#

* It is significant to note at this point that in Bill Sec. 19
(c¢)(1) there appears the rollowing:

(1) withholding Rate.--

(A) Seotion 1441 (relating to withholding of tax
on nonresident aliens) is amended by adding at the end
thereof the following new subsection:

" el Treaties.--In the case of amounts described in section
3&52&a) (relating to interest), section 3462(a) (relating to
dividends), and section 3472(a) (relating to patronage div1denda;,
the tax required to be deducted and withheld under subsection (a
shall not by reason of the Rrovisions of any treaty be less than

20 percent of such amounts.

(B) Section 1442 (relating to withholdihg of tax on
foreign corporations) is amended by adding at the end thereof
the following new sentence: "In the case of amounts

desceribed in section %452(a) $re1ating to interest),
section 3462(a) (relating to dividends), and section 3472(a)

deducted and withheld under the preceding sentence shall
not by reason of the provisions of any treaty be less than
20 percent of such amoungs."

In view of Secretary Dillon's statement, supra, the applicatior
of a 20 percent withholding rate despite, for example, a limitation
in a tax treaty of the withholding rate for dividends to 15 percent
in general and 5 percent for parent corporations, or an exemption
at source for interest, would constitute a violation of the treaty
obligations of the United States. Nevertheless, under Seci: 15 of
H.Re. 10650 it is intended that the violation should prevail except
it 18 said that the nonresident alien or foreign corporation could
elaim a refund of the excess of the amount withheld over the

1imitation prescribed in the treaty.
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The above quotation apparently contemplates that the
only speclal taxes imposed by other contracting States that would
violate their tax treaties with the United States would be with-
holding taxes at rates higher than those stipulated in the con-

vention.

If the other Contracting State did the improbable thing
and subJected its resident shareholders to tax on the basis of
undistributed profits of subsidiaries in the United States, would
not the Treasury consider that to be a violation of the tax treaty,
and if so, would not tax in Section 13 of the pending bill or the
Secretary'!s revived proposal be a violation?

Let us suppose that the other contracting State took
more direct action and sinply amended its law to provide that in
cases where a foreign government levied a tax based on certain
types or all of the undistributed income of corporations organized
in its territory, the rate of its tax on the income of such
corpa ations controlled by persons resident in such other State
would be increased on such types or all of the income distributable
to such shareholders, to a rate equal to that applicable to the
shareholder in such other State. 1In such a case, the tax would
absorb the credit allowable agairst the U. S. rate and no additional
revenue would be derived. However, as the foreign government would
impose the tax on its own oorporationé would the Treasury acknowledge

r

that such action did not violate the treaty?

A careful examination of the laws of other countries
reveals no instance wie re another government taxes its resident
shareholders on certain types or all of the undistributed income
of a foreigh business corgoration. Even in the relatively few cases
where a government actually taxes a corporation organized in another
country on the grounds *hat said corporation is regarded as being a

resident because of haVin% its centr%%emggggiggngogggrgggggoitégl%ta

territory, that government subjects
to tax and not the parent corporation or other resident shareholders.
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Under international law and comity, the United States
should respect the jurisdiction of foreign governments over legal
entities created in their respective territories, and their
exclusive right to tax undistributed income of such entities.

Questions as to the Jurisdiction of the
United States over Foreign Subsidiaries

Questions that may be raised in view of the limitations
on Jurisdiction that are fundamental in tax treaties are
(1) whether the tax law can properly authorize the Treasury
to extend its Jjurisdiction to transactions between a foreign
subsidiary in one country and not only related compailes but even
independent corparations in third countries, including transactions
effected on an arm!'s length basis and perfectly acceptable to the
tax authorities of the countries involved; (2) whether Congress can
indirectly force foreign companies to keep accounts of the results
of such transactions effected outside the Jurisdiction of the United
States and tthich are not required under the laws of their respective
countries; and (3) whether Congress can properly authorize the
Treasury indirectly to exercise jurisdiction over foreign
corporations to ascertain the net income of the categories under

Subpart F of Section 13 of H.R. 10650,

No foreign government has been known to show such dis-
regard for the fiscal sovereignty of other governments and to
apply in effect its laws within the fiscal Jurisdic tions of other

governments .

It hardly seems consonant with the basic principles of con-
duct vis-a-vis nations with which this country has diplomatic relations
to take hostile measures afrectihg legal persons existing under
their laws Jjust because the majority of their capital stock 1s
owned by U. S. shareholders.,

The Proposed Tax tfould Conflict
with Tax Treaties

An income tax convention between the United States and
a foreign country has the status of a treaty and consequently

FEPPRSTIYE 2R A A

S A A
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18 "the Supreme Law of the Land" (U.8. Const., Art. VI, §2).

"In construing the teims of the Treaty, we are constrained to look
'within the four corners of the Treaty! keeping in mind the pur- :
pose of the contracting parties. Any resort to domestic law -
must be derived from the express terms of. the Treaty itself."
§American Trust Company v. Smyth, 247 F. 2d 149, 153 (C.A. 9th,

9577))

The Gircuit Court states that the following quotation
1s also true as to an Income Tax Convention (in the cited case
between the United States and the United Kingdomg, its purpose
being to secure reciprocity and equality of tax treatment between
the nationals of the two contracting parties. The quotation

reads, inter alia:

"1, , . . Considerations which should govern
diplomatic relations between nations and the good
faith of treaties, as well, require that their
obligations should be 1liberally construed so as
to effect the apparent intention of the parties
to6 seoure equality and reciprocity between them.

s » o e Jordan v. K. Tashiro, 278 U.8. 123, 127,
u9 8. Ct. FER . . 3 Qeofroy v. Riggs
133 U.8. 258, 271, 10 8. Ct.. » . . 2;
In re Ross, 140 U.S. 453, 475, 11 8. Ct. 897,
< Ed. 581; Tucker v. Alexandroff, 183 U.8.
2“, ‘437, 22 s. . - [ . H ’
Asakura v. City of Seattle, 265 U.S. 332, 44
. . ’ . ) . Factor v. Laubenheimer,
1933, 290 U.S. 276, 54 8. ct. I9I, 195,
78 1. Ed. 315." :

If a Treasury official would look "within the four
corners" of any income tax convention, he would find embodied
therein resgeot for the corgoration of the other contracting
egal entity distinet from the shareholders who are

State as a

U. 8. citizens, residents or corporations, with the consequence
that only the other contracting State could tax as such its
undistributed income or parts thereof., ,
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Furthermore, when the said corporation of the other
contracting State diatributes its income, it withholds its
countryts tax, if any, from dividends, and the United States
citizen, resident or corporation includes the dividend in taxable
income subject to being allowed the credit for the other State's
tax provided in the Code as of the date prescribed by the

Convention.

The foregoing provisions are reciprocal., This reciprocity
would be destroyed if the United States should now unilaterally
amend its law to interject between (a) the taxation of the foreign
corporation itself (on income from U. S. sources), and &b the
taxation of its U. S. shareholders on dividends received from
the foreign corporation, a new tax on the U. S. shareholders based
on certain types or all of the undistributed income of the foreign
corporation from sources in the othar contracting State and in
third States. No other government now imposes such a tax and
presumably would not do so although it might retaliate in other

ways.

Tax conventions are intended to prevent international
double taxation by limiting the respective Jurisdictions of the
two contracting States on a reciprocal basis so that a certain
class of income 1s taxed exclusively in one State or the other, or
if it 18 to be taxed first in the State of source and then in the
State of residence, the latter agrees to provide relief from
double taxation. tThis reliefl may be accomplished by granting
either a deduction or cregic in respect of the foreign tax on
the foreign income agairst its tax on entire net income.)

Obviousli the introduction of a third tax based on certain
types or all of the undis tribited income of a foreign corporation but
collected from the domestic taxpayer, would conflict with the basie
principles, the structure, the purpose and spirit of conventions to
avoid double taxation. It would be contrary to the established policy

of Congress and the Jjurisprudence of the Supreme Court.

The Tax Would Violate Clause Prohibiting Taxation of a subsididvy
as a pranc

Apart from the foregoing general principles inherent in tax
conventions there is a specific provision in the definition of a

NETPEPICRF i
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permanent eatablishment that was se§ forth in the first convention
with France, signed April 26, 1932," and has been included as a
standard clause in all subsequent income tax corwentions. The
primary purpose of this first convention was to prevent France from
trying to reach income that its administration believed was being
diverted in a given case from a French subsidiary to an American
parent company by applying in all cases its dividend tax on a
proportion of the dividends distributed by the American corporation
in the United States that was deemed to be derived in France. The
tax was both extraterritorial and discriminatory.##

In the tax convention it was agreed that if France was able
to prove the amount of income diverted from a French subsidiary to
an American parent corporation, such amount could be included in
the basis of the tax on industrial and commercial profits and
also be treated as a dividend subject to the tax on income from
securities. To further carry out the principle of territoriality
it was also agreed that a subsidiary in France of a U. S. corpora=-
tion would not be treated as a permanent establishment, so that its
profits could not be taxed as the income of the U. 8. parent

corporation.

* The provision under Par. III (a) of the Protocol to the
convention signed July 25, 1939, which auperseded that
signed April 27, 1932, states:

mhe term 'permanent establishment! ineludes branches,
mines ard o1l wells, plantations, factories, workshops, stores,
purchasing and selling and other offices, agencies, warehouses,
and other fixed places of business but does not include a sub-

sidiary corporation" (emphasis supplied)s

doption by Congress in 1934 of the provisions now
it S I8 e . %hichgauthorizeg'the President, whenever

found in Sec. 891, I.R.C
der the laws of any foreign country United States
b st nnor ions are beingysubaected to dissriminatory or

citizens and corporat
extraterritorial taxes, to so proclaim and double the tax imposed

on each citizen and corporation of such foreign country, subject
to a maximum rate of 80%.

*#
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On the contrary, Section 13 of H.R. 10650 and the Treasury
proposal would disregard the separate légal existence of a
controlled French corporation and tax the U. S. parent as if it
received direct certain types or all of its income from sources in
France or elsewhere. Hence, Section 13 of the bill and the
Secretary's proposal would violate this specific provision in the
tax treaty with France and the similar clause in tax treaties with

43 other governmnts.

Difference Between Tax Abandoned by France and Contemplated Tax

There 1s a strikirg difference between what France was
doing and what the House Bill and the Treasury contemplate doing,
i.e., while France was seeking to retrieve income it deemed to have
been earned in its territory the United States would arbitrarily
reach intome dbelonging to a foreign corporation and attributable
to French or other foreign souwrces that had never been within the
U.S. Treasury's Jurisdiction. It would tax to the U. S. share-
holder income that belonged to a French corporation and might be
set aside in reserves required by law, used in the expansion of
its plant or for other business purposes, and would never be
distributed to its shareholders in France and in the United States.
Ohly in the last mentioned case would the income enter the
Jurisdiction of the United States. Section 13 would thus in effect
expropriate the funds of corporations in any foreign ocountry, through
forcing the U. 8. shareholders either to pay the tax out of their
own fuhds or bring pressure on the foreign corporation to distribute
at least enough dividends to pay the tax regardless of the interests
of minority shareholders who are nationals of the country.

" The Tax Would Violate the Very Purpose of Tax Treaties

countrieghgieiéén gsggean €°3%2T33§ aaggigoggaé%ghéf £35§1§2 of
shareholders is held several months after the close of the company's
fiscal year, when'the accounts have been audited and approved
reserves requieed by law ‘har e been set aside and the disposition of
the balance of the earnihfs has been decided upon. Yet the bill
says that the company's income within the purview of the U. 8. tax
i1s to be included in gross income currently and at the latest as of
the last day of the forelign company's fiscal year. The foreign tax
thereon would not be paid before the following year, usually not
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before March or April. Yet presumably this tax is to be credited
against the U. 8. tax, at least to the extent that it corrésponds
to the income which 1s included in the taxpayer's gross income.

- The foreigh tax on dividends could not of course be with- -
held uhtil the foreign income is distributed. Even if the share-
holder wished to obviate paying any part of the tax out of other
funds, through prevailing upon the foreign corporation to dis-
tribute dividends, it could not distribute income that had to be
set aside in legal reserves or used in the conduct of its business.

Often in the preamble of tax treatles reference is made
to their basic purpose of encouraging the citizens or corporations
of one country to invest or carry on business in the other and the
convention covers doing business through branches or subsidiaries.
Hence, the imposition of such a levy obviously would not encourage
but would discourage investments in, or the conduct of business
through, foreign corporations, and would therefore violate the very
purpose of the tax treatiea:with 44 foreign countries, which include

the leading countries in all parts of the free world.

Moreover, the conventions clearly limit the territorial
Jurisdiction over foreign corporations by providing, in substance,
that a foreign corporation will not be taxable in the United States
on its industrial and commercial income, except in so far as it is
allocable to a permanent establishment in the United States and
as shown by separate accounts for said establishment. This
¢learly shows that there was no thought of reaching a foreign
corporation in order to tax- it on all or any types of its
undistrivuted income, and of requiring it to supply accounts showing
such income, as well as the balance sheet and profit and loss state-
ment and other data that may be called for under Section 6038 and
the proposed amendments thereto. The exacting of such information
via the shareholders is obviously c¢ontrary to the very spirit,
purgose, and the positive requirements of the tax treaties, It
implies intervention or ihterference in the corporations and there-
fore the economic affairs of the other contracting States, as well
as the 19 other signatories of the 0.A.S. Charter.
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Conclusion

It is known that forelign tax administrators were disturbed
over the U. S. Treasury proposal. They would be all the more
disturbed by the provisions in H. R. 10650 affecting corporations
organized in their territory because these provisions would conflict
with the fundamental principles of their laws that are inherent in
tax conventions concluded by the United States and their governments
These proposals also would conflict with the above cited provisions
in the 0.E.E.C. 1961 Report concerning the taxation of dividends in
the preparation of which the Treasury was represented.

Foreign officials have stated informally that they consider
that the contemplated levy would constitute an incursion into or a
transgression of their Jjurisdioction; that they woutld not assist in
its enforcement and would not permit agents of the I.R.S. to come
into their territory to examine the books of account of local
subsidiaries. They could consider that as such taxation would cone
fliet with the tax convention. They would not be bound to assist
the U. S. Treasury to enforce the provisions for assisting the U. S.
Treasury in the allocation of taxable income. Said Articles other-
wise would normally assure the cooperation of the administration of
the other contracting State in reallocating to the United States
income attributable to sources or to a taxpayer in the United States,
but not income normally attributadble to the other contracting State

or to third States.

As the Congress has incorporated in the Internal Revenue
Code long-established and generally accepted principles of Juris-
diction which are inherent in the duly ratified tax conventions, it
is urged that the Senate Finance Committee reject Section 13 of
H. R. 10650, and Secretary Dillon's proposals, and replace it by
amendments to prevent abuses which would conform to generally
accepted principles of territorial Jurisdiction over foreign

corporations.
A el
Zidedf AS s
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ANNEX I

Obligations in Tax Conventions to Exempt

Foreign Corporations From Tax on Profits

Except for Profits Allocable to a Permanent
Establishment in the United States

The treaty obligation that the United séates will not
tax a foreign corporation in respect of industrial and come
mercial income, except in so far as income is allocable to a
permanent establishment in the United States in ascordance
with the terms of the cohvention, 1is clearly stated in the
conventions with the follouing counhtries and in the respective

article:

Australia Art. III. Ireland Art. IXX
Austria Art. III ' Italy Art. IIX
Belgium Art, IIX Japan Art. YIX
Canada Art. IIIX Netherlands Art. III
Denmark Art. IIX New Zealand Art. III
Finland Art. III Norway Art. III
France Art. 3 Pakistan Art. IIX
Germany Art. IIX Sweden Art. IX
Greece Art. III Switzerland Art. III
Honduras Art. IXI Union of South Africa Art. v

United Kingdom Art. IIX
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A I

Cn——— Sa——

Obligations in Tax Conventions Respecting the Right
of the Other Contracting State to Tax Dividends

The treaty obligations to respect the right of the
other contracting State to tax the income of corporations
organized therein is inherent in the provisions corresponding
to those listed from the viewpoint of the United States in
Annex III, and in the provisions regarding the taxation of divi-
dends paid to U. S. corporations, as follows:

Australia Art. VII(1). The amount of Australian tax
on dividends gaid by an Australian company
to a United States resident who is liable
for United States tax thereon and is not
engaged in trade or business in Australia
shall not exceed 15 percent of the divi-

dend.

Art. VI. The rate of tax imposed by Austria
upon dividends received by a U.8. corpo-
ration not having a permanent establishment
in Austria shall not exceed 50 percent of
the Austrian statutory rate, but such rate
ghall not exceed 5 percent 1f the U. 8.
corporation controls, directly or indi-
rectly, at least 95 percent of the entire
voting power of the Austrian corporation,
and if certain other conditions are met.

Belgium Art, IIg. Pelpgium shall not impose on
dividends derived from a Belglan company
by a U. 8. corporation not having a perma-
nent establishment in Belgium any tax
similar to the tax withheld at source on
dividends under United States law in the
case of nonresident alienhs and foreign

corporations.

Austria



Canada

Denmark

Finland

France .

Germany

Greece
Honduras

Ireland
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Art, XI. The rate of income tax imposed
by canada in respect of dividends paid by
a Canadian company to a United States
corporation, not having a permanent es-
tablishment in Canada, shall not exceed 15
percent for each taxable year.

Art, VI. Denmark reserves the right to
withhold tax at a rate not in excess of 15
percent from dividends paid by a Danigh
corporation to a United States corporation
not having a permanent establishment in
Denmark, except that the rate shall not
exceed 5 percent if the United States corpo=-
ration controls, directly or indirectly, at
least 95 percent of the entire voting power
of the Danish corporation, and if other
conditions are met.

Art. VI. 8imilar to that in the treaty
with Denmark, supra.

Art, 6A. ‘A United States corporation not
having a permanent establishment in France
and deriving dividends from a French corpo-
ration is subject at source to a French tax
with a rate not in excess of 15 percent.

Art, VI. The generally applied German with<
holding rate of 25 percent is reduced to a
rate not exceeding 15 percent in the case

of dividends paid by a German corparation to
a United States cofporation not having a
permanent establishment in Germany and owning
at least 10 percent of the voting stock in
the Qgerman corporation.

Art. XIII. A United States corporation
recelving a dividend from an Irish come
pany shall, for the purpose of the U. 3.
credit for foreign taxes, be deemed to
have paild the Irish inocome tax appropriate
to the dividend if it elects to include in
gross income for the purposes of the U, 8.
tax the amount of such Irish income tax.

:
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Italy

Japan

Netherlands

New Zealand

Norway

Sweden
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Art. VIXI. The rate of tax imposed by
Italy on dividends paid by an Italilan
company to a United States corporation
not having a permanent establishment in
Italy 1s limited to 15 percent (although
actually no such tax is imposed) but pro-
vision is made for reducing this tax to
not more than 5 percent, Af certain con-
ditions are met.,

Art. XIV(c)(iiz. Japan imposes no divi-
dend tax, but the United States gives a
credit against 1ts tax for a deemed
Japanese tax of 25 percent of the amount
of the dividend if it includes such deemed
tax in gross income.

Art. vII(2). Dividends paid by a Dutch
company to a U. S. corporation are exempt
from the Dutéh dividend tax which would
otherwise be 15 percent.

Art. VI. If New Zealand imposed a tax on
dividends paid to a U. 8. corporation, the
rate could not exceed 15 percent, except
that it could be reduced to 5 percent if
certain conditions are met.

Art. VI-A. The rate of tax on dividends
paid by a Norweglan company to a U. S.
corporation not engaged in trade or busi-
ness in Norway through a permaneént es-
tablishment may not exceed 15 percent,
except that it may not exceed 5 percent

i1f the dividends are received by a U. 8.
corporation owning more than 50 percent

of the voting stock of the Norwegain corpo-
ration, and if certain conditions are met.

t. VII. Swedeh reserves the right to re-
égih XIgatesnot exceeding 10 percght og ghe

dividend paid by a Swedish compahy to a
U. 8. corporation.
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Switzerland Art. VI. Switzerland withholds from divie
dends paid by a Swiss company to a U. 8.
corporation, not having a permanent es-
tablishment in Switzerland,; a rate not ex-
ceeding 15 percent, except that it may not

. exceed 5 percent. if the U. 8. corporation
owns at least 95 percent of the voting
stock of the Swiss company, and if other
conditions are met.

Union of

south Africa - .. oo
United Kingdom Art. XIII. A U. K. compahy deducts U. K.

income tax of 38 3/4 percent from dividends
pald to a U, 8. corporation, and the latter
is decmed to have paid such tax and may take
a oredit- for such tax agaihst its U. 8. tax
if it elects to include in gross income for
the purposes of the U, 8. tax the amount’' of
such U. K. income tax.
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A III.

" (bligations in Tax Conventions to Allow
‘the Credit for Foreign Taxes on Realized
- Income as Provided on a Specified Date

Fourteen of the income tax conventions which the United
States has entered into with other countries contain provisions
obligating the United States to grant a U. S. corporation or other
taxpayer a credit for r&feign taxes paid in accordance with the
pertineﬁtkprqvisions of the Intgﬁnélfkevenué'COde as they existed
on a pﬁreicﬁiﬁr date. : In most cases thie date is the date of
entry into force of the convention (1.e. the date the instruments -
of ratification were exchanged), in some cases the date is the date
of signature of the convention, in two cases the date is a partic-
ular date specified in the convention, and in one case the date 1is

the effective date of the convention.

In all these conventions, the other contracting state
‘allows a similar credit or other equivalent relief from double
taxation in consideration of the credit granted by the United States.

In all cases the credit envisages only foreign taxes on realized

income.

The provisions of the fourteen income tax conventions
which obligate the United States to grant a credit for foreign
taxes in accordance with existing provisions of the Internal

Revenue Code are summarized as follows:




1.

2,

3.

b,

5.

6.

7.

8.

COUNTRY

Australia

Austria

Belgium '

Finlan&

Germany

Honduras

Ireland

Japan

REVENUE ACT OF 1062

CONVENTTON PROVISIONS

Australian tax allowed as .
credit subject to Sec. 131 '
I.R.C. of 1939 as in effect,
on date of signat ot con=-
vention., (Art. XV

.Austrian texes allowed as

credit aubgecc to provisions
Of SecB. 5 1‘905 I RbCo Of
1954 as in effect on entry
into forge of convention.
(Art. XV 3

Belgian taxes allowed as
credit in accordance with
provislions of Sec. 131 I.R.C.
of 1939 as in effect on date
of entry into force of con-
vention. (Art. XI

Finnish taxes ailowed as credit
subjec¢t to provisions of Sec.
131 I.R.C. of 1939 as in effect
on date of entry into force of:
convention. (Art. xv)

German taxea allowed as credit
subject to provisions of Sec.
131 I.R.C. of 1939 as in effect
on date of entry 1nto force ot
convention. (Art. XV

Honduran tax allowed aa credit
subject to provislons of Secs.
901-905- I.R.C. of 1954 as in

2991

PERTINENT DATE
Signed 5/14/53

In force 10/10/57

In force 9/9/53

In force 12/18/52
In force 12/20/54

Signed 6/25/56

effect on date of sigggbure of ,'

convention. (Art, XV

Irish tax allowed as oredit
subjeet to Sec. 131 I.R.C. of
1932 as in effect on date con-
vention comes into effect, pro-
vided dividend grossed up by
amount of income tax appropriate
thereto. (Art. XIII)

Japanese tax allowed as credih
subject to provisions of Sec.
131 I.R.C. of 1939 as in effect
on January 1, 1954, (Art xzv?

Effective 1/1/51

1/1/54
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9.

10.

11,

12,

13.

14,

COUNTRY
New Zealand

Norway

Pakistan

Switzerland

Union of
South Africa

United
Kingdom

REVENUE ACT OF 1062

CONVENTION PROVISIONS PERTINENT DATE
New Zealand tax allowed as Signed 3/16/48

oredit subject to Sec. 131
I.R.C. of 1939 as in effect
on date of sigrature of
convention. (Art. XIII)

Norweglan taxes allowed as *  In force 12/11/51
credit subject to provisions

of Sec. 131 I.R.C. of 1939 as

in effeot on date of entry into

force of convention. (Art. XIV)

Pakistan tax allowed as credit Signed 7/1/57
subject to provisions of I.R.C.

ac in effect on date of signhature

of convention. (Art. XV)

Swiss taxes allowed as credit In force 9/27/51
subject to provisions of Sec. 131

I.R.C. of 1939 as in effect on date

of entry into force of convention.

(Art. XV)

South African income tax allowed In force 7/15/52
as credit in accordance with

benefits and limitations of Sec.

131 I.R.C. of 1939 as in effect

on date of entry into force of

convention. (Art. IV)

United Kingdom tax allowed as 1/1/56
credit subject to Secs. 901~

905 I.R.C of 1954 as in effect

on January 1, 1956, provided

dividend grossed up by amount

of tax appropriate thereto.

(Art. XIII)
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Hemorandun

Taxing U,S, Shareholders on Undistributed Income
of a Controlled Foreign Corporation Would Disre=-
gard Supreme Court Decisions on the 5th and 16th

Amendments to the Constitution

CONTENTS

Description of Taxes Involved

The Supreme Court Has Ruled Against Taxing the
Sharcholder on the Corporation's Undistributed
Income Under the 16th Amendment

The Proposed Tax Yould Be a Tax ohn Property
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April 17, 1962

' Unoconstitutionality of Taxing U. S.
" Shareholders on Undistributed Income
of a Controlled Foreign'Corpotration

Desoription of Taxes 1pvolved

Questions of constitutionality'were raised at the Hearings
before the Committee on Ways and Means, the week of June 5, 1962, in
regard to the Treasury proposal to tax to U. 8. shareholders undis-
tributed profits of controlled foreign corporations and the same
basic questions may be raised in regard to the provisions in Section
13 of the Revenue Aot of 1962, H.R. 10650, passed by the House of
Representatives on March 29, 1962, which would ihtroduce in the
Internal Revenue Code new Sections 951 to 958 in order similarly to
tax certain categories of income from foreigh sources derived by

such foreign corporations. *

On April 2, 1962, at the beginning of the Hearings on the
bill before the Senate Finance Committee, Secretary Dillon proposed
that the bill be amended to embody the original concept of taxing
all the undistributed income of the controlled foreign corporation.

More specifically, HiR. 10650 would require the ineliuasion
in the gross income of United States persons, owning a direct or in-
direct interest in a controlled foreign corporation, even unto the
third or fourth degree of relationship or beyénd, of & corresponding
part of the subsidiary's undistributed income which is termed "Sub-
part F income" which includes (1) income from insuring United States
risks, (2) income from patents, copyrights, and exclusive formulas
and processes, and (3) net foreign base company income (H.R. Report
No. 1447, pp. A93 and 94). This would be done even 1f there were no

This novel form of taxatior would ocour

tax avoldance of any kind.

with regard to (3) in the case of any foreign corporation of which
more than 50 percent of the total comblned voting power of all
classes of voting stock, or the total value of shares of all classes

of stock, 1s owned directly or indirectly by no more than 5 United
day of the taxable year of such foreign corpo-

States persons 25L§22___2
ration, and there 1s apparently no 1limit as to the number of share-
holders with regard to (1) and (2) except that the provisions do not
apply if the U. 8. shareholder owns less than 10 percent of the

voting stock of the foreign corporation.

As the issue of constitutionality was raised in regard to
the President's original proposal, 1t will now be disctissed priw
marily from that viewpoint although the same questions are raised

by Seetion 13 of H.R. 10650.
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The Supreme Court Has Ruled Against Taxing the-
Shareholder on the Corporation's Undistributed - : '
Income Under the 16th Amendment :

_The most direct answer to the Treasury's premise that un=
der the 16th amendment Congress can tax the undistributed income of
the "landmark decision' of the

a controlled foreign corporation is )
3 Macomber, 252 U.S. 189, 40 ?. Ct., 289 -

Supreme Court in Eisner v. 9 . .
(1920). This decIsIon was mentloned in the Hearihgs®™ . p»:313) as not
being relevant to the present issue because no stock d videﬂd is in-
Court held in this case that “"neither

volved. However, the Supreme

under the Sixteenth Amendment nor otherwise has Congress power to tax

without apportionment a true stoc vidend made Iaw y and 1In good
or the accumulated profits behind it, as income of the stoock-

a
holder" (cmphasis suppiled).

The underscored reference to "accumulated profits" reflects
the statement in the decision (40 S. Ct. at p. 197) that - -

", + o the government, . . s virtually abandoning the
contention that a stock dividend inocreases the inter-
est of the stoskholder or otherwise enriches him, in-
sisted as an alternative that by-the true construction
of the aet of 1916 the tax i1s imposed, not upon the - .
stock dividend, but rather upon the stockholder's share
of the undivided profits previously accumulated by the
corporation.” (emphasils supplied) - . .

The fact that it has been the view of the Committee on Ways.
and Means that Eisner v. Macomber "carries a provision against taxing
even undistributed Income to the shareholder' was stated in footnote
37 to Herarinﬁ v, Grifriths, 318 U.8. 371, 63 -S. Ct. 636, 647 (1939).
In this case the Government requested that Eisher v. Macomber be over=
ruled so that common stock dividends identical to the stock on which
they were declared could be taxed, but the Supreme Court was uhable to
find that Congress intended to tax the dividends in:question and would
not reconsider Eisner v. Macomber on the basis of the legislation and
Regulations in fTorce. No subsequent decision has been found which in
any way limigs this decision in regard to the point that Congress has
no power to tax a stockholder without apportionment upon the acoumu~

lated profits of the corporation. . . :

The}Treasﬁry oeﬁéraI;CQunselvsu éstéf(ﬁeariﬁgs. . 315
that Helvering v. Bruun- (1940), 309 U.S. ﬁ%l, overruled cﬁepdeciszon
of Eisner‘v. lacomber that income must be represented by something

*geg;izga oh cae Presédgnt'a 1%61 Taxfﬁgcommendatigns begore éhe
0 ee on Ways and Means, House of Representatives t
18t Sess., hereih referred to as "Hearings". A + O7th cong.
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"severable" from the investment. However, in the Bruun case the Court
said in essence that the issue was not "severability™ but whether
there was a transaction on which something was received. The Court
held that repossession of land with a new buildinhg added was such a
transasction, and distinguished the earlier case of M. E. Blatt Co. V.
United States (19382. 305 U.S. 267, in which there was no such re-
possession. Thus, it is clear that Eisner v. Macomber, as explained
in the Bruun case, still stands as aUthority agalnst taxabllity as
inoome To the shareholder of the undistributed profits of a corpo=

ration.

It 1s therefore relevant to review in this regard ﬁerti-
nent statements of the Supreme Court in Eisner v. Macomber (40 S.

ct. 189).
The Sixteenth Amendment reads:

"The Congress shall have the EOWer to lay and col=
lect taxes on income, from whatever source derived,

without apportionment among the severgl states, and
without regard to any census or enumeration."

The Supreme Court declared: "As repeatedly held, this did
not extend the taxing power to new subjects, but merely removed the
necessity which otherwice might exist for an apportionment among the
states of taxes laid on income." (id., p. 193? In other words, if
the tax proposed by the Treasury does not qualify as an income tax as
i1s set forth in this decision, then it would have to be apportioned

among the States.

Undistributed income of a company cannot be treated as ine
come of the shareholder, according to the Supreme Court, for the fol-

lowing reasons:

(a)  "The interest of the stogkholder is a capital
interest." (1d., p. 193)

(b) "short of 1iquidation or until a dividend is de-
oclared, he has no right to withdraw any part of
either capital or profits from the common enter-
prise; on the contrary, his interest pertains
not to any part, divisible or indivisible, but
to the entire assets, businese and affairs of
the company. Nor is it the interest of an owner
in the assets themselves, since the corporation
has full title, legal and equitable, to the
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"whole. The stockholder has the right to have
the assets employed in the enterprise, with the
inoidental rights mentioned; but, as stockholder,
he has no right to withdraw, only the right to
persist, subject to the risks of the enterprise,
and looking onlggﬁg dividends for his return."

(Lqu pp. 193,

(¢) "If profits have been made and not divided they
ocreate additional bookkeeping liabilities under
the head of 'profit and loss'!, ‘undivided
profits!, 'surplus account! or the like. None
of these, however, gives to the stockholder as
a body, much less to any one of them, either a
claim against the going concern for any partio-
ular sum of money, or a right to any particular
portion of the assets or any share in them un-
less or until the directors conclude that divie-
dends shall be made and a part of the company's
assets segregated from the common fund for the
purpose. The dividend normally is payable in
money, under exceptional circumstanoces in asome
other divisible property; and when so paid,
then only (excluding, of course, a possible ad=-
vantageous sale of his stock or winding-up of
the company) does the stockholderrealize a
profit or gain which becomes his separate prop-
ertg, and thus derive income from the cayital

thalgﬁg or his predecessor has invested." : (id.,

Pe

The Proposed Tax Would Be a Tax on Property
Subject to Apportionmént Among the States

_ The foregoing describes income within the meaning of the
Sixteehth Amendment. However, H.R. 10650 or Seoretary Dillon's pro-
posal contenmplate a tax predicated on the shareholder's ownership of
stock in the company, which would be a tax on property,’ although
measured by income belonﬁing to the foreign company which Congress
could not tax as such. "That Céngress has power to tax shareholders
on their property interests in the stock 6f corporations is beyond
question, and that such interest might be vdlued -in view of the con-

dition of the ‘company, ihcluding its accumulated and undivided prof-
its 418 equally clear., But that this Would be taxation 6?““?3'3?5“

¥
because of ownership, and hence would require apportionment under the
§FSVIEIbh€TST"EEE'EghstituEIEH?'IE bEEEIgH"BE§6%§'ﬁiiﬁavéﬁfure by pre-

vious decisions of this court." (emphasis supplied) (id., p. 197)
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In vieiv of this categorical statement.by the Supreme Court,
it 1s evident that H.R. 10650 would levy, under the guise of an in-
come tax, a tax collected from U. S. shareholders upon their prop-
erty interests in the stock of foreign corporations. Under that
bill the tax would be measured by "Subpart F income" (H.R."10650.
Sec. 952), but the Supreme Court's term "undivided profits" would
cover all the items included therein. Nevertheless, in view of the
above holding of the Supreme Court, such taxation of property be-
cause of ownership of stock in a foreign corporation would be un-
constitiitional unless the tax were apportioned among the States under

the provisions of the ‘Constitution.

Issues Discussed in Off'icial Memoranda
Submitted at Hparings

The Treasury General Counsel originally described the issue
as being "whether under the 16th amendment undistributed earnings and
profits of U. S.-controlled foreign corporations can be held to con-
stitute income to the enumerated classes of U. S. stockholders. If
80, 1t is clearly subject to tax unless it 18 to be imposed in so
arbitrary and discriminatory a fashion as to violate the due-process
requirement of the fifth amendment' (Hearings, p. 314).

On the other hand, the top Congressional tax adviser has
said: "The administration's proposal is that the income earned by
foreign corporations be taxed to the American shareholders without
any distribution or dividend declaration. This raises certain basic
questions as to whether or not the shareholder has income within the
meaning of the 16th amendment wheh he has received nothihg and does
not have the right and power to demand any payment" (id., p. 311).

Congress Has No Power Under the 16th Amendment to Tax \
on the Basis of Cohstructive Receipt of a Foreign :
Corporation's Income :

- The Treasury General Counsel asserts that "Copgress has the
power under the 16th amendment to impose a tax on the uhdistributed
earnings of a foreign.corporation controlled by U, S. shareholders on
the ground that 1t may find that such income is constructively re-
ceived by the U. S. shareholder to prevent avoldance of takes or gn

the broader ground advanded by leading scholars in the fleld, ine
cluding some Supreme coupt,ﬂust;oea.-to the effect that any net in-
crease in wealth is taxable" (Hearings, p. 316). However, as has

been shown above in ¢iting Eisner v. Macomber and as will be shown,

infra, the Treasury does not clte any declsions that support this.
assertion. ‘ . v
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No Decisions Support Constructive Receipt by
Shareholder of Foreign Corporation's Income

None of the decisions of the United States Supreme Court
cited by the Treasury support its assertion that undistributed in-
come of a foreign corporation is income constructively received by

the shareholder.

. As regards the assertion that Congress has the power to
treat such income as being constructively received to prevent tax
avoldance, this is tantamount to admitting that it could not 4o so
where it would not have that justification. Congress would hardly
be Justified in presupposing tax avoidance in view of the fact that
some 20,000 foreign corporations are involved (Hearings, p. 3545)
and most of their operations are outside the United States. If any
income should be diverted from the parent in the United States to
the foreign subsidiary within the purview of Section 482, I.R.C.,
such income could be allocated back to the parent and taxed. In
fact, H.R. 10650 clearly shows that the purpose is to tax income
derived by a forelgn corporation from sources outside the United

), that is income which under present law and

States (Sec. 952(a (2&
internationally accepted principles of law is outside the tax Juris-

dietion of the United States.

. Under the law of the United States, the separate identity
of a corporation for tax purposes is so well established that the
Supreme Court has recognized the legal existence of a corporation
as being separate from that of the shareholders and even a sole
stockholder. The Courts do not disregard the separate corporate
status except to prevent fraud or the evasion of some statutory pro-
hibition or requirement. National Carbide v. Commissioner ?3 U.8.

- 036 19u3h

422 (1949); Moline PropertIes v. Commissioner,
It 18 unreasonable to assume that this exception could envisage a
of the 20,000 foreign corporations that are legitimately engaged in

foreign business or investments.
This doctrine of the separate corporate entity was re=-

cently applied bg the Tax Court inh Frelbro Corporation, 36 T.C.=~,
No. 86 (August 1B, 1961); C.C.H. DeC 2T, ~J8% Xn WEISH  that Gourt
held the taxpayer could not be taxed on the earnings of its wholly-
oimed subsidiary prior to the receipt of a dividend, saying "an ac=
erual basis taxpayer must include dividends in incéme in the year in
which they are made unqualifiedlx subJect to his demand, i.e. the

time when payment is to be made.

In the light of Lester Lumber Co., Ine. V. Commissioner,
1 7.0, 225 (1950), the Amerlcan sHabeBIHE&’bE”E‘TS?éIEK'dSipoFE;

tion has the right to demand payment of a dividend only when the
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foreign shareholders have the same right. Thus, in the absence of
the declaration of a dividend, no construstive receipt doctrine can

be applied (Hearings, p. 313).

. Although the Treasury counsel believes that the Supreme
wourt would hold as constructively received by the shareholders the
ret earnings of a corporation, while not distributed as dividends,
because they serve to increase the wealth of the shareholders (id.,
pP. 314), it has not so held and a court has decided that even where
the corporation 1s enriched through services performed by the share-
holder, the latter does not have any income by reason of the increase

in value of his stock. Joy Manufacturing Co. v, Commissioner, 230 F.
2d 740 (cA-3, 18868 , rev"er';s!":[ﬁg" 23 T.Cs g%BE‘;' Jo3Gphson V. Commise
sioner, 6 TCM 7 1947) .

The Treasury's contention would not be supported by the
definition of income in Eisnher v. Macomber, supra, in which the
Supreme (ouprt stated, inter alla, that income 1s not "a growth or
increment of value in Thé Invéstment; but a gain, a prof%ﬁ; some=
thifRg ol exchangeable value proceeding from the property, severed
from the capital « . . .". EocoraInggy, the Court held that a
shareholder did not receive taxable income when the corporation
distribuited a fully proportionate stock dividend in stock identical
to that already outstanding. The Court added that its earlier de-
e¢ision in Collector v. Hubbard, 12 Wallace 1 £1870). (which held
valid a CiVI1 War statute taxing undistributed corporate profits
to the shareholders) "must be regarded as overruled" by Pollock V.

Farmers Loan and Trust Co., 158 U.S. 601 (1898).

Even if, as some authorities surmise, the Supreme Court

might reverse itself and hold that a proportionate stock dividend
could constitut;onal;x be taxed, this would not support the tax-

ability of undistributed earnings when the corporation distributes
neither a proportionate nor disproportionate stock dividend. The

question of whether or not proportionate stock dividends can be
taxed is not really relevant to the issue (Hearings, p. 313). How=
ever, the decision in Eisner v. Macomber is relevant in so far as

1t bars taxing to the shareholders a corporation's accumulated earn-

ings.

It 1s relevaht to note, moreover, that in Eisner v.

Macomber, supra, the Supreme Court stressed the unfalrness of taxing

e undistributed ihcome to the shareholder when in later operations
the corporation might lose the income through business reverses so
that the shareholders would in fact receive "nothihg that answers
the definition of income within the meaning of the 16th amendment"

(252 U.8. 211).
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The Treasury memorandum cites two cases, one involving
the right of the taxpayer to receive interest on bonds where he had
made a gift to his son of the coupons detached from the bond before
the due date (Helvering v. Horst, 311 U.S. 112 (1940)), the other
the right of a taxpayer to demand the dividends which had been de=-
ZKunze v. Commissioner, 19 T.C. 29 (1952) aff'd.

¢lared but not paid
. viously, neither of these deci-

203 F. 24 957 (C.A.
sions supports the proposal to tax a U. S. shareholder on income

that belongs to a foreign legal entity, and has not been declared
as a dividend and thus subjected to the shareholder's control.

The Treasury Counsel contends that undistributed earnings
of a foreign corporation could be held to be constructively recelved
by the U. S. shareholders on the ground that the foreign personal
holding company provisions were upheld as taxation of lincome under
the 16th amendment in Eder v. Commissioner, 47 B.T.A. 235; 138 F.
2d 27 (C.A. 2d 1943). “However, In that case heither the Board nor
the Court mentioned the 16th amendment. The Board stated (p. 235)

that:

"Phe sole issue is whether certain foreign ex-
change restrictions in effect in Colombia,

South America, during 1938, except petitioners,
shareholders of a foreign personal holding ocom=-
pany, organized and existing in Colombia, from
the provisions of section 337 of the Revenue Act

of 1938 « + . "

The Board held (at p. 2U0) that decisions involving the
taxability to a United States taxpayer of his "blocked" income were
not in point because they were decided under the doctrine of "con-
structive receipt”. Furthermore, the Circuit Court notes (at p. 27)
that the taxpayers conceded the Colombian company was a foreign per-
sonal holding company and indicates that the issues were whether
blocked income could be included in gross income under Section 337
and the rate of exchange at which the "blocked" pesos should be con-
verted into United States dollars for tax purposes. "As the taxpay-
ers could have invested, or spent the 'blocked' pesos in Colombia
and, as a result, could there have received economic satisfactioh",
the Circuit Court remanded the case to the Tax Court for further
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consideration of the appropriate measure of evaluation.* In other
words, the decision in Eisner v. Macomber, supra, was not ralsed or

challenged.

The foreign personal holding company provisions have never
been involved in a case decided by the Supreme Court. The}r limited
purpose is shown by a "Report on Tax Evasion and Avoidance" sub-
mitted by the Joint committee on August 5, 1937 (75th Cong., lat
Sess. H. Doc. 337), which states, inter alia: "Real foreign oper-
ating companies or widely held holdIng companies are not included

(llearings, p. 312).

In short, the Treasury has not been able to cite a single
decision in which the Supreme Court has held that undistributed in-
come of a foreign corporation could be regarded as income construc-
tively received by its shareholders under the 16th amendment.

As the issues involved are essentially the same in H.R.
10650 to tax U. S. sharcholders on so-called "Subpart F income" of
foreign subsidiaries, the conclusion would be the same, 1.e. that
such taxation would contravene the 16th amendment unless the tax

were apportioned among the States.

The Proposals Would Contravene the 5th Amendment

The orizinally proposed legislation was described by the
Treasury as being designed to prevent tax avoldance by the use of
"eontrolled" foreign corporations, and the Treasury stated the be-
lief that the Supreme Court under established doctrine would find
the tax consonant with due process requirements of the 5th amendment
(Hearings, p. 318). Presumably the same motive 1s behind the present

bill.

*The rest of the decision relates to the "taxpayers' argument that
inability to expend income within the United States, or to use any
portion of 1t in payment of lincome tax, necessarily precludes tax-
ability". The Court observes: "That the result under the statute
here before us may be harsh 1s no answer to the Government's posi-
tion; that the purpose of Congress was to deal harshly with 'in-

corporated pocketbocks' . . . Interpreting the statute to bring

about such a consequence does not render the statute unconstitu-

tional . . ." However, as the taxpayer had not raised the question
of the constitutionality of the provision, this language evidently
pertains only to the questlon as to whether blocked income could be

included in the taxpayer's gross income.
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Apart from the doubt that may be expressed as to whether
the Congress, or eventually the Supreme Court, would arbitrarily
assume that all of the more than 20,000 foreign controlled corpora=
tions, in respect of which the tax would be applied, were engaged in
tax avoidance, the Treasury memorandum published in the Hearings,
Vol. I, fails to cite decisions which prove that any such "estab-

lished doctrine" exists.

The Treasury concedes (Hearings, p. 318) that Courts have
found that a tax laid on one person's income measured by the income
of another violates the due process clause of the 5th and 14th amend-
ments (Hoeper v. Tax Commissioner, 284 U.S. 206 (1931); Lewis v.
thite, . .C. Mass, 1932); and Raymond Pearson Motor

compahy v, C.I.R., 246 F. 24 509 (C-A- 5th 1957))0

Moreover, in Lewis v. VWhite (supra at p. 391) the Court
said: "That an attempt By Congress to measure the tax on one per-
son with reference to income of another would conflict with the due
process clause of the 5th amendment seems clear". The Court cites,

in support of this unequivocal statement, Nichols v. Coolidge, 274
U.S. 531 (1927); Blodgett v. Holden, 275 U.S. 182 (1929); WﬁIte Ve
Hall, 53 F. 24 21 C.A. Ist Ig;I,o

Despitc the foregoing admission of the existence of these
pertinent decisions, the Treasury argues that the Supreme Court has
indicated the due process clause 1is not violated in cases where the
taxpayer has maintained control over the income or enjoys the bene-
fits of income or where Congress has found imposition of the tax
necessary to prevent tax avoidance. Thus, the grantor was held
taxable on the income of a revocable trust, Corliss v. Bowers, 281
U.S. 376, 378 (1930), and on inhcome of an irrévocable trust where
it was used to pay premiums on policles of insurance covering the
life of the grantor, Burnet v. lells, 289 U.S. 670 (1933).

Obviously neither of these decisions supports a tax on
the profits of a valid foreign corporation before the corporation de-
¢lares a dividend which becomes subject only then to the control of

the shareholder.

The Treasury also mentions that a corporation has been
held subject to a special tax on its undistributed earnings where
it was created for the purpose of preventing the imposition of a
surtax on the shareholders, Helvering v, National Grocery Company,
304 U.S. 282 (1936), but this was a tax on the corporation itseif.
Althougzh the Treasury clted Asiatic Petroleum Company v. C.I.R.,
79 F. 2d 234 (C.A. 2d 1935), Uhis decision merely upheld a reallo-
cation of income under the provisions of Section 45 of prior law
which are now found in _Section 482, I.R.C. of 1954,
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In shorty of the above cases, the only ones in point are

the decisions first mentioned under this heading, supra, in which
the- Supreme Court held that the 5th amendment would bé violated in -
a case where a tax laid on one person's income was measured by ine
come. of another person. This would be true of the tax envisaged in

H.R. 10650 and of Seoretary Dillon's proposal. .

Summary of Conclusions Regarding Unconstitutionality
of Proposed Taxes

In view of the Treasury's concession in regard to the
abgove-cited cases holdin% that laying a tax on one persgson's income
measured by the income of another violates the due process clause
of the 5th amendment, there can be no doubt that taxing U. S. share-
holders on the basis of income belonging to a foreign corporation
should be consldered as unconstitutional under the 5th amendment.

. .It has previously been shown that the income of the for-
eign corporation cannot be treated as income constructively received
by -the shareholder under the 16th amendment, and that the proposed
tax would not be a tax on income under the 16th amendment. Instead,
it would be a property tax and would have to be apportioned among
the several States (U. S. Constitution, Art. I §2 cl. 3 and §9 ecl. 4
requiring direct taxes to be apportioned according to population).

If the Supreme Court has supported the principle of the
separate corporate entity with regard .to domestic. corporations, 1t
is all the more important that Congresa and the Supreme Court should,
in accordance with international comity, uphold respect for the -
Juridical personality of a corporation organiged under the laws of a
sovereign foreign State. This 1is especially true if the State 1s
one of the 44 with which the United States has in force a tax treaty

embodying this fundamental principle.
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- Additional Legal Objections to- -~
“Seotion 13 of H.R. 10650 and the Treasury Proposal . .

The Proposals are Based on Inappropriate
.Existing Code Provisions »

The Secretary of the Treasury stated at the Hearings (p.
261) that precedent for the proposed tax treatment may be found in
the provisions of existing law dealing with the taxation of U. 8. .
shareholders of foreign personal holding companies, and' the Ways
and Means Committee said it was extending these provisions to apply
to "base" companies. These provisions nacted in 1937 to pre~
vent the avoidance of surtax by.s zens or resitengs who had re-
sorted to foreign personal hetding companies, perhapB~to escape the
tax regime for domestic pgrisonal holding companles.

‘The Report of the Joint Committep~Qn Tax Evasion and
Avoldance to the Congress, dated August 5/ 19 T5th Cong., Mgt
Sess. House Doc. 33, explains t posé of ‘hede provisions.\ It
refers to the numbér of companies organized in certgin forelgn Jyr-

isdictions by U. 8. citizen reme cases whioh
show "that foreign personal holding
citizens and regidents as vice [
come which otherwise would be su ‘
is being diverfyed to, and accumula
hat the Ameripan shareholders ma

iﬂouse Doc. No« 337, p»

] I

%ﬁﬁ&puch gompaniee
ape‘being %axgd thereon."

o \

gommittee wa imarily con-

}rhgithefsqlgakt, rican se-
f! it ;/

i ! -
The Report goeh on to Bay: ”Thefgbappeaaq*to be no Justi
fication for the continudd existence of fogel perso, holding
companies . . .\. It 18 ved as ttep-of fiscal policy that
the dissolution pf such companies should be effepted as promptly a
possible . . . .\ (House Doc. No. > Pa 21). ya

However. the report the Joint commiftee ﬁae it clear
that the legislatiol was not 1 d to afifect ' 1 foreign oper-

ating companies" or wdely-owned fore -helding companies dey Do
T7). (cmphasis supplidqd) ‘
In short, the puPppse of this 1937 legislatigm’was to ime
pose such an onerous and pun e regime on the pregefibed U ¢ in-
; {@ they

cerned with injcome fromj and
curities.

dividual shareholders in foreign Ppersanal halding companie
would forthwith liquidate such existing companies and woul i~
couraged from creating any such companies in the future.

BEST AVAILABLE COPY
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The fact that the Committee on Ways and Means bases its
proposcd amendmenté on.the 1937 measure raises the question vhether
it now seeks to force the liquidation of all of the foreign sub-
sidlaries that might fall under the proposed enactments, and re-
striet future recourse to foreign corporations to carry on perfectly
legitimate activities that might happen to fall within the scope of

the contemplated amendments.

The Proposals %ould be Discriminatory

Subpart F of H.R. 10650 would involve discrimination
against U. 8. shareholders owning foreign corporations in several

ways:

First, by taxing them on the basis of certain income be-
longing to the controlled foreignh corporation, but not on income
belonging to controlled domestic corporations engaged in similar

activities;

Secondly, by taxing them on certain categories of income
arbitrarily defined but not on others, and by taxing them on income
used or invested in developed countries but not on income invested

in "less developed countries”.

) Hence, the legiclation proposed by the Treasury or by the
Committee would be so grossly discriminatory that it would appear
to come under the statement by the Supreme Court that discrimination,
if gross enough, may be equivalent to confiscation and subject under
the Fifth Amendment to challenge and annulment, Charles C. Steward
Mach. Co. v. Davis, 57 S. Ct. 1936.

The Proposals Presuppose Tax Avoidance That Under
Court Decisions Would Not Generally Ex'st

Although the Treasury estimates there are some 20,000 con-
trolled foreign corporations, in order to find instances of tax
avoidance, the Internal Revenue Service reviewed some 135 cases

Hearings, p. 3535). Of these it published descriptions of 39 cases
Hearings, pp. 3537-3544). About half of these descriptions do not
reveal that the corporation did anything contrary to the tax law,
and in the others any income allegedly diverted from the United States
corporation could have been reallocated to that corporation for tax-

ation purposes under Section 482, I1I.R.C.
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On the basis of this meager sampling, the Treasury sought
to Justify penalizing the imputed abuses by taxing the U. S. share=-
rolders on income belonging even to "real foreign operating com=
panies". This would be done now although such companies were de-
liberately excluded from the 1937 legislation (House Doc. No. 337,
pe 17)+ H.R. 10650 uses the term "foreign base company income
shich certainly has no opprobrious connotations that would Justify
departure from the principle of respect for the corporate entity.

) Various instances of tax avoidance have been dealt with
by the federal courts in upholding the application of the provisions
of Section 45 of the 1939 Internal Revenue Code, now found in Section

182 of the 1954 Code. Examples are:

(1) a domestic Lo.ding company sold securities, which
had considerably appreciated in value, at cost to
an affiliated foreign company; the latter immedi-
ately resold the sccurities to another affiliated
domestic company at the higher fair market value;
and the Court upheld the allocation of the profit
back to the first company, Asiatic Petroleum Co.
v, Commissioner, 79 F. 2d 2 <A. 2, s
certiorarl denled 296 U.S. 6l5;

"(2) a domestic manufacturer sold products at manu-
facturing cost plus 10 per cent to a controlled
foreigh corporation which resold to customers at
a mark-up ranging up to 900 per cent and over,
despite the fact that the domestic manufacturing
business had previously sold the same type of
products to customers outside the country through
an unrelated organization to which it allowed a
20% discount. The Court upheld allocating back
to. the manufacturer all the profit in excess of
the 20% discount, Jesse E. Hall, Sr., 32 T.C. 390

(1959).

On the other hand, the rule has become well established
in court decisions that i: is perfectly legitimate for a taxpayer
to arrange his affalrs so as to limit his 1liability to tax. As
stated by the Supreme Court in Gregory v. Helvering, 293 U.S. 465
(1935) "[t]he legal right of a Taxpayer to Eecbéabé‘the amount of
what otherwise would be his taxes, or altogether avoid them, by

means which the law permits, cannot be doubted." Accordingly, it
is clearly recognized by Judicial authorities that the separate
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entity of a related corporation, whether domestic or foreign, can-
not be disregarded so as to make its income taxable to another,
unless the corporation is found to be unreal or a sham. The cor-
porate form mazinot be disregarded merely because it was resorted

to with the motive to avoid or minimize taxation, if in fact the
corporation has some business purpose and activity. Moline
U.S. 436 (1943); Polak's

Properties, Inc. v. Commissioner, 31

Frutal Wbrﬁs Inc. 21 T?G}"§53'51954?; John Junker Spencer, 19 T.C.
727 11953{; 6ﬁisﬁolm v. Commissioner, 79 F, ed 14 51835{ and
National Invest 44 p, 24 466 ( éuu).

ors corporation v. Hoey, 1

As stated by the Tax Court in its opinion in'Polak's
Frutal Yorks, Inc., supra, 'a taxpayer is free to choose the type
of organization or form in which he will his business activities
to achieve a desired business or tax result . . . . He 1s not re-
quired to adopt or continue with that form of organization which
results in the maximum tax upon business income . . . . Further-
more, 1f a taxpayer actually carried on business in thHe form chosen,
the tax collector may not deprive him of the incidental tax benefits
flowing therefrom, unless it first be found to be a fiction or a

sham."

The legislation proposed by the Treasury Department, or
by the Committee, which would subject U. S. shareholders to tax on
the income of controlled foreign corporations arising from sources
outside of the United States 1s in direct conflict with the long-
standing principles of taxationh developed by our courts. Under this
Jurisprudence, it is perfectly leﬁal for U. 8. citizens or corpora=-
tions to organize a company with "some business purpose and acti~
vity" in a foreign country with rates lower than ©“nose in the United
States or with no income tax at all, and for that corporation to en-
gage in investments and business transactions with corporations or
other persons in the same or a third country.

The Supreme Court has held that a statute, whereby the
1iabi1lity of the taxpayer was made to depend upon past lawful trans-
actions not giving rise to liability when effected, was so arbitrary
and capricious as to amount to confiscation, and theretore violated
the Fifth Amendment to the Constitution, Nichols v. Coolidge, 274
U.S. 531 (1927). "If the taxation involves reasonableness to meet
the desired ends of fair play, it 1s valid - - - And when the tax
is arbitrary and capricious by reason of the terms of the taxing
statute, it becomes void under the Fifth Amendment." Corliss v.

Bowers, 34 P. 2d 656 (C.A. 24, 1929), affirmed 281 U.S.
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The Treasury premise ol general tax avoidance through

foreign subsidiaries is practically nullified by the fact that al-
though the Treasury estimates there are some 20,000 controlled for-
elgn corporationsr¥ﬂear1ngs, p. 35U45), it apparently found evidence
of tax avoidance in perhaps less than 20 cases Sid., pp. 3537-3544).
In these, any income shown to have been diverted could have been

taxed under Section 482, I.R.C.

Moreover, the imputation of tax avoidance is controverted
by ‘the fact that most of the previously-mentioned foreign subsidi-
aries were created before the income tax was introduced or, if ore-
ated subsequently, were formed without any intent of escaping U. S.
tax, but instead for legitimate business reasons. Furthermore,
thelr transactions with persons in their respective country or in
third countries are entirely outside the jurisdiction of the United
States and cannot be said to have as their object the avoidance of

U, S. taxes.

It has been held that the Congress may adopt a measure
calculated to prevent tax avoidance, the "test of validity" in re-
spect of due process being whether the means adopted are appropri-
ate to the end. Helvering v. City Bank Farmers Trust Co., 296 U.S.
85, 56 8. ct. 70 (7 . However, would obviously not be appro-
priate to adopt a measure intended to prevent avoidance in some 20
cases that without such justification would be applied to many if

not all of the 20,000 foreign subsidiaries.

2, W
St T
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, The CatrMAN. The next witness is Mr, D. Nelson Adams, Associa-
tion of the Bar of the City of New York,

STATEMENT OF D, NELSON ADAMS, CHAIRMAN OF THE TAX COM-
MITTEE OF THE ASSOCIATION OF THE BAR OF THE CITY OF
NEW YORK

Mr. Apams, Mr, Chairman, my name is D. Nelson Adams, I
a}}l)pear here as chairman of the Tax Committee of the Association of
the Bar of the City of New York.

In that capacity I speak for a committes of 22 lawyers who have
approached this bill completely objectively.” Our sole purpose in
appearing here this morning is to be of whatever assistance we can
to this commitee in considering H.R, 10650. :

I might add at the outset that, unlike that of some of my predeces-
sors this morning, our report does not deal with the economic aspects
of the bill and the balance-of-payments problem.

We leave that to the economists and the businessmen. -

We are. concerned essentially with the legal and administrative
problems involved.

Our report is in two parts. The first contains comments of a gen-
eral nature with reference to several sections of the bill, namely, sec-
tion 4 (entertainment expense), section 6 (améndment of sec. 482),
section 13 (income of controlled foreign corporations), section 16
(disposition of stock of controlled foreign corporations), and section
21 (treaties). It also includes for consideration another approach
to the problem of foreign earnings, in lieu of the provisions contained
in sections 13 and 16 of the bill. The second part incorporates the
comments of our committee with regard to matters of a more tech-
nical nature.

I propose to cover only part 1 in my oral statement, which T believe
1 can do within the time allotted to me. The balance of our report
is already on file with the committee and deals with the more technical
aspects. It is available to the committee and for study by the staff.

At the outset, however, we note that while H.R. 10650 contains a
number of provisions that deal in an appropriate manner with clear
defects and inequities, the bill will in several respects add greatly to
the complexity of the code. This is particularly unfortunate when,
as in the case of sections 2 and 14, the provisions will have broad
application. They will have to be understood and applied by many
taxpayers who may be unaccustomed to dealing with such intricacies
and not in a position to obtain competent tax advice. Section 13,
if enacted, will take its place alongside the present collapsible corpora-
tion provisions as among the most incomprehensible provisions of the
code. It will be extremely difficult for taxpayers to estimate the tax
consequences of investing in foreign corporations, and no less difficult

for the Service to enforce.
I. GENERAL, COMMENTS

SEOTION 4. DISALLOWANCE OF CERTAIN ENTERTAINMENT, ETC., EXPENSES

The current statutory standards governing the deductibility of en-
tertainment expenses are generally thoufht to be susceptible to wide-
spread abuse. An amendment which will strengthen the hand of the
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Commissioner in dealing with this problem would do much to restore
public confidence in the mtegrity of our tax system.

Section 4 of the bill proposes to accomplish this result in, essentially,
three ways: (1) by denying the deduction unless the items is “direct
related to the active conduct of the taxpayer’s trade or business”; (2¥
biy requiring substantiation in all cases; and &3) by allowing no deduc-
tion for a facility unless it is used primarily for business purposes and
then only to the extent so used. The substantiation and used primarily
requirements will, we believe, prove helpful in curbing abuses. We are
less convinced of the adequacy of the requirement that the item be
directly related to the active conduct of a business,

On its face this phrase merely opens the door to manf' questions. In-
deed, we doubt whether it does an(rthing more than call attention to the
prob_iem: Resort to the Ways and Means Committee report is more re-
vealing in that it describes various types of expenses which will or will
not qualify under this test. However, even if the committee report
may be permitted to fill the statutory vacuum, the examples set forth
there do not appear to establish principles of general application.

In view of the al()lparent widespread abuses In this area and the prac-
tical difficulty of drawing legislative boundaries, our committee be-
lieves that consideration should be given to disallowing all deductions
for entertainment expenses except in certain specifically enumerated
cases, including the exceptions in subsection (d) of section 4. Under
these exceptions, for example, business meals and meetings would, of
course, qualify even if considered entertainment, but where the tax-
payer entertains in other ways the expense would have to be incurred
without the benefit of a tax deduction.

Senator Douaras. Mr. Chairman, may I be permitted to congratu-
late the witness and, through him, the Association of the Bar of the
City of New York for the attitude you take in this matter.

I alwa.%g have had an extremely high opinion of the Bar of the CitK
of New York ever since I became acquainted many years ago wit
Charles C. Burling. Through the years I have felt that the Bar of the
City of New York, the Association of the Bar of New York, has been
ablle; to, in general, look beyond immediate considerations to the social
welfare,

I think this is an extremely statesmanlike statement of yours.

I felt discoura%ed for I have sat through nearly 5 weeks of hearings
with special pleaders and find so few people who are willing to take an
objective view of these matters. As one humble member of this com-
mittee, I want to con%ratulate you personally and the Association of
the Bar of the City of New York.

Mr. Apams. Thank you, Senator.

I am not sure when I go home I will have any clients, but we feel
our responsibility to this committee is broader than that. [Laughter.]

Senator Dovaras. I am afraid I will be a very poor substitute for

your loss of clients,
SECTION 6. AMENDMENT OF SECTION 482

Mr. Apams. The committee agrees with the Treasury’s view that
there have been abuses in the pricing of products and licensing of
patents between domestic corporations and foreign affiliates, but it
believes that the arm’s length standard which the Commissioner has



3012 REVENUE ACT OF 1062

at his disposal under section 482 is sufficient to enable him to deal with
this problem. Part of the difficulty in the past has been the lack of
information available to the Service with regard to foreign transac-
tions, but this difficulty has been substantially eliminated with the
enactment of the information provisions in 1960, which would be
somewhat further expanded by section 20 of the present bill. We do
not overlook the difficulty in many cases of determining the effect of
arm’s length trading, but the Commissioner in such cases may require
the taxpayer to establish this or accept the Commissioner’s determina-
tion if he is unable to do so.

We recognize that if a clear statutory formula could be devised
which would operate in at least a majority of the cases, it might be
preferable to any general test based on arm’s length bargaining, How-
ever, in our view section 6 would only make matters more confusing;
it would not matorially ease the Treasury’s burden, and it would cre-
ate a whole host of new questions that would have to be resolved in
the courts. These questions include (a) how much relative weight is
to be given the factors set forth in subseetion 482(b) (2) (A), (b) what
other factors are to be considered, (¢) what weight is to be given to the
determination made by the Secretary of the Treasury, (d) whether
under subsection (b) (2) (B) the discretion of the Secretary is absolute,
(e) the meaning of the words “adjusted to approximate their adjusted
basis” in subsection (b)(3) (A), (f) what is an “arm’s length price”
under subsection (b) (4) (as a practical matter the Government’s posi-
tion may be no easier here than under present law), (g) the meaning
of the words “grossly inadequate” in subsection (b) (68), (h) the de-
gree to which the Secretary’s estimate under subsection (b) (7) is con-
clusive, and (i) the time by which information must be furnished

under subsection (b) (7).
SECTION 13. CONTROLLED FOREIGN CORPORATIONS

It is apparent that section 13, coupled with section 16, will do more
than curb the abuses referred to in the Ways and Means Committee
veport. It will also tend to discourage the investment of American
capital in foreign enterprises, and may tend to increase foreign taxes

aid by controlled foreign corporations at the ultimate expense of the
{)I.S. revenue. Whether this is sound policy is not within the province
of our committee to say. We believe it appropriate, however, to point
out some of the major disadvantages which legitimate business activi-
ties abroad will encounter in operating under sections 13 and 16.

The effect of these sections is to place controlled foreign corporations
at a tax disadvantage vis-a-vis domestic corporations with foreign
branches and to place individual 10 percent plus shareholders of con-
trolled foreign corporations at a tax disadvantage both in comparison
to corporate shareholdeérs of such corporations and to shareholders of
domestic corporations. The disadvantage or controlled foreign cor-
porations is illustrated by the fact that a domestic corporation is en-
titled to deduct and ¢arry over losses from its fore‘ifn operations and
to characterize its items of foréign iticome as capital gain or ordinary
income, dependihg on their intrihsic nature, whereas the parent of a
controlled foreign corporatioh’ must inchide the subsidiary’s income
in its own as ordiiiary income and is not allowed to deduct or carry
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over the subsidiary’s losses. The disadvantage is accentuated where
' foreign operations are conducted by more than one controlled foreign
corporation, Losses incurred by one foreign subsidiary are not ap-
plied in reduction of the profits of another foreign subsidiary, and
t%is. is even the case where the subsidiaries are members of the same
chain,

Beyond these factors, an individual, as compared to a corporate
stockholder, of a controlled foreign corporation is further penalized
since, while the corporate entity of a controlled foreign corporation
is disre%arded in order to impute the income of the corporation to its
shareholders, its corporate entity is relied upon to deny its individual
stockholders a credit for foreign income taxes paid by the corpora-
tion. Moreover, the individual shareholder of a domestic corporation
suffers a direct 52 percent and a maximum indirect 12 percent attrition
of retained corporate earnings from foreign sources, whereas the
10 percent plus individual shareholder of a controlled foreign cor-
poration can be taxed on its foreign income at rates ranging up to
91 percent, .

wo other aspects of section 13 to which our committee has given
specific attention are: (1) Whether it is constitutional, and (2)
whether it is workable. :

Constitutionality: The major stated objectives of the section as
described in the Ways and ‘Means Committee report are to impose
current tax on (¢) what could ordinarily be expected to be U.S, source
income, (%) income which is held abroad and not used in the tax-

ayer’s trade or business, unless it is reinvested in another business

ocated in a less developed country, and (¢%) sales sroﬁts from goods
manufactured by related parties either in the United States or aboard.

The technique employed is to tax certain U.S. persons who actually
or constructively own stock in a controlled foreign corporation on part
or all of the income of such corporation, even t ough no distribution
of such income has been made. From the constitutional standpoint it
would appear that the validity of this technique must meet the re-
quirement that it is necessary in order to prevent avoidance or evasion
of Federal income taxes. In the following instances in which the
bill would impute income of a foreign corporation to U.S. persons,
the imputation seems difficult to justify on such grounds:

(1) The imputed income may have been subjected in the hands of
{}TIOS greign corporation to a rate of tax equal to or greater than the

.S, tax.

(2) The imputed income may represent no more than a fair profit
for performing selling or distributing services abroad.

(3‘; The imputed income may represent earnings from a newly or-
ganized or recently acquired manufacturing business in an economi-
cally developed cétititry which are needed for the conduct or expansion
of this business,

(4) The imputed income may constitiite income from patents or
processes developed outside the United States, but which have been
ac%uired by the foreign corporation from a U.S. person.

n most of the cases enumerated above the impitation of the incorme
to the shareholders of the foreign corporationi may be avoided if the
foreign corporation invests the income in a less developed country.
This in itself would seem to inidicate that the income is not regarded
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per se as of a character which should attract U.S. tax in order to
prevent avoidance or evasion. In any event to predicate immunity
from tax on such a basis is difficult to justify on the ground of pre-
venting tax avoidance.

Acordingly, it is the view of our committee that the reach of sec-
tion 18 of the bill is so broad in certain important areas as to result
in doubt as to its constitutionality.

Furthermore, even if not unconstitutional, there is an inequity in
taxing the shareholders of a foreign‘ corporation on income of the
corporation which cannot be distributed by reason of () exchange
control, (b) restrictions imposed by local law, or (¢) contractual com-
mitments or indebtedness incurred prior to the enactment of the bill,
In the domestic personal holding company area, the Congress saw
fit to allow a deduction with respect to previously incurred indebted-
ness (L.R.C. sec. 845(b) (7)).

Workability : Our committee believes that the technical problems
involved in the imputation of income to U.S. persons from foreign
subsidiaries of all tiers are so numerous and so difficult that the ques-
tion arises as to whether the provision is workable from a practical
standpoint. These problems include the computation of “earnings
and profits” from 1963 on, in accordance with U.S. tax rules, of foreign
corporations which are not subject to U.S. law; the attribution of

rofits to different categories of gross income of shareholders depend-
ing upon the treatment of such income under section 13; the applica-
tion of the foreign tax credit in the case of earnings which are imputed ;
and the effect of the imputation of income on the basis of the stock held
by the U.S. persons. Our study of these provisions over the past few
weeks has convinced us that the complications are so great that many
unintentional inequities and loopholes will be inevitable, and that
great difficulty will be experienced by even the most sophisticated tax-
payers and their advisers, as well as by Government personnel, in
understanding and applying these provisions .

Our committee is also concerned with the workability of the stock
ownership test, which ig the key determination upon which the appli-
cation of sections 13 and 16 depends. Many foreign corporations 1ssue
bearer shares, the ownership of which is not known or readily ascer-
tainable. Indeed, the disclosure of ownership may be illegal under
foreign law. A similar problem exists in the case of stock registered
in the names of nominees. Except in the case of closely held com-
panies, therefore, there may be no practical way of determining
whether the corporation constitutes a “controlled foreign corporation”
through the ownership of more than 50 percent of its voting stock by
U.S. persons. Stockholders owning 10 percent. or more of the stocl
of such a corporation may live in ignorance of their actual tax liabili-
ties and find themselves at some later date confronted with a large
linbility for which they are wholly unprepared.

Furthermors, the rules for determinitig stock ownership involve all
of the complicated feattives of the present attribuition regirirements of
section 818, with additional complieations imposed by section 955, and
with the further difficulty that these rules will not only” affect the
stathisof the U.S. person as a 10-percent stockholder bt will also have
to be applied by a1l U.S, persons in determining whether more than 50
percent of the stock is owned by U.S. shareholders.
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BECTION 16, GAIN FROM OERTAIN SALES OR .EXOHANGES OF STOOK IN CERTAIN
FOREIGN OOBPORATIONS

This section proceeds on the theory that gain from the sale or ex-
change of stock of a controlled foreign corporation by a shareholder
owning 10 percent or more of the voting stock should be taxed as ordi-
nary income to the extent of his proportionate share of the earnings
and profits. It jis recognized that this is largely a question of legisla-
" tive policy. We would goint, out, however, that all 10-percent-plus

shareholders of{controlled foreign corporations will as a result of sec-
tion 18 suffer a (disadvantage not generally aﬁplied to shareholders of
domestic corpogations. Upon the sale or exchange of their stock or at
the time of lighidation of the corporation their gain attributable to
previously untaxed corporate earnings and profits will be taxed at
ordinary income tax rates rather than as long-term capital gain.

In addition, a number of extremely serious practical problems are

nerated by applying the proposed section 1248 to pre-1962 earn-
ings and profits and thus basing present and future tax consequences
upon historical earnings and profits extending back some 50 years.
Most of the corporations whose stockholders would be affected by
section 1248 have heretofore had no reason to compute earnings and
profits or to maintain records from which such a computation could be
made with reasonable facility. The task of reconstructing long-term
accumulated earnings and profits of any corporation is a difficult one.
Such a computation for a foreign corporation involves additional com-
plexities, such as currengy valuation factors, transposition of forei
accounting concepts to U.S. earnings and profits concepts, and the
effect to be given to elections which could have been made for U.S.
income tax purposes. For these reasons we recommend that section 16
be made applicable only to earnings and profits realized in taxable
years of the foreign corporation beginning after December 31, 1962.

The computation of earnings and profits at interim dates during a
taxable year—which would be necessary under sec. 1248(b) and pos-
sibly under sec. 1248(a)—raises further obvious complications. In
this area particularly, the burden of proof rule in section 1248(d) will
presumably aid in protecting the revenue. However, in all phases of
an earnings-and-profits computation, the Service will obviously have
to evaluate and analyze proof offered by a taxpayer, and the conse-
quent administrative burden and delay are likely to be substantial.

The impact of section 1248 can be extremely drastic where the cor-
porate eaminﬁs have been subjected to foreign tax at rates comparable
to or higher than U.S. rates. In such cases, the application of section
1248 to individual shareholders can produce an extraordinarily high
effective combined rate of tax, and the foreign tax credit in respect
of taxes li’“id by the controlled corporation will not be available to
ipdi\;igd‘i\g} bss)hareholders or to corporate shareholders taxed under sec-

ion .

A similar conisequence which is difficiilt to justify involves applica-
tion of section 1248 to earnings of the foreign corporation in the
United States which have actually been subjected to U.S, corporate
tax. Notwithstanding a suggestion to the contrary in the Ways and
Means Committee report (p. 4), section 1248 does not differentiate
these earnings from foreign source eam‘ih%s, even though an excegtion
igg‘ dor“gestic earnings is made by section 952 (a) in computing subpart

meceome.
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HECTION 21, TREATIES

Our committee concurs in the recommendation of Secretary Dillon
in his testimony before the Senate Finance ('ommittee that section 21
be eliminated from the bill in order to make it clear that we are honor-
ing onr treaty obligntions (heavings on HL.R. 10650, p. 104), We
would, however, suggest that in order to eliminate any ‘mssible incon-
sistencies hbetween section 11 of the hill and the foreign tax credit pro-
visions of various trenties consideration should be given to providing
that in the event of any such inconsistency the treaty should govern,

My, Chairman, we veturn to the question of taxation of foreign earn-
ings, We recognize there are certain abuses that exist, We did not
want to come down here and tell you that without making some sug-
gestion for a possible line or avenue which will cure the abuses and
still solve the problems which we see in sections 13 and 186,

RECOMMENDATIONS WITIL REGARD TO THE TAXATION OF FOREIGN EARNINGS

We recognizoe that the extent to which earnings of n foreign corpo-
ration are to bo taxed to its U.S, stockholders is in large measure a
matter of legislative '"’"cf" As noted above, however, we also feol
that IR, 106560 as presently drafted raises constitutional doubts and
involves ndministrative complexities of serious proportions. Because
of our concern over the constitutional and administrative problems
involved, we offer for consideration an alternative af)proach to the sit-
uations encompassed by sections 13 and 16 of the bill.

As we analyze sections 13 and 16, the tax-avoidance practices which
form the foenl points of legislative concern are twofold, Fivst, there
are cuses where income which in an economic sense has been gen-
erated in the United States may not. be subjected to tax here. Those
cases involve premiums from the insurance of U.S. risks, income from
patonts, and similar property interests developed in the United
States, and sales income improperly allocated to a related foreign
organization,

Second, there are cases where foreign income is accumulated or
transferred outside the United States without any apparent business
purpose and presumably to avoid or defer U.8. tax. Such cases
involve Yrimm‘ily the accumulation abroad of income beyond the
rensonable needs of a foreign business and the transfer of income from
one foreign business to another through a foreign base company.
wo are correct in this analysis, the objectives of sections 18 and 16
could be attained in large measure through the modification of exist-
ing and familinr statutory provisions, .

Turning first to premiums from the insurance of U.S. risks, it
would seem logical to treat such premiums as income from sources
within the United States. They are not so treated under present
law, and so escape U.S. taxation when received by foreign corpora-
tions, Whether the tax should ap(rlﬁ to all foreign insurance com-
panies or only to those controlled by U.S, shareholders, whether
foreign insurance companies should be allowed the optioh of paying
n tax based on their net taxable income from the insurance of U.S.
risks, and the proper withholding tax rate to be applied, are matters

of legislative policy.
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The problem of the income from patents and analogous intangibles
developed here but exploited abroad without adequate compensation
for the development process arises primarily where the foreign income
from such property is realized abrond by a related foreign corpora-
tion. DBasically, this problem is much the same as that of getermming
the sale profit properly allocable to the activities of a related organiza-
tion abrond. In view of the additional information now or to become
available to the Commissioner as a result of the 19060 amendment to
the code and proposed section 20 of the bill, we believe that section
482, if diligently enforced, will provide an adequate solution to both
these problems.

The second area of the foreign earnings problem, that of accumula-
tions and transfers of funds outside the United States, could be solved
in lnrge measure by two amendments of the present statutory provi-
sions governing foreign personal holding companies, The first amend-
ment would be to include corporations as well as individuals in apply-
ing the stockownership test of such companies, and the second would
be to include income accumulated beyond the reasonable needs of a
foreign business as one of the classes of foreign personal holding com-
pany income, with appropriate modification of the gross income test.

The alternatives to sections 18 and 16 of the bill suggested above
would in our view substantially put an end to the practices now covered
by those sections which might legitimately be considered to involve tax
avoidance. This approach would also resolve the constitutional
doubts and administrative problems outlined above,.

I mi'ght add one final word: .

I think it would eliminate a number of the Panamanian, Liberian,
and Bahaman corporations that Senator Douglas and Senator Gore
were 80 concened about this morning, which are filling the role of being

merely base companies.
Thank you, Mr, Chairman,
The CuarMAN. Thank you very much.
We will insert your technical comments, of course, in the record.

Mr, Apams. That is right.

The Cuairaan, Any questions?

Senator Curris. No questions,

The CuatrmaN. Thank you very much, Mr. Adams,

(Section IT of Mr. Adams’ grepnred statement, entitled “II, Tech-

nical Comments,” is as follows
II, TroHNICAL COMMENTS

SEOTION 2, CREDIT FOR INVESTMENT IN CERTAIN DEPRECIABLE PROPERTY

Seotion 47(a).~Nelther the bill nor the report of the Ways and Means Com-
mittee indicates whether the normal retirement of a unit of property carrled in
a multiple asset a: ount must meet the time test of sectfon 47(a) (1), or whether -
that test will be met if the average perlod of retention of assets of the same
type In the nccount meets the test. If the time test must be met in the case
of every normal retirement from a multiple asset account, this should be made
clear,

Seotton 47(b) (2) —The fallure to except insolvency reorganizations under
part IV of subchapter C from the recapture provision of section 47(a) may be
ocensioned by an assumption that any such reorganization which represents a
mere change in the form of conducting the trade or business will qualify under

art I1T of subchapter O and, therefore, under section 881(a), This should,

owever, be clarified.
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Neetion §8(a). -The provision in section 48(a)(1)(B) that real property,
other than a bullding or its “atructural components,” may quality for the credit
1 1t I8 used a8 an "integral part of” or “in connection with” certain business
operations seems likely to lead to uncertainty and controversy. The explana-
tiong of the quoted terms {n the committee report leave doubt as to thelr ap-
plicabllity In many situntions. We question whether the prevention of revenue
losa through the use of such imprecise terms is as Important as clear advance
notice of which property will quality for the credit, Most of the uncertainty
wonld be removed by Hmiting the exclusion of depreciable real property to build.
Ings and thelr structural components,

SECTION 4. DISALLOWANOEK OF CERTAIN ENTERTAINMENT, KETO., EXPENSES

Inasmuch as proposed section 274 would affect a very large number of small
taxpayers, It seems particularly {mportant that any provisfon respecting en.
tortainment expenses should he drafted In such a manner ar to be readily un-
derntood, Section 274 ts deflefent in at least the following respects :

{1) The class of expenditures munde nondeductible by subsection (a) 1a gen-
erally described as Including any item “with respect to an activity which ls
of a type generally considered to constitute entertainment, amussment, or rec-
reatlon,” or “with respect to a facllity used in connection with” such an ac
tivity “‘unless the taxpayer establishies 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 trade or business,” We have
great dificulty in ascertalning in a given case the intended meaning of such
key words as “activity,” “type.” “generally considered” and “directly related.”
Furthermore, the committee report sheda no light on the intended meaning of
the term “active” in the statutory phrase “actlve conduct of the taxpayer's
trade or business.” The purpose of this term {8 particularly myatifying when
applied to an item incurred in connection with the production of income, which
is treated under proposed section 274(a) (2) (B) as a trade or business. It
also appears dificult to characterize deductions such as depreclation and gen-
eral repair and maintenance expenses incurred in connection with the owner-
ship of a depreciable “entertalnment” facllity (which is used primariy for
the furtherance of the taxpayer's trade or business) as items “directly related
to the active conduct of such trade or business” If it ia intended to require
apportionment of general expense items on the basla of the percentage of usage
for business and personal purposes, the atatute should be clarified to make this
purgone clearer.

(2) It ia not clear whether the present language of subsection (/) Includes
traveling expenses incurred In connection with eutertainment or recreation,
although subsection (¢) might indicate that such expenses are not included.

(8) Defining the term “gift” for purposes of subsection (b) in terms of an
ftem “excludable from gross income of the reciplent under section 102" re-
quires determination in assessing the donor’s income tax of the tax character
of the purported gift to the recipient. Whether or not various types of “busi-
ness gifts” are includable in the gross income of the reciplent or are exclud-
able inder section 102 has provided a fertile field for current tax litigation and
remaing an area unresolved by any clear-cut decisions. .

(4) The committee report of the Waya and Means Committee indicates that
the term “entertainment” as used in section 274 Includes, in addition to its nor-
mal meaning “satisfying the personal, living, or family needs of any individu-
al.” As a result of this broad Interpretation of the term “entertalnment, sub-
section (d) of section 274, setting forth numerous exceptions to the basle rule
of subsection (a), may be required. Nevertheless, paragraph (9) of subsec-
tion (d), creating an exception for expenses for goods or services which are
sold by the taxpayer in a bona fide transaction for full consideration in money
or money's worth, appears to be an unnecessary addition to an already unde-
girably prolix statute, On the other hand, subsection (d) appears to contain
no exception applicable to contest prizes granted as part of a business promo-
tion, an ftem of expense ag%arently ag worthy of specific exception as several
others already Included. e limitation of the exception contained in para-
geaph (7) of subsection (d) to g:‘t‘)enses fncurred at a business nfeeting or con-
vention of organizations descri in section 501(c)(6), creates an inference
that expenses related to the attendance of business meetings of slmllatj or-
ganizations not qualified under section 501(c) (6) are within the ambit of sub.
section (a). No reason for this distinction is given in the House committee

report.
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(8) Throughout the section there is doubt as to whether the portion of an
expenditure attributable to a taxpayer's own participation in, or enjoyment of,
part of the cost of entertainment, 18 deductible in part, or not at all.

With reference to the amendment to section 162(a)(2) by section 4(b) of
the bill, changing the phraseology permitting the deduction of the ‘“entire
amount" ex})ended for meals and lodgings while traveling to a “reasonable
allowance” for amounts expended for meals and lodging, we polnt out that this
change maf. in addition to placing a celling on the total amount deductible for
meals and lodging. also be held to preclude the deduction of amounts go incurred
which do not exceed the amounts which the taxpayer would have incurred in
the absence of travel. We do not believe that any such additional disallowance
was intended, and suggest that the language be changed to read “(including
‘rensonable amounta expended for meals and lodging).”

SECTION 9©. DISTRIBUTIONS BY FOREION TRUBTS

Under the general rule of sectlon 648(a) (8) of the code capital galna or losses
are included in distributable net income onlg {f they are distributed or are set
aslde for charity. Section 9(a) (1) of the bill amends section 648(a) to pro-
vide that capital gains and losses are taken into acount in computing distrib-
utable net incomv of a forelgn trust. The result is that any accumulation
distribution carried back to a year in which net cagltal gains were realized by
the forelgn trust, will be taxed as capital gains to the beneficlary for such year.
Under the usual rules applicable to throwbacks, the beneficlary will amalgamate
such net gains with his own capital gains for the purpose of computing the tax
attributable to such year and the proper result is reached.

However, if the so-called shortcut method of computation prescribed b
section 669(a) (1) (B) is used, the tax upon capital gains may be distorted.
It the beneficlary had large capital losses in the 8 test years they might
wipe out the trust's capital ‘gains attributed to those years with the resuilt
that the tax computed with respect to the portion of the throwback representing
capital galns will be too low. On the other hand, if the beneficiary had large
capital losses In some years, but none in the test years, the tax computed with
;«:sg«et to the portion of the throwback representing capital gains will be too

1

Such distortions may be avolded by segregating the net excess of long-term
capital gains over short-term capital losses included in the accumulation dis.
tribution and computing the tax thereon at 23 percent. The tax on the balance
of the accumulation distribution should then be ascertained under the usual
shortcut rules. The sum of the two computations representa the tax attributable
to the accumulation distribution where the shortcut compuation is used.

SEOTION 11, DOMESTIO CORPORATIONS RECEIVING DIVIDENDS FROM FOREION
OORPORATIONS

This section of the bill would enact into law the so-called gross-up principle
of taxation of domestic corporations receiving dividends from foreign corpora-
tions and claiming the foreign tax credit; would amend section 861(a) (2) (B)
of the code to treat as domestic source income the entire amount of dividends
eligible for the 85 percent dividends received deduction received from a foreign
corporation; and would repeal section 902(d), relating to special rules for
crtain wholly owned foreign corporations paying royalties or similar 