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TAXATION OF AMERICANS WORKING ABROAD

MONDAY, MAY 8, 1978

U.S. SENATE,
CoMIMrnM ON FINANCE,

Wa8hingtoan, D.C.
00 The committee met, pursuant to notice, at 10:05 a.m. in room 2221,

Dirksen Senate Office Building, I-Ion. Russell B. Long (chairman of
the conunittee) presiding.

Present: Senators Long, Bentsen, Curtis, Dole, Packwood, and
Danforth.

[The committee press release announcing this hearing follows :]

PRESS RELEyASF,

COMMIVME ON FINANCE,
U.S. SENATE,

May 2, 1978.

FINANCE COMMITIrEE ANNOUNCES HEARING ON TAXATION OF AMERICANS
WORKING ABROAD

The Honorable Russell B. Long (D-La.), Chairman of the Committee on Fi-
nance, announced today that the Committee will hold a hearing on the taxation
of Americans working abroad. The hearing will be held at 10:00 A.M. on Mon-
(lay. May 8, 1978, in Room 2221, Dirksen Office Building.

The following witnesses have been scheduled to testify:
The Honorable Anthony M. Solomon, Under Secretary of the Treasury

(Monetary Affairs) and Mr. Donald C. Lubick, Acting Assistant Secretary
of the Treasury (Tax Policy).

The Honorable Elmer Staats, Comptroller General of the United States.
Jane G. Gravelle and Donald W. Kiefer, Congressional Research Service,

Library of Congress.
George P. Shultz, President, Bechtel Corporation.
Richard M. Hammer, Price Waterhouse & Company.

Legislative Reorganization Act.--Chairman Long stated that the Legislative
Reorganization Act of 1946, as amended, requires all witnesses appearing before
the Committee of Congress "to file in advance written statements of their pro-
posed testimony, and to limit their oral presentations to brief summaries of their
argument."

Witnesses scheduled to testify should comply with the following rules:
(1) A copy of the statement must be filed by the close of business the day

before the witness is scheduled to testify.
(2) All witnesses must include with their written statement a summary

of the principal points included in the statement.
(3) The written statements must be typed on letter-size paper (not legal

size) and at least 75 copies must be submitted by the close of business the
(lay efore the witness is scheduled to testify.

(4) Witnesses are not to read their written statement to the Committee,
but are to confine their ten-minute oral presentations to a summary of the
points included in the statement.

(5) Not more than ten minutes will be allowed for oral presentation.
Written Testimony.-Chalrman Long stated that the Committee will be pleased

to receive written testimony from those persons or organizations who wish to

(1)
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stl'zmit statements for the record. Statements submitted for Inclusion in the rec-
ord should be typewritten, not more than 25 double-spaced pages in length and
mailel with five (5) copies by May 10, 1978, to Michael Stern, Staff Director,
('ommittee on Finance, Room 2227, Dirksen Senate Office Building, Washington,
D.C. 20510.

The CIARMAN. The hearing will come to order.
Early in February, the Finance Committee approved a further post-

ponenient of the 1976 tax changes in section 911 and a new approach
to the taxation of Americans working abroad to go into effect in 1979.

Since then, the Ways and Means Committee has held hearings on
this subject, the Treasury Department has made its proposals in testi-
mony at those hearings, and the General Accounting Office and the
Congressional Research Service have published reports.

1topefully. the Senate will soon consider the Tax Treatment Ex-
tension Act of 1978, which includes these provisions.

In order that some of these issues be better understood, by myself
and other members of the committee, I have scheduled this hearing
ioday. I am sure that we will all benefit by the information that is
made available to us.

We are pleased to have as our first witnesses today the H1onorable
Anthony MN. Solomon, Under Secretary of the Treasury for Monetary
Affairs and Mr. Donald C. Lubick, Acting Assistant Secretary of the
Treasury for Tax Policy.

Gentlemen, we are happy to have both of you before us. We will ap-
preciate your views on this subject.

MAr. SoLomrox. Thank you, Mr. Chairman. I will read a statement
on behalf of Mr. Lubick and myself, and then we can answer your
questions.

STATEMENT OF THE HONORABLE ANTHONY M. SOLOMON, UNDER
SECRETARY OF THE TREASURY FOR MONETARY AFFAIRS AND
DONALD C. LUBICK, ACTING ASSISTANT SECRETARY OF THE
TREASURY FOR TAX POLICY

Mr. SoroNo,. I am pleased to be here today to discuss the U.S. taxa-
tion of the earned income of Americans working abroad. In particu-
lar, I would like to comment on the impact that our system of taxing
Americans working abroad may have on U.S. exports.

The administration values the role of overseas Americans. It wants
to assure that they are taxed fairly. At the same time, it wants to
put this troubling issue to rest so that overseas Americans can con-
tinue their work free from the uncertainties of the changing tax law.
This administration also recognizes that our tax policy regarding
overseas Americans has important consequences for our trade interests. I.
The administration does not believe that the present provisions of w
section 911, as set forth in the Tax Reform Act of 1976, adequately re-
flect the important considerations which must be raised in formulat-
ing our policy towards overseas Americans.

On February 2,-,, in testimony before the House Ways and Means
Committee. the administration recommended a system for taxing
Americans working abroad which permits those taxpayers to deduct:
(a) the amount by which reasonable housing costs abroad exceed
average U.S. housing costs; (b) the cost of educating dependents
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through grade 12, subject to a ceiling of $4,000 per year, plus the cost
of two round trips per year between the school and the foreign resi-
dence; and (c) the cost of home-leave travel for each family member
every other year.

In addition, the administration proposal would liberalize certain
other provisions of the tax law affecting nonresident citizens such as
the moving expense deduction and construction camp provisions. The
basic approach and rationale of the administration's proposal are
similar to those of the Ribicoff bill, H.R. 9251, which this committee
has voted on favorable.

I would like to explain how these proposals respond to the compet-
ing interests which arise in formulating a tax policy for the foreign-
earned income of overseas Americans.

The debate concerning the taxation of Americans working overseas
and the various bills introduced in Congress on this subject, including
the administration's proposal, reflect a fundamental policy decision:
the United States chooses to tax its citizens whether they reside in the
United States or overseas. The United States is the only major country
that taxes wage and salary income of its nonresident citizens simply
because they are citizens.

On administrative grounds, taxation of Americans on the basis of
residence rather than citizenship might be easier to apply. It may also
be true that nonresident citizens derive fewer benefits trom Govern-
ment spending than do taxpayers living in the United States. But
these arguments overlook two basic precepts of our tax policy.

First, U.S. citizenship carries with it very considerable lifetime
benefits and with these benefits come lifetime responsibilities.

Second, the basic determinant of tax due in our system is the ability
to pay and not the extent of benefits received during any given year.

If we accept the citizenship basis of taxation-and I have heard few
people criticize that fundamental principle-we are left with two
principal arguments directed against, the present manner in which we
now tax nonresident citizens. I am sure you have heard these argu-
ments before, and I am sure you will hear them again today. It is
important that these arguments be made and heard, but it is equally
important that they be placed in proper perspective.

The first argument essentially is that the tax system is insufficiently
sensitive to the special conditions faced by Americans overseas. The
argument is that a citizen's foreign earnings are frequently inflated
to compensate him for unusually high costs of moving and living
abroad. In some countries, housing which is barely adequate by'U.S.
standards costs several times what more comfortable housing'would
cost in the United States.

In non-English speaking areas, Americans may have to spend con-
siderable amounts to obtain education for their "children comparable
to that available without cost at public schools in the United States.

ii addition, costs associated with moving abroad or returning to the
United States on home leave can be substantial.

If a citizen must earn more to maintain a I.S. standard of living
overseas and the United States taxes the additional earnings, then
that citizen will pav more U.S. taxes than a citizen maintaining a
comparable standard of living at home. In this sense, our tax laws
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may place our citizens overseas in a worse position than they would
have been had they remained in the United States.

The administration recognizes the validity of this equity argument,
as have virtually all the sponsors of legislation relating to the taxa-
tion of Americans working abroad. But without additional facts, this
argument is no more compelling than a similar case which can be
made for recognizing the wide variation in living costs within theUnited States itself, for which no special tax treatment is provided.
Li ving costs in the United States also vary considerably, and those who
are compensated for the added cost of living in expensive areas of the
United States must pay a higher percentage of their income in taxes
even though they do not necessarily enjoy greater purchasing power
than those with'lower incomes in relatively inexpensive areas of the
Uniited States. For example., living costs in Alaska and Hawaii are
substantially higher than they are in Mississippi and Alabama.

Although overseas living costs often exceed the costs of living in
even the most expensive parts of the United States, equity considera-
tions alone would not necessarily dictate that overseas Americans be
treated differently from resident; of the United States. But when these
issues of equity are combined with the competitive realities facing
nany overseas Americans, special consideration seems advisable. In-
deed, these competitive realities facing overseas Americans can have
important consequences for our trade balance.

Unlike Americans working within the United States, Americans
working overseas are often subject to higher tax burdens than per-
sons of other nationalities in the same income bracket. Because the
United States is virtually unique in taxing the earned income of its
overseas citizens, Americans working in a country imposing low tax
rates must pay higher taxes than citizens of other nations living in that
country.

In countries imposing taxes comparable to or higher than those in
tfl, U7nited States, Americans are not placed at a disadvantage by virtue
of U.S. taxes since the local tax system acts to equalize the taxes paid by
local residents, American or otherwise. As you know, Americans are
permitted to credit such foreign income taxes paid against their Fed-
eral income tax liability, and, thus, are not subjected to double taxation.
These points may be simply illustrated: An American and a French
citizen living in'New York City pay approximately the same income
taxes, assuming they have comparable incomes and situations; this
same relative position holds true if they move to Stockholm, Sweden,
because of the fact that Swedish income taxes are higher than U.S. in-
come taxes. But these same individuals living in Jeddab, Saudi
Arabia, bear very different tax burdens. Although the American in
Jeddah continues to pay U.S. income taxe-s, the Frenchman living in
Jeddah does not pay any income taxes, either to France or to Saudi
Arabia. This basic disparity supports treating the earned income of
overseas Americans differently from the earned income of U.S.
residents.

The consequences of this disparity for our trade balance are difficult
to quantify. To the extent that overseas Americans must bear a heavier
tax burden than other nationals, they either will expect higher compen-
sation or must accept less take-home pay than others with comparable
incomes. In either case, the result is'to foster the replacement of
Americans in overseas employment by nationals of other countries.
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When overseas Americans are replaced by foreign nationals, the U.S.
economy loses an employment opportunity and the remittances to the
United States which normally accompany such employment. However,
from a trade perspective, there can be even more important adverse ef-
fects. From my own experience in living and doing business abroad, I
know that an American engineer is much more likely to specify Ameri-
can products, which he has used and with which he is familiar, than a
French engineer who is familiar with French products. The overseas
employment of an American engineer thus creates jobs in the United
States. Given the falling share of the United States in world manu-
factures trade, and our present trade deficit, we need the exports that
are created by the employment of overseas Americans.

The administration proposal does not totally eliminate the disparity
in the tax treatment of overseas Americans and persons of other na-
tionalities. The disparity is rooted in our citizenship approach to taxa-
tion. But our proposal ameliorates that disparity. By reconizing ex-
cess overseas costs in the tax law, Americans residing in countries
where they will experience the most extreme tax disparity in compari-
son with nationals of other countries will obtain the largest tax benefits
while those experiencing relatively small will receive lesser benefits. In
particular, our proposal will confer a significant portion of its tax bene-
fits on Americans working in the Middle East, where there is a consid-
erable promise of generating U.S. exports.

Reasonable people may differ on how to resolve the competing con-
siderations which arise in formulating tax policy in this area. W\e be-
lievc .t.. .. 1.itraton's ,ct z,. :'po:'sents a fair and practical solu-
ton to this important problem.

Mr. Chairman, thank you and we will be ,ha)py to answer your
questions.

The CHAIRMA-N. You make a point-you make several good points
in your statement. The one that impresses ine is the fact that in areas
of the Middle East and also in the developing countries, where Ameri-
cans go, they are likely to specify American equipment because that is
the equipment with 'hich they are familiar. And if Americans are
not to be permitted to go there, if they find it unattractive to go there,
those people are going to tend to specify the other equipment because
that is the stuff with which they are familiar.

I have a modest amount of 'familiarity, for example, with the diffi-
culty of hooking up American electrical equipment-that is the gen-
erating equi pment--with power sources of other countries. You have to
have converters and one thing and another. By the time you do it, you
have plugged the fool apparatus in, it might work and then again, it
miliht not. You might not have any power coming out the other end.

I was in Iran, for example, and at that. Hilton Hotel there, bearing
an American name, they had American equipment and the stuff would
not work. The reason it would not work was that it was hooked up to
British generators and when you take English circuits and then you
try to hook up American electrical equipment. the power source being
to English specifications and the elevator made to American specifica-
tions, it does not work very well.

I know the little fellow% who was trying to repair that Otis elevator
was an Englishman, by the way. If those elevators are working the
way they are supposed to work today, I would be surprised.
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But, to me, the logical answer for that country was to say that you
ought to go for one brand of equipment or the other. This thing of hav-
ing the Russians make one thing and the Frenchmen make something
else and the Japanese make something else and the Americans make
something else, by the time you get around to connecting the whole fool
thing up, even if all of them were working the way they were
supposed to work in their countries, none of them were made to fit the
other ones, with the result that when you try to convert them all over
and make them all work together, they will not.

Now, the logical answer there is to go either one way or the other.
Either use American specifications and American equipment or use
the equipment made by some other country. Perhaps you could do it
by metropolitan areas. Take Tehran and use one style of equipment
there and in some other place, use somebody else's equipment, but even
then you are going to have the problem of connecting up to power
when you transfer from one city to another.

But would it not be just the most natural thing-in fact, about
the only logical recommendation a person could make, that he would
recommend that if he is going to do the work for you that he is
going to use the equipment that he knows how to operate.

Mr. SOLOMON. Mr. Chairman, I have lived overseas and been in busi-
ness overseas for many years. Even though it is hard to quantify,
from that experience, as well as seeing the way sourcing takes place
on World Bank loans, and Asian Development Bank loans, and loans
of other development banks frequently the sourcing of equipment de-
pends upon the nationality of the engineers who draw up the specs.
We have seen hundreds of examples where this seems to have an
impact.

There was one case brought to my attention recently where one part
of a fertilizer project-I believe it was in Pakistan-was financed by
the Asian Development Bank, another part of it, the same project,
was financed by the World Bank. The part that was financed by the
Asian Development Bank had a German engineering consulting firm
draw up the specifications and the part that was done by the World
Bank had an American engineering consulting firm.

The results of those contracts ended up that there was absolutely no
American firms prequalified to bid on the Asian Development Bank
part of the project whereas there was a substantial number of Ameri-
can firms prequalifid to bid on the part of the project that was
financed by the World Bank.

There are innumerable examples of this. It is a well known, ac-
cepted point of view among American bu sinessmen living abroad
that this is an important factor in getting business for the United
States.

I think that this intangible, Mr. Chairman, is at least as important
as the other argument, namely that the costs of doing business over-
seas for U.S. firms are increased by having to pay U.S. employees
more money because of the taxation problem.

The CTIArMAN. Senator Packwood?
Senator PACKWOOD. No questions.
The CHAIMAN. Senator Bentsen?
Senator BENTSEN. No questions.
The CHAIIMAN. Thank you very much, Mr. Solomon.
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Next, we will call the Honorable Elner Staats, Comptroller General

of t he I Jnited States.
Mr. Staats, we are very.happy to have you with us today. We will

l)e delighted to hear your views on this issue.

STATEMENT OF HON. ELMER STAATS, COMPTROLLER GENERAL OF
THE UNITED STATES

Mr. STAA,TS. Thank you very much, Mr. Chairman.
Our remarks today are based on a review which we initiated in

May of last year, just a year ago, and a report which we presented
to the Congress in February which was entitled: "Impact on Trade
Of (Changes in Taxation of U.S. Citizens Employed Overseas."

The United States has taxed the overseas income of its citizens, with
certain exceptions, since enactment of the Federal income tax in 1913.
It is the only industrialized trading nation of the world to do so. Most
countries do not tax income earned outside their borders.

Approximately 150,000 of the U.S. civilian work force of about 98
million are emlloyed overseas. For more than 50 years, until 1976,
the United States provided a substantial tax incentive to citizens
elp)loyed abroad to promote U.S. exports and commercial competi-
tiveness. The tax incentive, under the 1975 tax practices, would ac-
cording to the Treasury's February estimate, have amounted to $563
million in 1977, or 75 percent of the total U.S. tax liability of overseas
employees.

In 1976, two things occurred which would reduce the amount of
the incentive by a total of $384 million:

The Tax Reform Act of 1976 increased the tax liability of citizens
employed abroad by about $319 million.

The U.S. Tax Court reaffirmed the taxable status of some over-
seas allowances. The Internal Revenue Service now requires that the
full value of allowances be reported, thus increasing the tax liability of
citizens overseas by another $65 million.

At the time the law was amended in 1976, it was not clear what
economic impact the changes would have on trade, foreign investment,
and individuals. Uncertainty existed because little effort had ever
been made to determine the impact or evaluate the effectiveness of this
tax incentive.

We made our review to reduce the uncertainty over the impact of
the tax changes, in the expectation that Congress would consider mak-
ing further changes to these rules in 1978.

We attempted to determine the probable impacts on trade which
could be attributable to the 1976 tax increases on Americans abroad
and appraised alternative methods of granting tax relief to these tax-
pavers. To encourage others to conduct future analyses, we analyzed
s several methods of evaluating these tax incentives and identified the
kinds of information that must be collected in order to predict the ef-
fects of future changes.

We gathered data on the impact of the 1976 tax changes from 145
U.S. companies which have foreign operations, 367 individuals work-
ing abroad in 11 different countries., 6 U.S. nonprofit foundations
operating abroad. and 38 member firms of the Tax Executives Insti-
tute, a professional association of corporate tax executives.
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The principal Government agencies which have operations overseas
also gave us assessments of the impact the reduced incentives would
have on private sector participation in their programs.

Of the companies surveyed, 77 percent reimburse their American
employees for all or part of the additional taxes incurred as a result of
living abroad. These companies will have to absorb the potential tax
increase, -ass the increased costs on to customers, or replace American
employees with less costly local or third-country nationals. Companies
that do not reimburse their American employees may lose them be-
cause of the higher tax burdens.

According to the survey:
Companies relying heavily on American employees would experi-

ence a greater impact than those that have only a few Americans in
key positions. The former tend to be in the building/construction and
service industries, operating in a country for a relatively short time
and on a contract/project basis. For example, 300 firms employ 30,000
Americans, in Saudi Arabia alone.

Companies operating where the living costs are high and/or where,
little or no taxes are imposed on foreigners would experience the
greatest impact.

About 60 percent of the companies surveyed in the United States
and .12 percent overseas currently had plans to reduce the number of
American employees abroad due to the tax change. Many others were
adopt ing a "wait and see" approach.

About 65 percent of the companies estimated their increased co.ts
if they reimbursed employees for the tax increase. Half of these
thoimlht the amount would represent 5 percent or less of their total
employee compensation costs; 70 percent thought the increases would
represent 5 percent or less of their total oleratingf costs.

Oor stiuy, together with an analysis by the Treasury of a sample of
tax returns claiming overseas tax incentives in 1975, sugests that the
potential tax increases will vary greatly according to income levels,
employer compensation policies, and geographic locations.

sty-five percent of the individual taxpayers responding to the
study expected to return home on or before the end of their present
tour because of the tax changes. About 29 percent of these were plan-
ning to return even though they' expected to be reimbursed by their
employers for most of the tax increase.

About. 40 percent of the estimated $381 million in increased taxes
will be paid by those who have adjusted gross incomes, including al-
lowances, of more than $50,000-about 10 percent of the overseas tax-
payers. The tax increase for these taxpayers would average about
$10.000.

Taxpayers reporting less than $20,000 income, 53 percent of the
total, would have an average tax increase of about $215.

Nearly 75 percent of those surveyed received separate cost-of-living
and tax-equalization allowances and overseas l)remilmms. The re-
mainder consisted of the self-employed, employees of firms that either
did not have tax equalization progranis or provided higher salaries to
offset the increase in taxes or lived in areas where the allowances did
not apply.

Within the study group, average monthly housing costs were $1 025;
8O percent of those surveyed considered their housing inferior to hous-
ing they would occupy in the United States.



9

Americans living in the oil-producing countries of the Midldle East
and Africa will have the largest tax increases, averaging $0,650 per
return. Americans working in those countries generally receive rela-
tively large taxable allowances for housing, dependent education, and
general living costs. They also usually have high gross annual in-
comes-43 percent earn in excess of $30,000 compared with 29 percent
for all overseas taxpayers and 4 percent for taxpayers residing in the
United States.

In certain extreme cases in extraordinarily high-cost countries, some
individuals who receive large noncash allowances may have a tax
liability equal to, or in excess of, their basic cash salaries.

The changes will have an unusually severe impact on U.S. firms and
employees in Saudi Arabia, because of the large allowances necessi-
tated by the high living costs and the higher salaries required to at-
tract qualified employees to the harsh environment of this remote
desert country.

For example, we found a typical employee with a wife and two
schoolaged children earning $40,000 could be taxed on the basis of
$131.000 gross income because of housing, education, and other allow-
ances needed in Saudi Arabia. We were told that many U.S. employees
are expected to leave Saudi Arabia because they cannot afford the high
taxes or because their employers, for cost considerations, are replac-
ingp them with foreign personnel.

U.S. companies with operations overseas generally expressed the
position that it is essential to maintain U.S. citizens abroad in order to
promote and service U.S. products and operations. Of the permanent
l)ase( companies, 26 percent indicated that they had lost American
employees as a result of the tax change, while 5 percent of the com-
panies on a contract/project basis indicated such a loss.

The companies advised us that either the increased costs or loss of
U.S. citizen employees associated with the tax changes may be the
cause, in part or entirely, of lost contracts and adverse effects ol U.S.
exports.

We obtained views of U.S. company officials and found:
A concern with the "ripple effect" on subcontractors or suppliers,

should a primary company lose a contract due to higher costs as-
sociated with tax reimbursements or should Americans be replaced by
other nationals who might deal with their own countries' firms rather
than with U.S. firms.

Most of the headquarters' officials believed that few, if any, firms in
their industries would close down operations as a result of the tax
changes, but over half of the overseas officials believed that at least
5 percent of the U.S. companies would close down their overseas
operations.

Over 80 percent were of the opinion that the tax changes would re-
sult in at least a 5-percent reduction of U.S. exports.

On the assumption that the tax increase would be passed along to
customers, we estimated the economic impact of the reduced incentives
on the U.S. aross national product, exports, and employment. The re-
suilts showed a generally smaller effect than was forecast by company
officials. However, the full impact of the tax increase on the' U.S. econ-
omy cannot be objectively measured due to the data limitations as well
as to intangible values 'accruing from having Americans employed
abroad, especially the secondary or ripple effect.
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In summary, the results of this analysis showed that the tax in-
crease, a.-suminig that these costs are passed along in the form of higherpri41s, might cost as much as 5,000 jobs in 1978, increasing to 27,000

obs in 1'1 Sl adversely affect the gross national product, in real terms,
y !)u to $270 million in 1978, increasing to $790 million in 1981 ; and

adversely affect real exports by $140 million in 1978, increasing to $320
million in 19S1, excluding any indirect or ripple effect.

In the 1970s. for the first time in this century, the United States was
confronted with a deficit trade balance. In 1977, the deficit had climbed
to :31.2 ,illion. In this connection it should l)e noted that the United
States slare of Saudi Arabia imports declined from 31 percent to 22
percent from 1974 to 1976, just 2 years.

This trend, together with the recognition that policy instruments for
1)romotinig U.S. exports and commercial competitiveness abroal are

Iimitedl. underline the importance of adopting policies that have the
greatest potential for strengthening the U.S. international economic
position.

They also focus attention on the following issues:
How can Government policy and resources be used more effectively

to remotee U.S. exports and competitiveness abroad?
What )o1 icy instruments are available for these purposes ? Which are

the most cost effective? Is there an effective alternative to the subject
tax incentives'?

H]ow significant are the benefits of having a large force of U.S. busi-
nessmen abroad influencing world economic affairs as well as repre-
senting the U.S. system of values and culture?

With respect to the question of further adjusting the subject tax
incentive, basic options include fully taxing, partially taxing, or mak-
ing tax free all allowances and foreign-earned income. If the Congress
decides to grant a greater degree of tax relief, there are several ways
of doing this.

In our opinion, the primary ways include adjusting the existing
general exclusion, granting special deductions for extraordinary costs,
or modifying available tax credits. In our report, we discussed varia-
tions within each of these options, together with the advantages and
disadvantages of each.

The referred option and degree of incentive provided must be
chosen by the Congress in the light of the objectives it defines.
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hlowev'er, because of the seriousness of the deteriorating U.S. inter-
national economic position, the relatively few policy instruments nowavailable for promoting U.S. exports and commercial competitiveness
abroad, we recommend continuing section 911-type incentivcz at least
until more effective policy instruments are identified and implemented.

Our concern is based upon a fundamental belief that, to maintain
and build upon the competitive position of the United States, it is
es.-ential for a large force of U.S. citizens to be maintained abroad to
promote and service U.S. products and operations.

The Congressional Research Service recently made an analysis of
the section 911 tax incentive. They concluded that the incentive is con-
trary to the principles of both tax neutrality and tax equity and dis-
missed the adverse impact on trade because its relationship is indirect-
mnd uncertain. The CRS study addresses itself primarily to the equity
question, while we believe the overriding issue to be trade and export
promotion. Moreover, we believe our in-depth study provides concrete
\-idence of the direct relationship of the tax incentive to maintaining

and enhancing U.S. exports.
It may be that alternative policy instruments can be devised which

are more cost effective. To date, such alternatives have not been found.
Until such alternatives are found, we believe that a convincing case
exists for continuing to use a section 911-type incentive. If Congress
continues this incentive, we recommend that the Department of the
Treasury, in consultation with the Department of Commerce, be re-
quired to:

Evaluate periodically the effectiveness of the tax incentive program
in achieving these objectives.

Compare this tax incentive with other policy instruments, such as
trade fairs, trade exhibits, and domestic international sales corpora-
tions, that are designed to achieve similar objectives.

Report the results of its evaluation regularly to the Congress.
Mr. Chairman, I have prepared here a brief tabulation of the various

instruments the U.S. Government now employs for promoting exports,
together with the amount in the budget for each of those items. They
seem to me relevant, and I would like your permission to put it into the
record along with my statement.

The CHIAirtMAN. By all means.
[The following was subsequently supplied for the record:]
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Stimulation of exports primari.
by extension of loans to f6reign
buyers to purchase U.S. goods,
and by extension of credit insur-
vnce and guarantees against com.
raercial risks and political un-
certainties.

$89,000,,000 t. M977*Outlays

Ff1977v.4-
Joan authorizations $1,221,000,000
Guarantee authori-

zations s1,021,000.,000
Insurance authori-

nations
Total authori-

zations
$,608,000,000

Comodity Credit Corporation P.T,. 480-1 program - Extends loans
to foreign purchasers of agricu-
tural commodities at interest rates
substantially lower than commercial
ones and ith matutities ranging
up to 40 years.

Short-Term Export Cred4it Sales program -
•Extends -loans to foreign purchasers
of agricultural exports determined to
be in surplus.

$7?9,0o0,000 Est. Frl977**
Shipments

O1,OOOPo00000 Est. FY1977*
Obligations

W

ncort-X port Bank

*The B udget oft he thited States Government Fiscal Year 1978 - Appendix
*wEport-lnmort Bank of the United States 1977 Annual Renor

,HIDearent of Ariculture Budget Justification for P.L. 480 January 1978

page 1
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Promotio M =9of

Department of Cobsferce

-I

-I

Deiiamt or Agculture

:D~dtOf S+t*

IntYnational trade development -
EncoUrages and assists U.S. busi-
nesses to export by (1) conducting
market research and overseas trade
promotion events (trade- fairs trado
centers, trade missions, etc.), (2)
assisting U.S. companies to compete
for foreign capital projects and
product purchases, and (3) providing
U.S. industry with overseas sales
leads,

last4I-Iest trade - RKpands the U.S.
trade with the U.S.S.R., Eastern
Europe, the People's Republic of
China, and other countries with
centrally planned economies.

Foreign market develorAnent -
Administers programs concerned
with the development of long-tern
foreign markets for agricultural.
products of the Unites States.

Agricultural Attaches - Assists in
the development of markets abroad
for U.S. agricultural commodities.

Various commercial programs -
Zncludes salaries, expenses, ar
support spending (e.g., travel
and transportation, commercial
Libraries, representation, con-
tract services, training programs
for commercial specialists, etc.)

$ 4,219,op Est. F1977*

$22,718;00 Est. l977*

$l0,2%O,000 Eat. Ffl977*

$13,800,000 Eat. F11976**

OPhe 1ud e d +.he Wnied Statei Government Fiscal Year 1978 - Appendtr
** erce _a S tate ep .. enM s wa-Dort Pootion Proirams - Hearlws ~fore

on Government Operations House of Reresentatives - March 22 anid 23, 1977
page 2

a Subcomittee of the Committee.

A"2,070,=0 "L . F'97'i*



Tax rneerdive Programs

Domestic International
Sales Corporations (DISC)

Western Hemisphere Trading
Corporations (I.HTC)

Deferral of income of
Controlled Foreign
Corporations (CFC)

Exclusion of income earned
abroad by U.S. citizens

Increases exports by allowing com-
panies to defer part of their tax
liability on DISC export sales.

Reduces tax rates for domestic
corporations all of hose busi-
ness is done in the Western Hemi-
sphere. (Note: Phased out by
the Tax Reform Act of 1976) "

Defers taxes on income of CFCIs
until repatriated to parent
U.S. taxpayers (Primarily to
promote U.S. foreign investment)

Allows U.S. citizens abroad to
exclude an amount of foreign
earned income from their taxable
income

$945,000,000 Fr1977*
Estimated tax revenue
foregone

$35,O0,000 F!1977*
Estimated tax revenue
foregone

$570,000,000 F1977*
Estimated tax revenue
foregone

$180,000,000 FT1977**
Estimated tax revenue
foregone

*Tax Dcpenditurese Cohnpendium of Background M aterialon Individual Provisions - Committee on the

Budget United States Senate - March 17, 1976

**Taxation of Americans Working
Proposals - February, 1978

Overseas - Revenue Aspects of Recent Igjislative Changes and

.age 3
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Programs with other
-OJectives

Foreign Assistance - to the
extent that programs are
tied to the purchase of
U.S. goeda

Overseas Private Investment
Corporation

Foreign Mlitary Sales

Primary examples:Security supporting assistance

Functional development assistance

International development assistance

encouragess participation of U.S.
private capital and skills in the

economic and social development
of less developed countries
(Note: New insurance for 15 months
ending 9-30-77 was $750,OOOQO0,
promoting investments of $332,0001000)

Credit program for sales of military
equipment - Estimated FY1977 long-

term credit agreements of $2,022,000,000
(Value of foreign military sales agree-
inents in Ff1977 estimated at
O8,77,00,00o)-X*

$l,457,000,000 Est. FY1977*Ou ti-ny s
$688,000,000 Est. FY1977*

outlays
$78,000O00 Est. FY1977*

outlays

$35,000,000 Est. FY1977*
Outlays

$740O00,000 Est. Ff1977*
Obligations

*The Budet of te United States Government Fiscal Year 1978 - ARnendix

*.C Jonal Presentation Document: Securit Assistance Program* Volume i FY19

page 4

01



16

The CHAIR3x1A. I am most impressed with your statement. This tax
consideration ought to be considered in the context of the other things
that we, do to promote American policy objectives around the world.

How much do you suppose we are spending on foreign aid of one
sort or another, if you include the various things that we are doing to
help people develop their industries and everything that you could
think of that would go under the name of foreign aid of one type or
anot her ?

Mr. STAATS. I do not have th figure offhand, but in many cases, we
have built up industries through our foreign assistance program
which are now in direct competition with the United States. Now,
those programs all had valuable foreign policy effects as their objec-
tives, but it seems to me, Mr. Chairman, that it is relevant to point out
that we, have authorized large programs in our Export-Import Bank
to try to encourage exports. The Commodity Credit Corporation has
programs adding up to ahnost $2 billion. The Foreign Military Sales
have as their objective, partly, to deal with our balance-of-payments
problem. We have the AID program that you mentioned. We have
the Overseas Private Investment Corporation. And then we have a
number of other tax incentives which are to serve that purpose also.

The CHAIRMAN. Well, I wish you would just give us, for the record,
an estimate of how much that runs into, just including all the different
things that you might include on one basis or the other.' For example,
I do not know how you would include Export-Import loans, but I
would think that to the extent we insure loans, or the extent to which
we make loans on more favorable terms than would be available
within the, United States, that that should be considered.

And the thought that occurs to me, first., in helping to over-
come our disastrous balance-of-payments deficit, which I do not think
we can stand indefinitely, we need to keep people overseas who help to
take American services and equipment abroad.

And then, second, in terms of our foreign policy objectives, I do
not know of anything that tends to help us more than to have Amer-
icans working side by side with nationals of other countries in those
countries abroad. It'is one thing for someone who is an American
tourist to go over there and lord it over everybody and take the view
that everything we do is right and everything that the other people do
is wrong. I have seen some of that, and that does not help us.

But the kind of Americans that get right side by side with people
and show them how to operate a piece of American equipment and
how to hook it up and how to make it work, I would think just has
to be a great asset to our country.

Now, I have known both kinds of people, but my impression was the
kind of people that I have had the privilege to work with, that work
side by side with foreign workers, that they are a big asset to us.

Mr. STAATS. All of the evidence that we have developed in this re-
view, in 11 countries, and we have the views of our embassies also on
a broader basis than that, Mr. Chairman, support what you have said.

Now, this is a difficult thing to measure in dollars and cents terms,
but nevertheless, there is no question about it in our mind that it is
very important to have American business people who are dealing with

1 See p. 12.
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the business people and with the government of these countries. If we
lost that, we would be losing a very valuable asset.

The CAM1MAN. Now, in terms of saying what it takes to provide
an adequate incentive and to have the Americans overseas, if you try
to shave it down so that you are squeezing it down to the last penny,
is it not likely that oftentimes you are shaving it so close that the
American just does not go. Either the employee does not want to go,
or the company, looking at what it would cost them, would prefer to
hire somebody else from England or Sweden or Italy or somewhere
else rather than hire the American to do the job.

Mr. STAATS. I agree.
The CTAIRMAN. Mr. Packwood?
Senator PACKwOOD. Are the things that you say about the taxation

of individuals and its relation to the encouragement of exports and
U.S. influence overseas also applicable to corporate taxation?

Mr. STAATS. We did not really focus on the corporate taxation ques-
tion, Senator. We are focusing here, really, on the changes that were
made in the 1976 tax legislation.

Senator PACKWOOD. I am aware of that. I was curious in your per-
sonal opinion whether the same arguments ought to apply to the tax-
ation of corporations?

Mr. STAATS. I would welcome the comments of any of my colleagues
here,. I really had not given much thought to that question.

Senator LiACKWOOD. If they have any comments, I would appreciate
them.

Mr. JANTSCIrM. Well, we did focus solely on the effects of the tax-
increase on the presence of individual Americans. We did not look at
the presence of American business.

Senator PACKWOOn. Excuse me. I did not hear you.
Ml'. JANTSCIIER. We focused oniy on the effect that the change in

the tax laws would have. on the presence of Americans abroad. To the
extent that the change in the tax rules that apply to American cor-
porations might affect the presence of Americans abroad, our conclu-
sions would carry over.

Mr. STAATS. To the extent that it meant that the corporations would
close down their offices, or it might mean that they would be less com-
petitive, to the point where they, in the future, may have to close
down, then they do have a direct correlation. I can see that one.

Senator PACKWOOD. Thank you.
The CHAIRMAN. Senator Bentsen?
Senator B wSrN. Mr. Chairman, I am impressed with the depth of

the. study and its objectivity and pragmatism. I had a Venezuelan
businessman in my office a couple of days ago, and I am not talking
about a U.S. businessman; a Venezuelan businessman. He was talking
about buying American equipment and, in turn, trying to hire Amer-
icans to operate it and he said he would get them down to Venezuela-
he was talking about a salary of $55,000-and said the man would
agree and then he-would say, but I want to get out here and look at
housing and education for my kids, and that type of thing.

lie said repeatedly after a week of study he would come back and
sav, I am sorry, I just cannot take it for the costs that I will incur and
the taxes I would pay. And he said he would return to the United
States.
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And he said he had been through repeated numbers of these situa-
tions where he would try to hire an American citizen.

I cannot help but believe that, particularly in contracting firms
where we have American engneers abroad, they are going to buy the
kind of equipment that they understand, they know and they have con-
fidence in-American equipment, generally.

In turn, if our contractors have to hire a German engineer. French
engineer, Italian engineer, he is going to buy those kinds of things for
the, job with which he has familiarity.

I think it is terribly iwi-ortant for our exports and for our domestic
production and the rippling effect that you refer to here, that we do
what we can to encourage the hiring of these Americans overseas. I
could not help but be impressed by the numbers you gave me when
vou talk about someone in Saudi Arabia earning $40,000 a year that
with the allowances that he needs for housing and education and the
other allowances in Saudi Arabia, that you would tax him on a base
income of $131,000 a year.

I have seen some of tie photographs of some of the housing in some
of these. countries and the price tags they put on it. and I can under-
stand the problem that that fellow faces and why it is difficult to re-
criiit him and keep him over there.

Thank you very much, Mr. Chairman.
The ChArabAN. Senator Danforth?
Senator DANFORTH. No questions.
The CITATTRNAN. Senator Curtis?
Senator Cu-wis. I have just glanced at this testimony and I would

like to ask Mr. Solomon-
The CHATRMIAN. Mr. Solomon has left.
Senator CuRTis. I will just ask this question for the record, and

i maybe Mr. Solomon and his staff could answer it.
He recommended certain provisions and guidelines that would rem-

cdv the situation, and I wondered how that worked out f rom the stand-
point of the revenue as compared to just repealing what we did in
1976.

Mr. STAATS. Senator Curtis, we are making various calculations on
different proposals and we will make all of these available. If there
are additional laws that we have not looked at, we would be happy to
do that.

We have the capability now, in working with the Treasury Depart-
ment, of analyzing the tax effect of any of these alternative proposals.

Mr. Chairman, we have prepared a detailed statement of comments
on the Treasury proposal. We did this initially for the House Ways
and Means Committee and it occurred to us that this might be useful
to you in analyzing the administration's proposal.

[The following was subsequently supplied for the record:]

GENERAL ACCOUNTING OFFICE COMMENTS ON THE ADMINISTRATION'S PROPOSAL
FOR SECTION 911

The Administration's proposal to revise taxation of Americans working outside
the United States was described in testimony before the Hou',-. Committee on
Ways and Means on February 23, 1978, by Mr. Donald C. Lubick, Acting Assistant
Secretary of the Treasury for Tax Policy. That proposal advcated changes in
tax rules to overcome certain problems and promote fairness. It would replace
the existing Section 911 exclusion with a new Section 221 that would provide
special deductions related to certain excessive costs overseas. It would also
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liberalize tax rules under certain other sections of the Internal Revenue Code
for the benefit of overseas taxpayers.

Te proposed Section 221 would permit overseas taxpayers to deduct certain
expenses not normally deductible by domestic taxpayers--education, home leave
transportation, and a portion of housing costs. It would not, however, provide
a deduction for higher general costs of living, and it would not provide a specific
tax incentive for Americans to work overseas.

The proposal would require Treasury to prepare a detailed report to Congress
every two years describing the revenue costs and economic effects of Sections
221 and 912.

The General Accounting Office believes that for the United States to remain
competitive in overseas markets it is essential to maintain a large force of U.S.
citizens abroad to promote and service U.S. products and operations. GAO be-
lieves that serious consideration should be given to continuing Section 911-type
incentives at least until more effective policy instruments to promote exports and
commercial competitiveness abroad are identified and implemented.

GAO endorses the Administration proposal as a means of relieving a part
of the excessive costs of living and working overseas. It is noted, however, that
the proposal does not include a deduction related to general costs of living and
does not provide a specific Incentive for Americans to work overseas. Therefore,
if Congress decides it is appropriate to provide relief for all elements of excessive
living costs overseas and to provide an incentive as well, additional provisions
are necessary.

The Administration cited difficulty of administration as one reason for not
proposing a general cost of living deduction. Should the Oongress decide that
such a deduction is appropriate and that some incentive should be provided as
well, GAO suggests that provisions for these could be combined in a manner
that would help to simplify administration. An exclusion similar to that now
contained In Section 911 could be provided, but with a provision to adjust the
appropriate basic exclusion (intended incentive) according to the relative cost
of living in each area or country. The adjustment should be made for each tax
year and could be based on State Department cost of living indexes.

The proposal for periodic reports to Congress on the revenue costs and economic
effects of the tax changes is generally in conformance with a recommendation
in our report, "Impact on Trade of Changes in Taxation of U.S. Citizens Em-
ployed Overseas," (ID-78-13, February 21, 1978). GAO suggests that Congress
identify in legislation the specific purposes to be served by whatever deductions
and incentives are provided so that Treasury can evaluate accomplishment of
these purposes. GAO also suggests that the reports be required by legislation
and that the Secretary of the Treasury be required to consult with appropriate
Congressional Committees and the Secretary of Commerce to determine what
specific information should be developed and included in the report.

Comments on specific elements of the Administration's proposal follow.

HOUSING DEDUCTION

The Administration proposes to allow a deduction for housing expenses in
excess of 20 percent of the taxpayer's earned income (presumably only foreign
source earned income) net of actual housing costs and the allowable deductions
for education and home-leave travel. The figure of 20 percent was chosen be-
cause a recent Bureau of Labor Statistics study disclosed that an average Ameri-
can family in the United States spends approximately one-sixth of Its income on
housing, or 20 percent of its Income net of housing expenses.

Comments
We agree that the unusually high cost of American-style housing in many

foreign locations warrants a special deduction for housing costs abroad. The
basic approach embodied in the proposal-that of allowing a deduction for the
part of housing expenses in excess of a specified fraction of the taxpayer's in-
come-seems sound to us.

The Treasury Department states that no celling should be placed on the amount
of the deduction for losing expenses, except that the housing should be "rea-
sonable." We understand why the Treasury Department iq reluctant to recom-
mend a cellina on the deduction. Housing costs vary widely around the world
and a ceiling that Is generous in one area might be Inadequate in another. But
we belve that the alternative of restricting the deduction to the costs of "rea-
sonable" housing (in excess of 20 percent of the taxpayer's income net of hous-
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Ing expenses) Is even less satisfactory. Taxpayer's and tax collectors are bound
to differ occasionally over what is reasonable housing and what is not and their
disagreements will sometimes have to be settled in court. In the end the Service
will devise its own definition of what is reasonable housing and what is not,
presumably based on the prevailing level of housing costs in each overseas loca-
tion, ard a ceiling will effectively be established by regulation rather than by
law. Wte believe it would be preferable for Congress to enact a ceiling in law.

A ceiling on the housing deduction would also serve another purpose. Its ab-
sence would encourage Americans abroad to spend more on housing than they
would otherwise do, to the detriment of the U.S. balance of payments, since
a part of every extra dollar devoted to housing would effectively be paid for
by the U.S. Government-more than half of every dollar, in the case of tax-
payers in the highest marginal rate bracket.

There are a number of ways to establish a limit on the housing deduction
in order to prevent abuses as well as to avoid promoting an abnormally large
expenditure on housing. One way would be to enact a fixed dollar limit on the
maximuna housing deduction, possibly a limit that varies from country to coun-
try or from region to region around the world. The ceiling might be set equal
to some multiple of the U.S. Department of State housing allowance for the
country or area or it might be established independently of that index. The merit
of this approach is its administrative simplicity. Another way would be to enact
a variable ceiling that is expressed as a fraction of a taxpayer's income. The
ceiling would differ from country to country or region to region to reflect the
actual level of living costs in the country or region. Such a variable ceiling
would entail more effort to establish and keep up to date than a ceiling expressed
as a fixed number of dollars, but presumably would be fairer for any given
amount of revenue loss because it would grant a larger deduction to families with
larger incomes.

EDUCATION DEDUCTION

A deduction would be allowed for expenditures for tuition, books, and room
and board at school of up to $4,000 per dependent child enrolled in grades 1
through 12. Also deductible would be expenditures for two economy-class round
trip airline tickets per year between the school and the taxpayer's foreign resi-
dence for college students and for students enrolled in primary and secondary
schools in cases "where boarding schools are necessary."
Cornein cits

We agree that an education deduction is appropriate and do not disagree with
the Treasury's approach. However, we do see some possible problems and sug-
gest some refinements.

Treasury's explanation of the provision states that the travel deduction would
be allowed for pre-college students only in cases 'where boarding schools are
necessary." No such statement is made about the "room and board" provision.
If the IRS is going to appraise the adequacy of local schools for purposes of
allowing the transportation deduction, they may as well do so for the room
and board deduction also. If the wish Is to minimize the audit task, the travel
expenditures should be allowed on the same basis as the room and board.

In Canada and perhaps some other E-nglish-speaking countries, there are
local, free, English-language schools comparable to the U.S. public schools. For
persons located in these areas, schooling involves no necessary additional ex-
penses. We suggest that consideration be given to excluding American residents
of Canada, at least, from this provision or even disallowing the deduction lin
any area where IRS determines a local free school system exists that offers In-
struction comparable to that offered in the United States.

The adequacy of the $4,000 ceiling may need to be reconsidered from time to
time. Congress may wish to instruct the Treasury Department to include In its
periodic evaluation of these provisions a recommendation for appropriate ad-
justments in the ceiling to take account of inflation and changes In exchange
rates.

HOME-LEAVE TRAVEL

The Administration proposes a deduction for one economy round trip fare
every other year for each member of the taxpayer's family between a foreign
post and the taxpayer's residence in the United States.

ComntM cts

GAO endorses this proposal but suggests the deduction be allowed only for
trilp' actually taken. In addition, GAO suggests that the deduction be limited to
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the cost of economy fare between the foreign post and the nearest U.S. port of
entry In the contiguous United States in order to more nearly approximate the
situation of domestic taxpayers.

COST OF LMNG

The Administration does not propose a special deduction for costs of living
becue

Measurement of a deduction would cause very substantial administrative
burdens, lead to demands for more relief, and add unwarranted complexity
to the tax laws.

It would be unfair to domestic taxpayers who also face wide variations in
costs of living without tax relief.

Co merit8
GAO agrees that determination of an appropriate cost of living deduction

would be a very complex and difficult task. The formula for such a deduction
would have to take into account a wide range of variances in area living costs
and individual income levels. If the deduction were to be based on cost of liv-
ing Indexes, it would have to be limited to the portion of income used for ex-
penses covered by the indexes to avoid double deduction for costs deductible
under other provisions (housing, education, home leave transportation). State
Department cost of living indexes for foreign areas would have limited applica-
bility for use In determining deductions. These Indexes primarily cover areas
where Government employees are located and therefore omit many areas, par-
ticularly non-urban areas, where private Americans may work. In addition,
there are questions whether the goods and services Included in the indexes are
directly comparable to those involved In a typical life style in the United States.

GAO recognizes that there are wide variations in costs of living within the
United States. Those variations, however, are not so extreme as the variations
that may be encountered in some areas overseas. While a deduction for overseas
variations may be regarded as unfair to domestic taxpayers, the principle of
allowing a deduction for excessive costs of this nature does not differ from the
principal behind allowing deductions for excessive costs of housing, education,
and home leave transportation. Rather, it Is a question of degree.

In summary, it is for Congress to decide whether overseas taxpayers should be
relieved from tax due to excessive costs of living and whether such relief war-
rants the complex and difficult administrative effort that would be required. If
administrative difficulty is the main objection, it could be overcome by giving
up a degree of precision. One option would be an exclusion similar to that of
Section 911, but with a provion to periodically adjust the amount for each area
or country based on the relative cost of living for each location.

OTHER CHANGES

The Administration's proposal would-
Reduce the qualifications criteria for special benefits to physical presence

in foreign countries for 334 days during the taxable year.
Not disallow a credit for foreign taxes attributable to amounts that may

be deducted under Section 221; however the new deductions would reduce
the U.S. tax on foreign source income, thereby reducing the overall foreign
tax credit limitation (Sectioi 304).

Broaden the conditions under which housing and meals furnished by the
employer overseas can be excluded from income under Section 119.

Increase the time limitation and amount of excludable temporary living
costs for taxpayers moving to, from. or between foreign countries (Section
217).

Extend, by up to four years, the period for reinvestment of proceeds
realized on the sale of a principal residence (Section 1034) for persons
working overseas who are eligible for the benefits of Sections 221 or 912.

Cornmcnts
The General Accounting Office has no objection to the above proposals that

would liberalize tax rules for Americans working and living abroad.

Mr. STAATS. In brief, I guess our conclusion is that the administra-
tion proposal moves in the right direction, but we do not think it goes
far enough. It does not go far enough in the sense that it does not take
into account the higher general cost of living, and this is not a complex
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matter to determine because those surveys are made currently now by
the State Department. So it would be a matter of adjusting, on a
country by country basis, some amount to take into account the higher
cost of living.

We would encourage the Conoress also to consider positive incen-
tives to get Americans overseas. §o we would go along with the Treas-
uiry proposal except for those two points and we do not think that the
Treasury proposal goes really faf enough.

The CAIUM AN. When I look at this problem, it reminds me a little
bit of what a man on the Louisiana Mineral Board told me one time
about people who were coming in and bidding on leases down there.
Some fellow came several times and bid on leases. Ile was always un-
successful, always went home empty handed however.

So finally lie came in and bid oil one, and they opened the bids. Well,
he had bid about 30 percent more than anybody else, so he had bid
about $10 million above the next bid. lie had bid $10 million more than
anyone to get that lease, and he was sick about it.

Well, this old fellow working for the mineral board who tells the
story, he said,

Well, I have seen you around here for the last 3 ycars. How many leaws did
you take home with you?

He said;
None.

The fellow with the board said:
Well, let's look at it this way. You bought yourself a lease, you paid a good

price, hut this time you took the lease home. Now, if you had kept doing it the
way you were doing it before, where you were afraid you would have a penny
on top of the table over the other guy's bid, afraid to bid a dollar or two more,
you still would not have had a lease. Everything your company was spending
sending you here would have been wasted. This time, you went home with a
lease in your pocket, so you ought to be satisfied.

Well, if we try to shave this thing so close that the people have to
go shopping around and by the time they get through shopping and
the man talks to his wife and his relatives and his friends and they
look at all of the different problems that they have to contend with,
they finally conclude that they would just as soon not take the job. if
you shave'it that close, you are giving your competitor a tremendous
advantage because lie is not putting a tax on those people at all.

Generally speaking, the people who are competing with the Ameri-
cans in these same areas are not taxing their citizens on what they
make doing business in these countries are they?

Mr. STAATS. That is correct, Mr. Chairman.
The CAIRM3ANY. So you have more than one standard to look at.

One is what would a person pay if he were doing business here in the
United States. Well, I do not know of anybody-there are very few
countries that an American is going to prefer to live in compared to
the United States.

Then the other standard is to see what the relative considerations
are for your competition: (A) They have a lower standard of living in
their country than we have in ours, and (B) when they go outside the
country, they do not pay the same taxes that an American pays when
he leaves his country.
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I think, in comparing the policy objectives, if you simply do not
want Americans to go, sure, you can fix it so they are at a competitive
disa(lvantage. But it makes me wonder why you want to do that if it is
to our advantage to have them there.

You think it. is to our advantage, I take it, Mr. Statts?
Mr. STAATS. Yes, indeed.
Tlie (N I.\ ,x. Thank you very much, gentlemen.
Mr. STAATS. Thank you.
The CHAIRMAN. Next we will call Ms. Jane Gravelle and Mr. Donald

Kiefer, Congressional Research Service, Library of Congress.
We are pleased to have you, Ms. Gravelle and Mr. Kiefer.

STATEMENTS OF JANE G. GRAVELLE AND DONALD W. KIEFER,
CONGRESSIONAL RESEARCH SERVICE OF THE LIBRARY OF
CONGRESS

Dr. KIEFER. Thank you very much, Mr. Chairman. In the interests
of time, I will abbreviate our statement slightly and I would request
that the entire statement appear in the record. We also have submitted
a copy of our recent study on this issue for the record, Mr. Chairman.

I am Donald Kiefer and I am accompanied by Jane Gravelle. We
are both specialists in taxation in the Economics Division of the Con-
gressional Research Service of the Library of Congress. We thank
you for the invitation to appear before you today to present the re-
stilts of our study, released on April 20 of this year, entitled "U.S.
Taxation of Citizens Working in Other Countries, an Economic
Analysis."

The approach of our study was to analyze the taxation of overseas
American workers within the most general conceptual framework
possible. To accomplish this, we chose to employ the so-called princi-
ples or canons of taxation which have been developed over the years
to offer guidance in developing and evaluating tax policy. These
principles include concepts such as simplicity, neutrality, equity, that
taxation should be structured to be consistent with the attainment of
other economic. goals and, of course, should raise the necessary revenue
for the operation of government.

The two tax principles which seem to be the most revelant to the
analysis of the taxation of overseas Americans are the principles of
tax neutrality and tax equity.

The principle of tax neutrality would recommend taxing overseas
workers in such a way that the U.S. tax system provides neither an
inducement nor a discouragement to U.S. workers in deciding whether
to accept employment abroad and to U.S. employers in deciding
whether to employ American workers abroad.

If costs of living abroad are extremely high compared to the United
States. the combination of cost-of-living reimbursement for foreign
employees and the progressive rate structure of the U.S. tax system
suggests a tax adjustment based on the principle of tax neutrality.

The neutrality concept would require that if, in the absence of tax
considerations, it would cost, say, 50 percent more to employ a U.S.
worker in a given foreign location than in the United States, then

I See appendix on p. 106.
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this relative cost differential should also exist when taxes are con-
sidered. If the tax structure reduces the differential, it would provide
an incentive to foreign employment. If the tax structure increases
the differential, it would discourage working abroad.

If no adjustment were made to the tax liabilities of foreign workers
in high-cost areas, the progressive rate structure of the income tax
would increase the cost differential and thus discourage employment
in such areas. This is because the higher wages paid by the employer
to the foreign worker to compensate for the higher living costs become
part of taxable income, and this taxable income will be taxed at higher
marginal tax rates under the progressive tax rate structure.

Given this consideration, how should an adjustment for foreign
living costs be structured to achieve locational neutrality?

Clearly, the adjustment should not be a full deduction of the amount
equal to compensation for the higher living costs because such a de-
duction would make the foreign worker better off than the domestic
worker. Under a strictly neutral tax system, if the cost of living in
a foreign location is 50 percent higher than in the United States,
an American citizen who moves to that locality and receives a 50 per-
cent higher salary would also pay a 50 percent higher U.S. income
tax.

This system would preserve the relative before-tax costs of the
United States versus the foreign location. Thus, a location in which
living costs are 50 percent higher, ignoring inome taxes, would also
be 50 l)erent more expensive when taxes are considered.

The principle of tax neutrality would also require that the tax ad-
justment should be made for only the cost of living in excess of the
highest cost locale in the United States because otherwise the tax code
would have nonneutral locational effects, in that it would provide in-
centives to accept jobs in foreign locations compared to high-cost do-
mestic locations.

By this strict interpretation of tax neutrality, all of the present al-
ternative tax treatments of U.S. citizens living abroad are nonneutral.
Our study examined the prior and present versions of section 911, the
administration proposal, HI.R. 9251, and a hypothetical policy of
allowing no tax adjustment for overseas workers.

Example calculations show that, with the exception of the effects
of present section 911 on upper-income taxpayers in higher cost of
living foreign locations, all of the alternative policies yield lower
LT.S. tax liabilities for overseas Americans than would a neutral tax
adjustment.

Of the five alternative policies examined, disallowing any tax ad-
justment for foreign taxpayers appears to most closely approximate
the tax neutrality result overall, although the present section 911
produces results closer to the tax neutrality standard in higher cost
f1i.g locations.

The second principle of taxation employed in our study is that of
tax equity. There are two aspects of tax equity which are usually con-
sidered: horizontall equity, or the equal treatment of equals; and
vertical equity, which is concerned with how the tax burden is dis-
tributed across income classes.

In general, the. points presented above concerning tax neutrality also
pertain to the principle of tax equity.
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Specifically, a provision allowing deduction of lil ing costs in excess
of average costs in the United States rather than a high-cost locale
would be inequitable to the large number of Americans who live in
areas in the 1 nited States where the cost of living is higher than the
average. As a hypothetical example of this inequity, a tax adjustment
which allowed a deduction of foreign living costs which exceed aver-
age living costs in the United States would allow deductions in excess
of $5,000 for U.S. citizens working in Hon Kong and Tehran, but
would provide no deductions to taxpayers in New York or Boston, even
though the costs of living in these four cities are nearly identical.

With regard to vertical equity considerations, because citizens work-
ing abroad have comparatively high incomes, tax provisions benefit-
ing them tend to reduce the overall progressivity of the U.S. income
tax structure.

In our report, the alternative tax treatments for overseas Americans
are also evaluated in terms of achieving other economic goals, specifi-
cally in terms of their impact on foreign trade and employment.

First, it must be observed that the relationship between U.S. tax
treatment of citizens working in other countries and the quantities of
U.S. exports is both indirect and uncertain. Since foreign investment
and production by U.S. multinationals is, in many cases, a substitute
for domestic production and exporting to the foreign markets, it seems
ironic that subsidizing foreign operations should be perceived as stim-
ulating U.S. exports.

The argument has been made that foreign operation by U.S. multi-
nationals expands their foreign sales and, because their foreign pro-
duction uses U.S.-produced inputs, thereby expands U.S. exports.
Whether this effect outweighs the effect of foreign production substi-
tuting for U.S.-produced exports is unknown and cannot be assumed
without supporting evidence.

However, even if there were a direct relationship between tax treat-
ment of citizens working abroaxl and exports, a tax subsidy would not
have a permanent effect on the balance of payments because, under a
system of flexible exchange -ates, international currency price ad-
justments wouid render ineffective policies which attempt to have a
long-term impact on a nation's balance of payments.

With regard to employment and unemployment policy goals, tax
subsidies to overseas Americans cannot contribute to solving the fun-
damental macroeconomic causes of either cyclical or structural unem-
ployrnent problems. Even if preferential tax treatment for Americans
working in other countries creates jobs in the export industries, under
a system of flexible exchange rates, this policy will likely accelerate the
decline of import competing industries and lead to less employment in
those sectors.

A recent study by the General Accounting Office, whidh we heard
about a moment ago in the statement of Mr. Staats, performed an econ-
ometric analysis to estimate the maximum impact on U.S. trade and
employment which could be anticipated from the 1976 changes in sec-
tion 911 and calculated that the impacts would be very small. The cal-
culated impacts, as a matter of fact, are less than 1 percent in each
case.

An argument which has been made and used to support a preferen-
tial tax tretinent of Americans working abroad, and which is related
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to both the effects on trade and employment and to tax neutrality, is
the issue of competitiveness. U.S. firms operating abroad maintain
that increasing U.S. taxes on their employees will increase their wage
costs, thus forcing their prices up and reducing their competitiveness.

Similarly, U.S. citizens working in other countries claim that higher
-U.S. taxes will make them less competitive in the foreign job market
than foregn nationals who are not taxed by their home countries.

The argument that reduction of tax benefits for overseas American
would lead to a small reduction in U.S. business activities abroad is
correct and is viewed by firms as reducing their competitiveness. Sim-
ilarly, the argument that increased taxation of Americans working
abroad would tend to lead to a substitution of foreign for U.S. en-
I)loye-,, a substitution which has been occurring for several years for
other reasons, is also correct and is viewed by U.S. employees as a re-
duced ability to compete.

The implications of these arguments must be considered carefully,
however. The goal of structuring the U.S. tax system to maximize the
competitiveness of all U.S. workers and companies does not I)rovide

(VCry useful guidance in either design ning or evaluating tax policy. An
obvious way to achieve this goal would he to reduce all taxes to zero.

However, since the continued operation of Government does re-
quire some. tax revenue, the question becomes how to raise the required
revenue and. at the same time, cause inimum disturbances in the free
market operation of the private sector of the economy.

As emphasized in our report, this is precisely tle goal of tax neu-
trality: to structure the. tax system so that it. does not cause distortions
in economic decisions unless some clear national purpose is served by
such nonneutralities.

N P in(licated in the analysis above, there is no clear evidence that arti-
ficially encoursring Americans to work abroad through the tax code
serves as identifiable national economic. puiPose. Therefore, whatever
benefits result from the. increased competitiveness of American firms
and citizens in foreign locations, appear to be at the expense of other
Americans through more inequitable taxes and through less efficient
allocations of economic resources.

T would be happy to answer your questions.
The CrA.rMxN. It is my impression that the way the countries com-

)eting with us are doing business is that they are charging their citizens
little or no taxes on what they earn doing business in a foreign country.
Is that in accord with your understanding, or not?

Dr. KEFFT?. Yes. that. is correct, Senator.
The CATRIRAN-. Well, then, while it is nice to think if the American

worker was working here in the United States he would pay this
amount of taxes, if you are tring to compete in a foreign country and
the other fellow over there is paying no tax to his home country, and
our Nation is insisting on collecting a very heavy tax, does not that put
the American at a disadvantage?

Dr. KiFER. Yes, it does put the American at a disadvantage. What
it boils down to is that the United States can structure its tax system
and its tax treatment of overseas Americans to accomplish one of two
goals. One goal is to attempt to have a neutral impact on the allocation
of U.S. resources of employees and investment. The other goal is to
match the competitive posture of citizens of other countries.
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So long as other countries do not tax their expatriate employees, then
we are faced with that policy dilemma. The best that the United States
can hope for in that situation is attempting to have a neutral impact on
the resource allocation of its own employees with regard to their deci-
sions to work at home or work abroad.

But it is true, as we indicate in our statement and in our report, that
if we follow a strictly neutral approach, it will put our expatriate
employees at a competitive disadvantage.

The CHAMRMAN. It would seem to me that, just from my limited
lights at all of this, as though it could be compared to a boxing match.
In this country, we want to go by the Marquis of Queensbury rules as
t hey were subsequently amended to take care of Jack Dempsey-where
you cannot use the rabbit punch-and later on amended to take care
of someone else. Take the rule they imposed on Jack Dempsey: that
you cannot stand over the man when he gets up off the floor; you have
to go to a neutral corner. Then you send your man abroad and he is go-
ing to be forced to fight by the old London prize ring rules when you
can hit a man below the belt and you can stand over him or hit him
behind the head or about anywhere else.

Well, to some of us, it would seem fair that if our fellow is going to
go into the ring against their man that they ought to both be fighting
by the same rulebook and if that were the case, our man might stand a
chance. But if they are going to be fighting by the law o tooth and
nail and our fellow is bound by the modern sophistication that requires
him to wear heavy cushioned gloves and not to hit a great number of
places where the other man can hit him, does that not put the American
at a very great disadvantage?

Dr. KiEFER. Well, Senator Long, our approach was to try to analyze
this issue from the most general and objective standards tlat we could
devise, and we wanted to look at the incentives that the tax code builds
into locational decisions.

The neutrality concept is an appealing one because if a tax system
has neutral impacts on locational and investment decisions, it can be
shown and it is generally accepted that that will maximize the output
and the production of the U.S. economy and will result in the most
efficient allocation of U.S. resources.

That characteristic of a neutral impact on the economy is true, re-
gardless of the tax policies of other countries.

Now, it is true that if the other countries of the world do not tax
their expatriate employees, that our expatriate employees operate at a
disadvantage, and I think that is probably the central issue that has
been discussed on this issue. It is the competitive disadvantage that our
expatriate employees, and companies, to some extent, suffer because of
the policies of other countries, versus an attempt to structure tax policy
to have a neutral impact on allocation of U.S. resources.

The C AIRMAN. Well, another way of looking at the neutrality
would be that our people who are competing in a third country ought
to have the same chance that the other people, nationals, have compet-
ing in that third country. If you do it that way, that is an entirely dif-
ferent kind of neutrality than you are talking about here, is it not?

Dr. KrEFER. That is correct. That concept of neutrality is called capi-
tal import neutrality as opposed to capital export neutrality, and that
would put UT.S. expatriates in a situation where they were competing
on the same basis as expatriate employees of other countries.
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It does, hoWever, when you look at the allocation of U.S. resources,
lead to a somewhat larger allocation of U.S. resources to foreign pro-
duction and employment than would be consistent with the most effi-
cient allocation of U.S. resources.

The CIAIRMAw. Thank you very much.
Senator Packwood?
Senator PACKWOOD. I am curious about the one-word difference be-

tween your statement now and the statement on page 57 of your report.
On page 57 of your report, you say:

There is no clear evidence that artificially encouraging Americans to work
abroad through the tax code serves any Identifiable national purpose.

In your statement today, you say:
There is no clear evidence that artificially encouraging Americans to work

abroad though the tax code serves any identifiable national economic purpose.
Is there any reason that you chose to add the word "economic" to

your statement?
Dr. KIEFER. Yes, Senator, there is. In our preparation for our ap-

pearance before the committee today, we naturally sought the review
of several people of the statement that we were making, and it was
pointed out to us that the scope of our study really is limited to eco-
nomic factors, and the factors that Senator'Long brought up earlier
in questioning, I believe, Mr. Solomon about foreign policy implica-
tions of U.S. employees abroad are not considered in our study.

So we thought it best to limit the statement in our summary to na-
tional economic purposes.

Senator PACKWOOD. Well, now, you have done studies on this subject,
the two of you, for a number of years. Do you think there is any justi-
fiable, identifiable national purpose in encouraging Americans to work
abroad?

Dr. KIEFR. Well, I think that is beyond the scope of our capabilities
to respond, Senator. We are economists and we try to limit our con-
clusions to the economic impacts. There may indeed be foreign policy
implications or defense or other implications that are beyond the scope
of our expertise.

Senator PACKWOOD. If Congress were to make the determination that
it is in our interests to have Americans working abroad, one of the
major factors we should then consider is how foreign countries tax
their expatriate employees.

Dr. KIEFER. Well, it seems to me that evaluating the method that
foreign countries use in taxing their expatriate employees is largely
an economic question. If we decide that it is in our national interest to
encourage U.S. employees to work abroad beyond the levels that would
naturally occur without some tax inducement, remembering all the
time that we are not talking about employees working abroad versus
not working abroad, we are talking about a level of employment
abroad which would occur in the absence of tax inducements versus
the level that would occur with tax inducements--

Senator PACKWOOD. Yes, but you said you were not going to make
that judgment. You are strictly giving us an economic judgment.

Dr. KIEFER. That is correct.
Senator PACKWOOD. My question is, if Congress or the executive

branch decides that we want people to work overseas, would the
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method by which foreign countries tax their expatriate employees be
a significant factor to consider?

Dr. KIEFER. It seems to me that if we wanted to encourage employees
to work overseas, then the relevant question would be, what is the
most efficient way for the United States to encourage their employees
to work overseas, and that could be through a tax system, or it could
he through another system. We would probably want to look at the
method that other countries use in encouraging their employees.

Senator PACKWOOD. All right.
If we have reached the conclusion that we want to encourage em-

) loyees to work overseas for our own identifiable national interests,
ooking at the tax system is one method of doing it?

Dr. KiFxm. Yes, that is certainly correct.
Senator PACKWOOD. And would you say the same thing as to the

encouragement of businesses overseas?
Dr. KjF.FR. Yes, that is correct.
I think the contribution that our approach brings to the evaluation

is that we are trying to identify what a neutral policy would be so that
in structuring a'tax incentive, if the Congress decides that there is an
identifiable national purpose for doing so, at least we would have a
basis for measurement of how strong that inducement is.

Senator PACKWOOD. On page 6 of your statement, you say:
Since foreign investment and production by use of multinationals Is, in many

cases, a substitute for domestic production and exporting in the foreign markets,
it seems ironic that substituting foreign operations should be perceived as stimu-
lating U.S. exports.

If we were to close down our overseas operations, what percentage
could we serve by exports from this country that is now being served
by overseas production?

Dr. KIEFER. I do not think we actually have a figure on that.
Senator PACKWOOD. Well, then, how can you make that statement?
Dr. KIEFER. Well, there are, of course, examples one can point to

where foreign production has served as a substitute for exports. What
we are saying is that we do not know what direction the net impact
is? And I do not think anyone does.

The GAO study makes the same statement, that it is not clear what
is the net impact of foreign production on U.S. exports.

Senator PACKWOOD. You mean overseas operations might actually
encourage our exports?

Dr. KIEFER. They may, yes.
Senator PACKwOOD. But your statement is that it serves as a substi-

tute for domestic production in exporting to foreign markets.
Dr. KEFER. What we are saying is that some foreign operations

serve as a substitute and others serve to expand exports, and we do
not know the net direction of those two effects.

Senator PACKWOOD. And yet you have never done a study that has
any idea as to what the net direction might. be?

Dr. KIF.FTR. We have not done one, and I have not seen anyone else
who has been able to successfully pin down that evaluation.

Senator PACKWOOD. All right.
Is it fair to say, then that in any study you have done, including

studies on deferral of foreign source income, you are unable to reach
any conclusion as to whether the tax system, if it encourages these

27-727-78-3
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companies to operate overseas, has any effect on U.S. exports one way
or the other?

Dr. KjIEFER. Well, that is not entirely fair. The effect we are talking
about here is the direct impact as to whether, in the first round effects,
if you will, it expands or reduces U.S. exports.

There is also the secondary effect which must be looked at, which
is the effect on flexible exchange rates and the overall trade posture
of the United States. And what we have shown here is that even if
we assume that all of the impact of these tax provisions is positive on
exports, the net effect after we consider all of the economic adjust-
ments will be very small or negligible.

Senator PACKWOOD. I want you to go back through the evidence that
you have for the statement that foreign investment and production
by U.S. multinationals is, in many cases, a substitute for domestic pro-
duction and exporting to foreign markets. What is the basis for that
statement?

Dr. KImEYR. Well, I think there are several examples that could be
pointed to, but also there is much that has been written in economic
literature which assesses the decisions of a company to produce either
in the United States or abroad for foreign markets. To the extent that
a decision based on economic factors, or tax considerations, is made
to produce abroad for a foreign market rather than domestically for
a foreign market, that would serve as a substitute for U.S. produc-
tion and exporting.

Senator PACKWOOD. And you think our present tax code encourages
companies to go abroad that would not otherwise go abroad?

Dr. KIzFRn. Not necessarily. There are characteristics of our tax
code which do have that impact. There are other characteristics which,
in fact, discourage companies to go abroad.

Senator PACKWOOD. Which parts of our tax code have that effect?
Dr. KEFE. Well, if we are talking about the corporate level now

rather than at the individual level, the deferral of U.S. tax liabilities
in low-tax countries would be an encouragement to go abroad. There
are other characteristics, for example, the fact that the investment tax
credit and accelerated depreciation range can only be taken on do-
mestic equipment, is a discouragement to go abroad. And those affect
company decisions differently depending on whether they are think-
ing about investing in a high-tax foreign country or a low-tax foreign
country.

Senator PAcxwooD. So if we wanted to achieve, in your words, tax
neutrality, we should extend accelerated depreciation'and the invest-
ment tax credit to companies operating overseas?

Dr. KICFER. That would be one method of achieving tax neutrality
on that side, as well as eliminating tax deferral. There are other ways
to achievee tbat result; yes.

Senator PACKWOOD. But if you are going to be perfectly neutral,
there would be no incentive to go overseas. You do say, however, that
as far as individuals are concerned, a factor to be considered is the
way foreign countries tax their expatriate workers?

Dr. K.FR. That was on your premise that the Congrems had de-
termined that there was a reason to want to encourage U.S. citizens
to go abroad; yes.

Senator PACKWOOD. Well, now, you recommend in many of the
reports that you have done that deferral should be eliminated?
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Dr. KIEFER. That is not entirely correct. The CRS does not have the
power to recommend to Congress. What we can do is assess economic
impacts, and we have in one our studies that you have seen, indicated
that it does not look like deferral has a positive economic impact on
U.S. trade or employment.

Senator PACKWOOD. Can you tell me two or three other studies that
come to that same conclusion?

Dr. KIEFER. I think there are several others that come to that
conclusion.

Senator PACKWOOD. Can you give them, for the record?
Dr. KIEFER. Yes; we could provide them for the record.
Senator PACKWOOD. I mean do you know them now.
Dr. KiEFm The U.S. Treasury has come to the same conclusion and

their recommendation is that deferral be eliminated. There are
studies-

Senator PAOKWOoD. Which Treasury, and which study?
Dr. Kumm T1, p resent Treasury in, among others, the documents

issued to support the President's tax proposals in his state of the
Union address this year.

There is also a study by Peggy Musgrave which was published in
a committee print, I believe, of the Senate Committee on Foreign
Relations.

Senator PACKWOOD. Is that the study done in about 1974 or 1975?
Dr. KrEFR. I think that is approximately correct.
Senator PACKWOOD. I have no other questions, Mr. Chairman.
The CHM'IRM.NAN.,. Senator Danforth?
Senator DANFORTi!. The principle of neutrality that you talked

about, from the standpoint of the employee, how would that be
applied? From the employee's standpoint, if he is going overseas to
live in a country with a very high cost of living, to make it worth his
while at all to go over there, he is going to have to be compensated.
Ile is going to have to be made whole, correct?

Dr. KIEFER. Yes.
Senator DANFORTI. So, in making the employee whole from his

standpoint, does not constitute a violation of neutrality, does it? Or
(loes it?

Dr. KIEFER. No; certainly not. That is largely the basis of the neu-
trality concept; we would expect that an employee in accepting a
foreign, job would require to be kept whole, as you say, in accepting
that position.

Senator DANFORTII. So, then, to maintain the concept of neutrality
for the employee, there are a couple of ways to do it, right?

Dr. KIEFER. That is correct.
Senator DANFORTI. And one would be to allow the employer to

i av the employee the differential between the cost of living in the
United States and the cost of living in the foreign country and then
let the employee deduct that difference?

Dr. KIEFER. Yes; that is correct. The concept of strict neutrality
that we are employing in our study is one that would preserve the
neutrality at both the employee and the employer level, and the ad-
iiistment process that you are suggesting would preserve the, neutral-
ity at the employee level in making his decision as to whether to
accept a foreign job. There would be no tax inducement.



32

It is at the employer level that a nonneutrality would develop in
the

Senator DANFORTH. A nonneutrality would?
Dr. KiFFn. I am sorry
Senator DANFORTH. It is at the employer level that nonneutrality

would develop by letting the employee deduct the differential?
Dr. KIErER. Right.
Senator DANFORTH. And to preserve neutrality for the employer,

your approach would be what?
Dr. KIEFER. Well, the strict definition of neutrality that we are em-

ploying is that for an employer, if in the absence of taxation, totally
ignoring any impact of taxes on an employee, if a given foreign loca-
tion is, say, 50 percent more expensive to employ that individual, then
when we consider the impact of taxation on that decision, that location
should still be 50 percent more expensive. If it is less than 50 percent
m1iore expensive, if it is, say, 40 percent or 30 percent more expensive,
then to that extent there is somewhat of an inducement, a more favor-
able treatment of that location.

It turns out that the way to accomplish this strict neutrality at both
the employee and employer leval is precisely the same as indexing the
tax system. In other words, if wv were to index the U.S. tax system
by moving the tax brackets up and by moving the personal exemptions
amounts up and the standard deduction or the zero bracket amount up
by the percent of inflation of United States versus that foreign location,
that is precisely the same mechanism that we used in our study as the
definition of strict neutrality.

That mechanism will preserve the before and after tax cost differ-
ential, so that if a foreign location is 50 percent more expensive ignor-
ing taxes, it will also be 50 percent more expensive considering taxes.
If you allow the employee to deduct the total cost differential that his
employer provides, the tax system will have neutral effects with regard
to the employee, but if you examine the cost difference, the differential
will be, reduced at the employer level.

Rather than it costing 50 percent more to locate the employee in a
foreign location, it may cost 35 percent more or 30 percent more.

Senator DANFORTH. So how, specifically, would you carry it out if
you were to apply the strict principle of neutralityI

Dr. KIEFER. There are two ways that one could do it. The specific
method that we use in our study, merely because it seems to be simpler
than the other, is that an employee, when computing his taxes each
year, would make a cost of living indexing calculation. The Treasury
Department would specify an adjustment based on the cost of living
differential, and that adjustment would be multiplied by the adjusted
gross income and the amount of itemized deductions of the employee
to calculate an equivalent U.S. adjusted gross income. The employee
would calculate his taxes based upon that equivalent U.S. adjusted
gross income and then there would be a contrary adjustment which
multiplies the tax amount up to his actual adjusted gross income in
the foreign location.

That adjustment is set out on page 20 of our study, and it ac-
complishes the same thing as indexing the U.S. tax system to each
separate cost-of-living differential appropriate to each foreign
location.
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Now, I would hasten to add that we do not include that in our study
as a proposal. It is merely our standard of evaluation and what a tax
structure would look like if it did accomplish this strict definition of
neutrality.

Senator DANFORTIH. Now, the difference between that kind of an
approach and the approach of allowing the deduction for the dif-
ference between the cost of living here and the cost of living in the
foreign country, the difference would be felt by the employer, not the
employee, is that the idea ?

)r. KIEFER. Well, presumably that is where the difference would be
felt. I think the GAO survey indicated that not all employers do fully
reimburse their employees for cost-of-living differentials, but in the
cse in which the employer does fully reimburse the employee for cost-
of-living differentials, which I think has become the prototype in this
discussion, what you state is correct, that the employee would be treated
in a neutral fashion. It would be the employer who would receive some
relative cost reduction.

Senator DANFORTH. So then the real question is, if the cost of living
is compensated for by the employer, what portion of that additional
compensation should, in effect, be borne by the Treasury, is that the
issue?

Dr. KIEFER. That seems to be the real question.
Senator DANFORTH. It is or is not your view that that question relates

to business decisions?
Dr. KiEFER. Well, it is our view that it does relate to business deci-

sions. Presumably what we are talking about on the business side of
this issue is locational decisions in terms of businesses deciding between
alternative locations of where to conduct their economic activities, and
in making that decision, certain locations are going to be more expen-
sive than others by certain amounts and the question is, how does the
tax code affect those decisions?

If the tax code changes those relationships and the relative costs of
those alternative locations, then presumably those changes have an
impact on vocational decisions, so yes.

Senator DANFORT. Thank you.
The CHAIRmAN.. Senator Curtis?
Senator CuRTs. No questions.
The. CHAiRMAN. Senator Dole?
Senator DOLE. I have not had a chance to read the entire evaluation,

but did your study include the taxation of Government employees,
livin abroad, section 912 ?

Dr. KIEFER. No, Senator Dole. That was outside the scope of our
review.

Senator DOLF. There is a different treatment, as I understand it.
Dr. KIEFER. There is a very different treatment, yes.
Senator DOLE. Do you see any need for treating workers living

overseas in the private sector one way and those workers living over-
seas in the Federal sector treated another way?

Dr. KIEFER. Well, we did not review that question in our study, but
presumable a neutral tax treatment would be neutral with regard to
Government employees and private employees. There does not seem to
be any difference in those characteristics.

Senator DOLE. That would not change anything that you have
stated ?
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Dr. KIEFER. No.
Senator DOLE. I know under the old law, there was a flat exclusion

on earned income from the taxpayer's gross income. One of the chief
hopes of the administration- is to simplify returns and tax laws. It
seeni-. in some of the section 911 proposals, we might be going in the
other direction. There would be a lot of bookkeeping by the employee
and the employer.

That is a matter not covered in your study.
Dr. KIEFER. Well, the goals of tax policy that we specified at the

first, of our study are frequently incapable of all being achieved simul--
taneously. Simplification is one of the goals that we speak about a lot
and sometimes do not accomplish as much as we would like to.

Senator DoLE. About every 4 years.
I)r. KIEFER. That is right.
But it, turns out that it is possible to achieve something closer to

tax neutrality in a way that is not all that complicated. Certainly, if
only one adjustment were required to a tax liability, it would be sim-
pler than separate adjustments for separate categories of expenses or
re nuneration.

So, in that sense, the neutrality standard that we have employed in
our study is not really a complication. It may, in fact, be a simpli-
fication.

Senator DoLF. Thank you, Mr. Chairman.
Thank you.
Ihe CIkTRMAN. Thank you very much, Mr. Kiefer.
[The prepared statement of Mr. Kiefer follows :]

STATEMENT OF DONALD W. KIEFER AND JANE 0. GRAVELLY, THE LIBRARY OF
CONGRESS, CONGRESSIONAL RESEARCH SERVICE

Mr. Chairman and members of the committee, I am Donald Kiefer and I am
accompanied by Jane Gravelle; we are both specialists in taxation in the Eco-
noniies Division of the Congressional Research Service of the Library of Con-
gress. We thank you for the Invitation to appear before you today to present the
results of our study released on April 20, 1978, entitled "U.S. Taxation of Citizens
Working in Other Countries: An Economic Analysis."

The approach of our study was to analyze the taxation of overseas American
workers within the most general conceptual framework possible. To accomplish
this we chose to employ the so-called principles or canons of taxation which have
been developed over the years to offer guidance in developing and evaluating
tax policy.

These principles include concepts such as: simplicity-the tax system should
be simple to administer and simple for taxpayers to understand and comply
with; neutrality-the tax system should cause minimum Interferences in the
economy; and equity-the tax structure should raise revenue on a fair and
equitable basis. In addition to these objectives, the tax system should operate in
.1 manner consistent with attainment of other economic goals, and, of course,
should raise the necessary revenue for the operation of government.

The two taxation principles which seem to be the most relevant to the analysis
of the taxation of overseas Americans are the principles of tax neutrality and
tax equity.

TAX NEUTRALITY

The principle of tax neutrality would recommend taxing overseas workers in
sueh a way that the U.S. tax system provides neither an inducement nor a dis-
couragement to U.S. workers in deciding whether to accept employment abroad
and to U.S. employers in deciding whether to employ American workers abroad.

If costs of living abroad are extremely high compared to the U.S., the combina-
tion of cost of living reimbursement for foreign employees and the progressive
tax rate structure of the U.S. tax system suggests a tax adjustment based on the
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principle of tax neutrality. The neutrality concept would require that if, in the
absence of tax consideration, it would cost, say 50 percent more to employ a U.S.
worker in a given foreign location than in the U.S., then this relative cost differ-
ential should also exist when taxes are considered. If the tax structure reduces
the differential it would provide an incentive to foreign employment; if the tax
structure increases the differential, it would discourage working abroad. If no
adjustment were made to the tax liabilities of foreign workers in high cost areas,
the progressive rate structure of the income tax would increase the cost differ-
ential, and thus discourage employment in such areas. This is because the higher
wages paid by the employer to the foreign worker to compensate for the higher
living costs become part of taxable income, and this taxable income will be taxed
at higher marginal tax rates under the progressive tax rate structure.

Given this consideration, how should an adjustment for foreign living costs be
structured to achieve locational neutrality? Clearly the adjustment should not
be a full deduction of an amount equal to the compensation for higher living costs,
because such a deduction would make the foreign worker better off than the
domestic worker. For example, consider a domestic worker who accepts a job in
a high cost foreign location and is exactly compensated by his employer for the
higher foreign cost of living; in other words, his foreign real income is precisely
the same as his domestic income. If the worker is allowed to deduct ais cost of
living adjustment in the foreign location, his effective tax rate will be reduced
and he will have a higher real after tax income in the foreign location than he
had in his domestic situation. However, the tal neutrality principle requires that
the real tax burden of the worker in the foreign location be the same as It was in
the domestic location.

Under a strictly neutral tax system, if the cost of living in a foreign location
is 50 percent higher than in the United States, an American citizen who moves
to that locality and receives a 50 percent higher salary would also 'pay a 50
percent higher U.S. income tax. Thus, for example, a U.S. citizen who pays 25
percent of his income In Federal income taxes would still pay 25 percent of income
in U.S. income taxes if he accepted a foreign job with cost of living..coipensa-
tion. This system would preserve the relative before tax costs of United States
versus foreign locations; thus, a location in which living costs are 50 percent
higher, Ignoring taxes, would also be I0 percent more expensive when taxes are
considered. The principle of tax neutrality would also require that the tax ad-
justment should be made only for the cost of living in excess of the highest cost
locale In the United States because otherwise the tax code would have non-
neutral locational effects, in that it would provide incentives to accept jobs in
foreign locations compared to high cost domestic locations.

By this strict interpretation of tax neutrality, all of the present alternative
tax treatments of U.S. citizens living abroad are non-neutral. Our study examined
the prior and present versions of section 011, the Administration proposal, H.R.
9251, and a hypothetical policy of allowing no tax adjustment for overseas
workers. Rzample calculations show that, with the exception of the effVcts of
present section 911 on upper Income taxpayers in higher coot of living foreign
locations, all of the alternative policieS yield lower U.S. tax liabilities for over-
seas Americans than would a neutral tax adjustment. Of the five alternative
policies examined, disallowing any tax adjustment for foreign taxpayers appears
to most closely approximate the tax neutrality result overall, although the present
section 911 produces results closer to the tax neutrality standard in higher cost
foreign locations.

TAX EQUITY

The second principle of taxation employed In our study is that of tax equity.
There are two aspects of tax equity which are usually considered: horizontal
equity, or the equal treatment of those in equal circumstances (generally defined
as those with equal incomes), and vertical equity, which is concerned with how
the tax burden is'distributed across income classes. In general, the points pre.
sente(l ahove regarding tax neutrality also pertain to the consideration of tax
equity. Thus, to avoid discriminating among taxpayers with equal abilities to
pay taxes, any cost of living adjustment for citizens working abroad would have
to be based on the highest cost locale within the United States, and the amount of
the deduction should be subjected to the appropriate effective tax rate. Spe.
(.iflcally, a provision allowing deduction of living costs in excess of average costs
in the United States would be inequitable to the large number of Americans who
live in areas or cities within the United States where the cost of living is higher
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than the average As a hypothetical example of this inequity, a tax adjustment
which allowed a deduction of foreign living costs which exceed average living
costs in the United States would allow deductions in excess of $5,000 for U.S.
citizens working in Htong Kong and Tehran, Iran, but would provide no deduc-
tions to taxpayers in New York or Boston, even though the costs of living in these
four cities are nearly identical. With regard to vertical equity considerations,
because citizens working abroad have comparatively high incomes, tax provi-
sions benefitting them tend to reduce the overall progressivity of the U.S. income
tax structure.

EFFECTS ON TRADE AND EMPLOYMENT

In our report, the alternative tax treatments for overseas Americans are also
evaluated in terms of achieving other economic goals, specifically in terms of their
impact on foreign trade and employment. First, it must be observed that the rela-
tionship between U.S. tax treatment of citizens working in other countries and
the quantity of U.S. exports is both indirect and uncertain. Since foreign invest-
ment and production by U.S. multinationals is in many cases a substitute for
domestic production and exporting to the foreign markets, it seems ironic that
subsidizing foreign operations should be perceived as stimulating U.S. exports.
The argument has been made that foreign operation by U.S. multinationals ex-
pands their foreign sales and, because their foreign production uses U.S. pro-
duced inputs, thereby expands U.S. exports. Whether this effect outweighs the
effect of foreign production substituting for U.S. produced exports is unknown
and cannot be assumed without supporting evidence.

However, even if there were a direct relationship between tax treatment of
citizens working abroad and exports, a tax subsidy would not have a permanent
effect on the balance of payments because, under a system of flexible exchange
rates, international currency price adjustments will render ineffective policies
which attempt to have a long-term impact on a nation's balance of payments.
With regard to employment and unemployment policy goals, tax subsidies for
overseas Americans cannot contribute directly to solving the fundamental macro-
economic causes of either cyclical or structural unemployment problems. Even if
preferential tax treatment for Americans working In other countries creates jobs
in the export industries, under a system of flexible exchange rates this policy will
likely accelerate the decline of import competing industries and lead to less em-
ployment in those sectors.

A recent study by the General Accounting Office performed an econometric
analysis to estimate the maximum impact on U.S. trade and employment which
could be anticipated from the 1976 changes in section 911 and calculated that the
impacts would be very small.?

An argument which has been used in support of preferential tax treatment of
Americans working abroad, and which is related both to the effects on trade and
employment and to tax neutrality, is the issue of competitiveness. U.S. firms op-
erating abroad maintain that increasing U.S. taxes on their employees will in-
crease their wage costs, thus forcing their prices up and reducing their competi-
tiveness. Similarly, U.S. citizens working in other countries claim that higher U.,S.
taxes will make them less competitive in the foreign Job market with foreign
nationals who are not taxed by their home countries.

The argument that reduction of tax benefits for overseas Americans would lead
to a small reduction in U.S. business activities abroad is correct, and is viewed
by firms as reducing their "competitiveness." Similarly, the argument that in-
creased taxation of Americans working abroad would tend to lead to a substitu-
tion of foreign for U.S. employees (a substitution which haq been occurring for
years for other reasons) is also correct-and viewed by U.S. employees as a re-
duced ability to compete. The implications of these arguments must be considered
carefully, however.

The goal of structuring the U.S. tax system to maximize the competitiveness of
all U.S. workers and companies does not provide very useful guidance in either
designing or evaluating tax policy. An obvious way to achieve this goal would
be to reduce all taxes to zero. However, since the continued operation of govern-
ment does require some tax revenue the question is how to raise the required
revenue and at the same time cause minimum disturbances in the free market
operation of the private sector of the economy. As emphasized in our report, this

I Impact on Trade of Changes In Taxation of Citizens Employed Overseas. Report to
the Congress by the Comptroller General of the United States, February 2, 1978. See esp.
chapter 3.
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Is precisely the goal of tax neutrality-to structure the tax system so it does not
cause distortions in economic decisions unless some clear national purpose is
servedd by such non-neutralities. As indicated in the analysis above, there is no
clear evidence that artificially encouraging Americans to work abroad through
the tax code serves an identifiable national economic purpose. Therefore, what-
ever benefits result from increased "competitiveness" of American firms and
citizens in foreign locations appear to be at the expense of other Americans-
through more inequitable taxes and through less efficient allocation of economic
resources.

The CHAIMAN. Next we will call George P. Shultz, president of
Bechtel Corp.

Mr. Shultz, we remember you from your years around Washington.
I think it might be useful for the record if you would recount all of the
positions you served in here in Washington during the past 12 years
or so.

STATEMENT OF GEORGE P. SHULTZ, PRESIDENT, BECHTEL CORP.

Mr. SHULTZ. Well, first of all, Mr. Chairman,_let me say I am
very pleased to have a chance to appear before this committee again. In
the past I have spent many hours and had a certain amount of argu-
ment here and a certain amount of agreement here and I have always
enjoyed the chances to appear.

SMy full-time jobs in Washington were first, in 1955 and 1956 as a
weniber of the staff-the label was senior staff economist-at the
President's Counsel of Economic Advisers. Arthur Burns was the
chairman at that time.

The next full-time job I had in the Government was beginning in
1969 as Secretary of Labor, and then in June of 1970 1 became the Di-
rector of the Office of Management and Budget which was newly
created and based essentially on the Budget Bureau at that time.

In June 1972. I became Secretary of the Treasury. I served in that
capacity for about 2 years. I resigned in May of 1974.

And, when you are Secretary of Treasury you get involved with
all of the international lending agencies, with the IMF and a lot of
other activities.

The CHAIMXAN. Well, you have been on both sides of this issue, both
on the collecting.end and I now take it you are on the putting up end.

Mr. SHuTrz. x es, sir.
The CHAIRMAN. Insofar as your views have changed since you left

Washington, it might be useful if you would give us, for the record,
some indication of it, now that you are in the so-called real world
where you are paying for those of us who live on the fat of the land up
here who provide you with taxation, bureaucracy, and whatever help-
ful services we can provide in one respect or the other. We will ap-
preciate and welcome your testimony and hope we can give you the
same thoughtful consideration you gave other taxpayers when they
came before the Treasury.

.fr. S)ir=. Thank you, Mr. Chairman.
Well, Mr. Chairman, I have a statement., as you know, and if I may,

I would like to file it for the record rather than read it. It is fairly
lengthy, and also many of the points that are made in it have been made
very well in the statement by Secretary Solomon, and I think especially
in the comments made by Mr. Staats, and particularly in your ques-
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tions on the Library of Congress study you have brought out many
of these same points.

Also, I would say that I appear here on behalf of my company,
Bechtel, and also Fluor, Dresser and Pullman-Kellogg.

In addition, the Tax Fairness Committee and the National Construc-
tors Association have endorsed my statement.

Let me say first, Mr. Chairman, speaking from the standpoint of
the Bechtel Corp., it is a company that has had a long history of work
internationally, going back to the late 1930's. We have projects active
now in about 23 countries and this overseas business represents ab(,ut
one-third of our total business.

So, in the course of m{ job, I do travel around the world a little
and visit our jobs and tak to our people who are there. And the first
comment that I would like to highlight from my testimony has to do
with what you learn when you go around and talk to people who are
working in all of these overseas-locaions, and I bring out the follow-ingvoints.

irst of all, they are patriotic Americans and they are doing good
work. It is well appreciated. The work is of high quality.

Second, they are generating exports because, as you and others
brought out here, they design things to U.S. specifications; they
know the situation here; they order here, so they are generating
exports.

Third, they are very good ambassadors for our country because they
are doers. They are actually involved in building something that the
people there want and that will be of service to them, and in the
process of doing that, they train people who are often unskilled to
do useful things, to do carpentry work, plumbing work, and so forth.
So in a very fundamental sense, they are good ambassadors.

And finally, they feel harassed and they feel uncertain and they
feel left out by their own Government because when you go and talk
to them, the first question they ask you is "what am I supposed to put
down on my tax return? What is going to happen on this section
911?"

"Was I crazy to come over here in the first place? Am I going to
get thrown in jail? I cannot possibly pay the taxes the IRS people
around here are telling me I have to pay."

And there are people from our Government going around to these
folks and saying, in effect, "I am going to get you. I am going to get
you for being overseas." It breaks your heart, because they are doing
good work.

So I think a little perspective of what life is like over there and
the way the Government appears to them is instructive.

The second point I would like to make, Mr. Chairman, is this, an(
although I am here repeating things that have been said, an awful
lot of the discussion on this issue of taxing the earnings of Americans
overseas misses the main point, and I do think the Library of Con-
gress study that was being discussed here is the latest illustration.

In saying this, I believe I am saying exactly the same thing as Sec-
retary Solomon said, and as Mr. Stoats said. Thepoint that it misses
is exactly how competitive things are overseas. if you want to get
business, you have to be competitive.
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So I would say the following things. First of all these international
markets are intensely competitive. People from all over the world are
tr ying to get that business, and they are darned good.

The second point I would make, and I know this from my direct
observation and experience, and you can see it, of course, in the'record;
but the second thing is that we can compete head-to-head with any-
body if our Government will give us a chance. But if you insist-and
I thought your boxing analogy here earlier was very good-if you
insist on tying both hands behind our back and then send us over there
to compete, we are going to get our head knocked off.

We have to have a chance, and if we have an equal chance with the
people from other countries, we can compete, an we have. proven it.

Third, I would say, as has been brought out here, and there is justno question about it, that the combination of the change in section 911
in the 1976 act plus the new approach the IRS has been taking to the
treatment of these provisions is absolutely pricing Americans out of
the market.

I think Mr. Staats brought out the example that was referred to by
the GAO study of the married person in Riyad with the $40,000 in-
come paying a $52,000 tax.

Now, you are going to come home under those circumstances. Or,
if it is felt by the American firm necessary to keep that person there
and you compensate him for the taxes that he is paying, then you pay
the tax on the tax, and then you pay the tax on the tax on the tax, and
so forth. The roll up here is gigantic and then if you try to bill a client
for that, you could get thrown out on your ear.

So we are being priced out of the market by the way the tax system
is being applied to Americans overseas.

And then finally, I believe that there is absolutely no question that
the presence of Americans overseas helps our exports.

One of the companies that I participated with in working on this
Fluor Corp., was building a refinery in a country in the Middle East
at about the same time an Italian'firin was building a very similar
facility. They compared the amount of U.S. exports to the Italian
job with the amount of IT.S. exports to the Fluor job.

In the case of Fluor, 40 percent of the value of the construction put
in place came directly from the United States as exports. In the case of
the Italians, 7 percent.

So there is a dramatic illustration.
I was discussing this with a friend of mine named Ben Powell, an

exectitive at Brown & Root, which also has a lot of work overseas,
and he gave me another example. I asked him to write it down, and he
did. I will just read it. if I may, because I think, again, it is pretty
dramatic evidence on this point.

He says:
In 1976, r visited Bahrain in the Arabian Gulf and saw two large construction

job-One project was that of Brown & Root at its fabrication yard, constructing
oil production facilities and offshore platforms on which they were to be erected In
the Arabian Gulf.

With American management in charge there was approximately $14 million
of construction equipment on this job site, all of which was provided new In the
United States except for one blast-shot recovery system purchased from Great
Britain and one automatic plate burning machine from Japan, with these foreign
purchases totaling $265,000 out of the total of $14 million.
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So there is $14 million of new construction equipment over there,
working on the American job.

The second project right alongside of it was the construction for approximately
$340 million for a new ship drydock and repaid yard by a South Korean contractor
with Korean management. All the construction equipment required for this
project, whose value is estimated to exceed $50 million was manufactured in
Korea, Japan, or Europe, and not one Item was manufactured in the United
States.

So the picture is really dramatic. And I think that it is true that the
presence of Americans overseas does stimulate our exports. You can
see it in those examples.

A third general point that I would like to make-and I see your
light is on, Mr. Chairman, and I will speed this up

The C HAnI31AN. Your time is not up.
Mr. SIIULTZ. There have been quite a number of revenue estimates

made about what it would cost the Government if, let us say, you went
back to the old section 911 and to the IRS interpretations prior to the
time the change was made. They vary, but at any rate, there are num-
bers ranging from $300 million to $500 million, in that general area,
of Treasury loss. And much of the worry about doing what I believe
should be done comes from this discussion of revenue losses.

Now. I believe that these revenue loss estimates are simply wrong.
They are wrong because of the way they are made-and I do not blame
the Treasury; they are the basic ones who do it-but what they have
to do is they take the income base that is overseas before the change is
made and then they say, okay, let us assume that the tax rates are
changed and apply it to that same base and then we will see what
difference is cranked up.

Obviouly. what that assumes is that the income base is not affected
by the tax change. Now, that is ridiculous. We know the base is going
to be affected by the, tax change. We know that the fellow Mr. Staats
ree-archvd is not going to stay there. There is no way he is going to
s-taV there.

So I think that the calculation is wrong. First, because the income
base overseas will change. It will diminish tremendously. In our own
company. since the 1976 revision was made, we have gone from 57
percent American expatriates in our nonmanual role overseas to 48
percent now.

So the overseas role is going to change.
Second. there is a tremendous amount of "mainland" support for

overseas work based on calculations. We estimate, in our company
that for every nonmanual person we have on a job overseas we have
1.77 people einployed in support of that project here. in the United
States. So you have all of that employment that will have to find
somepla ce else to work if overseas work stops.

Third is the point about the exports being generated, and it is
going to affect the income base for the exports that do not come from
the United States. They will come from Italy, they will come from
.Japan and so on and so on, instead of the United States, so somebody
is going to have to make something else.

In the meantime, there is not going to be any income there.
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Fourth, you lose all of the jobs involved in processing the exports-
the people who drive the trucks, run the railroads, work on the docks,
and so on, who are involved in this whole process.

So I think the assumption that you can change the taxes and noth-
ing else changes and then you make a calculation based on that is just
wrong.

My guess is that, if the course that now seems to be on the track is
allowed to become final and take effect, the Treasury will lose more
money than if it went the other way. I just feel that in iy bones ; I do
not have any econometric studies that prove that.

So I would just say finally, Mr. Chairman, that I think there is a
genuine need here. I believe that Mr. Staats said it directly and
clearly and the GAO study also was very extensive, that two things
are needed.

First of all, we have to do something about housing allowances, edu-
cation allowances, cost-of-living allowances, home-leave allowances,
they are not that complicated to do, that keep a person whole as a result
of going and working overseas.

Second, we have to provide an income exclusion off the top as in
the old section 911 so that we can be competitive with our competitors
from other countries. That is not to say that these people would not pay
any taxes; by no means. But that they have some break there so that
we have a chance to compete on reasonably equal terms, and then we can
compete and we can export and we can do the job for this country.

But our business firms, if you tie our hands behind our backs, are
going to get beaten up.

Thank you, Mr. Chairman.
The CHAmMAN. Let me just ask one or two things.
First, let's look at these countries competing with you in these

places-let's take the Near East as an example. When they ship their
equipment in, their governments have been financed mainly by these
value-added-type taxes and, as I understand it, the way they do busi-
ness, this is one thing they have succeeded in having in the General
Agreement on Tariff and Trade, they are permitted to rebate at the
border all of the tax burden represented by those taxes. Is that not
correct?

Mr. SVIULTZ. That is my understandingMr. Chairman.
The CHAIRMANX. All right. So if you assume that a country has a

15-percent value-added tax and that that tax is paying for social wel-
fare programs and most of its defense programs and others, they can
reduce that price by that 15 percent in selling into this third-party
country. Is that right?

Mr. SiiULTZ. Yes, sir.
The CIHAIR-MAx. All right. Now, I think that Mfs. Gravelle did a

study for the Library of Congress that you heard something about
saving that DISC is not justified. How much does that give our
people back, compared to the 15 percent that one would get back in a
value-added country?

Mr. SIIL-LTZ. I do not know the answer to that, Mr. Chairman. but
the ideas are roughly similar. What the proportions work out to, I do
not, know. I am not familiar with the study you are talking about.

The CHAIRMAN. What I have heard from most American manu-
facturers is, is what the DISC gives them back is a relatively small
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fraction of what these other countries get in the rebate of that value-
added tax. Now, is that in accordance with what you hear from your
business associates?

Mr. SHUJLTZ. Yes, I think that is generally right.
The CHAIMA'. So they have that advantage in the beginning. Now,

if in addition to that they are paying no taxes back home on their
employees. that is an additional advantage that they have in addi-
tion to what I have just described.

Now, what is your reaction to the kind of argument that I have
heard on occasion that some fellow is living over in Paris, having a
big time, living it up, and that he is getting a tax break by this
Government because of these provisions in section 911? How do you
react to that situation, somebody in Paris or London having a big
time, perhaps Rome.

Mr. SwITLTZ. He had better be careful, if he is in Rome these days.
The ( 1.A1RMAN. Or even the Riviera. I mean, you know, let's take

the best case. What is your reaction to that type argument?
Mr. SIIULTZ. Well, people who are living it up clipping coupons and

what-not, these are not the people I am talking about. The people I
am talking about are working on these jobs and producing things and
doing a great service.

And it may very well be, Mr. Chairman, in dealing with tifs, if you
do consider-and I certainly urge you to 'have an income exclusion-
that you might want to say that as to certain metropolitan areas in
Western Europe and Canada, where people who are living there are not
eligible for the income exclusion. To define it that way, I think, would
take care of the problem.

There are very few jet-setters who are living in Tehran or Jakarta,
or similar places around the world.

I do not think that is a big item, but if it bothers people, I think it
can be taken care of.

The ChAIR AX. I have heard the statement made in testimony here
that under the system of flexible exchange rates in effect that every-
thing neutralizes itself; that, in effect, it all comes out in the wash.
What is your reaction to that?

Mr. SHULTZ. Well, if you can construct a model and you let it run
long enough. the flexible exchange rates, in theory, everything will
come out in the wash. I think there are some questions that need to be
raised about that.

No. 1 how far down do you want to drive the U.S. dollar when you
have other tools in your hand? I think, myself, the scene we have be-
fore us today is most unfortunate, and too much weight is being put
on the idea that we will just drive the dollar down some more and
solve the problem. V

It is hurting us abroad; no question about it. Not only is it an eco-
nomic problem, it is a political problem.

Then, I think the second thing is that, if we are going to do it that
way, there is going to be a long, drawn out and difficult transition for
many people to undertake for these longrun effects to take hold. In the
meantime, there will be so many spokes in the wheel that probably it
will not, work out as in theory. But certainly in theory, and if you let a
long enough time pass, everything can be washed out. In a flexible ex-
change rate system, as they say, everything else is equal, which it is
not.
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The CHAIRMAN. 'rhat sort of makes me think of a situation where
sonie fellow has his thwnb on the scale and you say, oh, do not worry
about that.. The time is going to come when you are going to have your
goods on the other side of the scale. When that time comes, that thumb
is going to be to your advantage.

The heck of it is, when that time comes, he has his thumb on the
other side of the scale, too, so that it did not work out the way you were
planning

Now, I find some difficulty understanding how this thing is supposed
to work out in the long run. My impression is-and I have been around
here for 30 years-these practices that discriminate against Americans
kee) on going. I do not expect to live long enough to see the thing
turn around and head in the other direction.

It reminds me about the story I told about the man in the poker
game where he says he thought he had won, but they say, "Oh, no, you
do not win, this other hand is better than yours. It is a phloogie."

He says, well, why is that? I do not understand. There are not even
two cards that match in that hand.

Oh, yes, but see the sign right there? It says, "A phloogie beats any-
thing." That is a house rule.

Next round, lie drew that same hand. He says, it is my turn to win.
The other fellow says, "Oh, no, it is too bad. You lose."

He says, "Well, why is that?" And the other fellow says, "well, look
at. the sign behind you. Only one phloogie a night." That is another
house rule that we play by here.

It seems to me that when the time finally turns around where we are
supposed to benefit from one of these things, one of these longrun
theories that somebody has, that we are likely to have the wires crossed
on us again.

Senator CURTIs. Would the chairman yield right there?
Well, is it not also true that in the meantime there would be a great

number of casualties and some gross unfairness on certain individuals
and companies.

Mr. SnLTZ. Well, there would certainly be a lot of rerrangement,
and I do not think that there are some special advantages in being able
to have vour own citizens living and working abroad, which I have
tried to bring out here, and which it would take, in a sense, a big change
in exchange rates to offset.

Do not, misunderstand me. I think that a flexible system of exchange
rates is basically a good thing. But a continuously deteriorating dollar
is not a good thing, and we need to do the things' that in a market sys-
tem of exchange rates kee) our dollar as a strong currency.

The CHAIRIAIN. Senator Danforth?
Senator D.NFORTIT. Mr. Shultz, if the entire amount of payment

that an employee receives to compensate him for the increased cost of
giving is deductiblee or if it is excluded from his income taxes, lie is not

going to be any better off than if he had stayed in this country in the
first place, is that not correct?

M r. Simrwz. That is the way it would seem to me.
Senator DANFORTH. It is simply compensation for the increased cost

of living. It is not a windfall, riglt?
Mr. SiuLLTz. That is exactly right.
Senator DxrowrT. And, from the standpoint of the employer, no

matter how you design such a program, the employer is going to end
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up having to pay more money to maintain employees abroad than if he
kept the employees in this country. Is that not right ?

Mr. S11U LTZ: Yes, and of course, the amount depends upon the cost-
of-living differentials that are found there. There may be some places
where they are not extensive. so it will vary considerably.

Senator DANFORTI. Right. But say, in t'ie Middle East, for example.
It would cost, no matter how 911 were designed, it would cost the em-
ployer more to maintain employees in Saudi Arabia than it would to
maintain the same employees in the United States?

Mr. SHULTZ. That is correct, and it is correct, in part, because when
you send families overseas, naturally they adapt themselves to the local
conditions as best they can and they should do so, but they also want to
live like Americans to a reasonable degree, and they want to eat foods
that they are accustomed to, to a reasonable degree,'and so these things
cost more money.

So there is a special cost of living there for the American or other
foreigners in a given country that perhaps local people do not
experience.

Senator DA.WFORTr. The point is, no matter how 911 is designed, the
employee is going to be no better off than had he stayed in this country
in the first place. The employer is going to be paying out more money
than if the employee had stayed.

Mr. SIuTz. Well, I think there are two different things here to le
distinguished. One is the tax treatment of various payments made to
keep the person whole and by definition their purpose is to keep the
person as though he were in the United States, as to cost of living, hous-
ing, and so forth.

Then, second is the effort to provide some incentive for overseas work
that puts a person competitively on the same basis as people from other
countries. Now, we feel that if you are going to go and ask somebody
to work in the desert and work the long hours--six 10's is a typical
week there, and many people just prefer to work every day. Long, hard
work. There is nothing else to do, in many cases-you cannot expect to
pay the person the same thing as if he were going to live here in Wash-
ington, D.C. You have to pay him more to do that.

And so we think you have to say you are going to have an after-tax
increase in your income as a result of undertaking that kind of
assignment.

Senator DANFORTI. If you could measure the entire lifestyle of the
person going abroad, the theory is that that person is not going to be
better off had he staved here in the first place. You are not conferring
on him some windwall or bonanza, is that right?

Mr. STItTZ. That is not a windwall or a bonanza. It is a payment for
services rendered under very difficult conditions.

Senator DANFORTH. Now, with respect to this so-called principle of
tax neutrality, I do not know whether that principle was put forth as
a guide to judge tax policy or whether it was advocated as the principle
which is desirable, but do you see any reason why tax neutrality should
be a desirable principle?

It would seem to me that, in designing tax policy, rather than be
neutral a strong case could be made for the Federal Government's pro-
viding positive incentives for American business to sell as much as
possible.
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Mr. SIIULTZ. I think that is right. You could make a very strong
argument, and I have tried to make it. I think one once again could
say, if you were idealizing here and saying, "let us take th tWx code
and scrap it and then let's write a nice, simple new tax code with much.
much lower tax rates and with no exemptions and so forth"-that has
been advocated around various circles-then you would be applying
principles of that kind.

But our tax code is so complicated because there are all sorts of
things--some desirable, I think; some undesirable-that are being
sought through the tax code. That seems to be the way we use it.

Senator DANFORTH. It is pretty clear, is it not, that there are other
countries that are much more aggressive in developing markets and
encouraging sales abroad than is the case in the United States?

Mr. SIIULTZ. I think one could say practically every country is more
aggressive in encouraging sales abroad than is the United States.

Senator DAN-ForTH. And also you indicated that, far from the ugly
American idea of Americans living abroad, you believe that they have
a positive role to play in affecting the image of our country and in ex-
tending the scope of America abroad in the world?

Mr. SHuLTZ. I believe that. And I think particularly-you said
"Americans working abroad." They are there, they are contributing,
they are part of the work life of the community, they get to know peo-
ple as they live and as I said, they train people to do useful things and
I think, at least in our experience, when we leave, the people in the
host countries are sorry to see us leave. They feel we have left some-
thing good, and we are proud of that. I think that is important for our
country.

Senator DANFORT. Thank you, Mr. Chairman.
The CHAIRMAN.. Mr. Curtis?
Senator Cumris. Dr. Shultz, I would join the chairman in welcoming

you here. I think that there are few people as well qualified to speak on
this subject as you are. In the interest of time, I am not going to elabo-
rate. You have made your case very well and I agree with it.

In Nebraska, we happen to have a few good contractors doing busi-
ness around the world and we have quite a number architect-
engineering firms, and when they are invited or take an assignment in a
foreign country, that is more or less the first step toward increasing
American business and exports, and they, too, have a vital stake in this
matter. Do you agree?

Mr. SHuLTZ. Yes, sir, and I think that that is a very good point, be-
cause oftentimes we focus on the large company that can have a big ex-
port program and mount. a sales effort abroad, and so forth. On the
other hand, just that kind of architect-engineer setup that you men-
tioned in Nebraska tends to be as though it is a sales agent for all sorts
of little companies scattered around that could not mount an export
program of their own at all, but yet they are there, they are local. You
know what they can do and you need something and so you order it
from them. So they wind up exporting as a result of this process.

They would not know how to get to first base, otherwise.
Senator CuRTis. And when they draw their specifications they take

into account such equipment and material as they know about and have
had a lifetime experience in.

27-727-78------4
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You have made a strong case here. The hour is late. I will not con-
tinue the discussion, but that in no sense indicates that what you said is
not very, very valuable.

The CIAIRMAN. Senator Dole?
Senator DOLE. As I understand your statement, Dr. Shultz, you sup-

poft, with certain changes, what has been proposed in tfhe Senate
Finance Committee. You address those changes in your written
statement.

Mr. Snt-rTZ. Yes. I think that the Finance Committee proposal, or
what was voted out, recognizes the problem of keeping people whole.
However. I do not believe it is complete, and in my statement I refer to
certain areas where I think it ought to be reexamined, because I do not
think it meets that objective.

In addition-and this is not in the bill at all-I think, as Mr. Staats
said when he was testifying here this morning, that there needs to be
some positive incentivein addition to the keeping whole. And so the
old section 911. as it was written before the 1976 changes, something
like that, it seems to me, belongs in the law.

That is not, in your bill.
Senator DOLE. As I understand, the revenue loss under the Senate

Finance Committee proposal is about $310 million, the loss under the
1975 law is $498 million, the 1976 act loss is $180 million, and the ad-
ministration's bill is $254 million. There is some spread and some
recognition, apparently by everyone, that the 1975 law probably should
be changed. However, maybe not as much as some propose.

Mr. SHiuLTZ. Could I just interject something on those estimates,
just to emphasize a point I made earlier?. I think those estimates are
demonstrably wrong, in every case, because they are based on the
assumption-and I think, once again, Mr. Staats brought this out and
the Treasury reognizes it; I am not stating a criticism that the Treas-
ury is not well aware of-but they do not take into account the effects
of the changes on behavior, and when behavior changes and people are
no longer overseas, you do not have the tax base to tax.

So I think that, those revenue loss estimates are just not correct.
Senator DOLE. What countries provide the most overseas competition

for the American construction industries? What countries are the most
competitive? Japan and Germany?

Mr. SiurLa'z. Well, they are all competitive and it depends on the
particular kind of project you are talking about. Of course, I am
speaking of engineering and construction here, as distinct from manu-
facturing. Others could speak about that.

But there is strong competition from all of these countries-Japan,
Germany, France, Italy, the United Kingdom. The Koreans are very
competitive, and so on around the world. So there is a lot of competi-
tion, and we respect it.

At the same time, Senator, I repeat again that, if our Government
will just give us a break, we can compete with these people. There is
nothing wrong with what the Americans can do. We are desired.

But if the tax treatment makes us so expensive, we will just get
priced out of the market., not because we are not any good, not'because
we are charging too much for our services, not because we are not com-

- petitive, but because our tax system just prices us too high. That is the
root of the problem that we are talking about.
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Senator DOLE. There is always a difference of opinion on what the
real impact might be on jobs. I am not certain the CRS study had
any reference to the job impact but I think GAO referred to the job
market.

Have you tried to figure what the job impact would be on your
company?

11'. SHULTZ. YeS, sir, we can see it very clearly. We did a tabulation
recently just to see what happened in our own employment overseas,
proportionately. Since the 1976 Tax Act made this change and the IRS
is making these changes, people are now uncertain and they do not
know what is going to take place. Therefore, the proportion of our
overseas nonmanual people when the act was passed was 57 percent,
whereas today, it is 48 percent, and we are actively looking for indi-
viduals from other countries to take jobs. We have no other alternative.

Now, at the same time, it is suicidal to let that go too far, because
we are an American firm. We are selling American know-how. We
want to sell American exports. And if we say "Yes, we will do this job
for you and we will have 20-percent Britishers and 20-percent Aus-
tralians and 20 percent from Germany and so on and so on and we will
have one American there," they will say, "That is not an American
job. We might as well go and sign up with some contractors from some
other countries."

Senator DOLE. I think that GAO estimated that the 1976 act might
be a loss of 5,000 jobs annually in 1978, rising to 27,000 in 1982. How-
ever, the study points out that the U.S. economy generates 30,000 jobs
a week. In that context, it would not be all that dramatic.

Are you familiar with the recent rulings by the U.S. Tax Court
which ordered company cost-of-living allowances made taxable and
the Internal Revenue Service regulations on computing the market
value of overseas housing?

Mr. SHULTZ. Yes, sir. Those are causing us and our employees a
tremendous amount of concern because they are proposing to tax the
very things that you have to do to keep a person whole as a result of
working overseas. And so, if you tax those things, you wind up with
a bigger tax bill, as in Mr. Staats' example, than the man has income.

So you know that is not going to happen. The person is going to
leave.

Senator DorP. Thank you.
The CAIRMAN. It seems to me, Mr. Shultz, if you are looking at it

from the point of view of any country wanting to compete with the
United States in most of these areas, going back to the end of World
War II when they started rebuilding and the United States, was the
only one big enough and strong enough and well organized enough
to move into a lot of these areas, when the other countries started to
seek to compete with us in these third-party countries, we were what
they had to contend with and if their governments were doing what
an up and coming government would do, seeking a market for its
product and business for its business people, it would do whatever it
could do legally and within the rules of the game to give their export-
ers and their contractors and their business people abroad whatever
incentive they had to provide to them to get in there in competition
with the Americans.
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Now, I would have to assume that they have been doing that, and
that is why they are over there in the Near East and elsewhere cnn-
peting with you. And it looks like we can all agree that they are gv-
ing their people tax advantages and whatever trade advantages they
can, to get the business for their people.

Now, companies like yours are going to have to pay whatever it
takes to get Americans to go there and apparently that is what you
have been paying. It just costs a lot more to persuade Americans to go
to all these less desirable places on the earth than it does to get them to
work here.

But to the extent that that tax is raised beyond what it was, if you
assume the competitive situation is anything like even, that really
just puts you at a further disadvanta

It is just about that simple, is it notr
Mr. SHULTZ. Yes, sir. Suppose a person goes from, let's say, Can-

ada, to work in Egypt. He does not pay any Canadian tax on that
income at all. So he is way ahead of the game. He gets a big, auto-
matic uplift in his real income.

If another person goes from the United States and works right
alongside the Canadian, he is heavily taxed. He is not only taxed on
his income--what we think of normally as income-but all the things
that we de to try to keep him whole, lie gets taxed on them too. So it
is basically an impossible situation that is being created.

The CHAmnau. So, as I indicated to the previous witness, this talk
about tax neutrality, it amounts to the other governments doing all
that can be done to help their citizens while we have people overhere
clobbering the Americans and trying to clobber them a little harder.
TI'hat is about the way it looks from where you are sitting, I take it?

Mr. SHULTZ. That is the way it looks, no question about it. And I
think another thing wrong with the idea of neutrality is that it is one
thing to talk about it within the confines of competition inside the
United States. Then if we say we are going outside the United States,
then we are, in a sense, competing with a lot of other tax systems, and
if we want to be out there, we have to recognize that fact, that reality.

The CEmJXm.,A. It would seem to me that neutrality would indicate
that all the nations ought to try to get together and agree on the rules
of the game as to how much each will subsidize his competitor. And
if we would agree to that type of thing, that would seem to me to be
neutral.

But if you are going to let those people go to whatever degree they
want to go to give their people an advantage, and at the same time cut
back on our people, then this country may be moving in the wrong
direction. While they are giving their people advantages, we are levy-
ing disadvantages on ours.

I do not see how our people can survive against this kind ofcompetition.Mr. SHULrZ. That is exactly the point, Mr. Chairman.

The CHAIRMAN. The only way we could survive is if we were smart
and they were not smart, and I think if we engaged in that kind of in-
tellectual arrogance, we are in for disaster.

But I can see the problem. I just hope that others can see it.
Thank you very much.
Mr. SHULTZ. Thank you, Mr. Chairman.
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Senator DoLE. If I may, just one other question-there is some
degree of urgency, is there not, that the Congress act quickly?

Mr. SHMLTZ. There is great urgency in two senses. First of all, the
people who are living overseas now must file their return by June 15.
Already, people who were overseas and have come back have had to
file their returns, so they are in a distressed state.

Second, there is urgency in that even leaving aside this immediate
tax return problem, people are very upset. They are 'living in a house
that is not that great, but it is extremely expensive. They, are getting
compensated for that, and they are saying to themselves, "What am
I doing here Am I going to et clobbered as a result of being over
here and tryingto do this work if these new tax laws apply?"

So they want to get that straightened out, and I do not blame them.
We all do.

The CHAIRMAN. Unfortunately, Mr. Shultz, altogether too often
these thingS tend to be decided on the basis of some movie actress or
movie actor who took an apartment on the Riveria or somewhere and is
living it up and enjoying a tax advantage by doing so; rather than
in terms othe kinlof people that you are speaking for, the kind of
people that you are trying to employ, and having vrydifficult times
t rving to get them who want to go and get out there in the field and
work with a wrench or work side by -side with other-people in the field,
to be the straw boss or do even some of the direct skilled labor on the
construction jobs, and things of that sort.

In that context, I believe the Senate and the House would have an
entirely different view of the situation.

Mr. SIwi.TZ. Well. T believe those kinds of "movie actor," "jet
setter" type things can be taken care of. The numbers that we are talk-
ing about, Mr. Chairman, are not the numbers in those leagues any-
Nvay. We are not talking about millionaries 'here, we are talking about
working people who are trying to do a job.

I was very pleased incidentally, to see the letter that Bob Georgine,
the head of the Builn Trades Department of the AFL-CIO, wrote
to you endorsing basiceUy the kind of position that I was taking here,
and I think thA is of particular significance since I know labor has
often scratched its head about some of these things affecting overseas
taxation.

But Mr. Georgine has looked this one over and feels that it is in
terbody's interest, and he wrote you to that effect.

The CnAnwau. Thank you very much.
Mr. Sn rLTz. Thank you, Mr. Chairman.
[The prepared statement of Mr. Shultz follows. Oral testimony con-

tinues on p. 63.1
STATEMENT or GouoGE P. SHULTz, PftzsDENT, BEctZr. CoW.

Mr. Chairman and Members of the Committee, my name is George P. Sshultz
and I welcome the opportunity to appear once again before this distinguished
Committee. I am President of the Bechtel Corporation. an international engineer-
ing and construction firm with headquarters in San Francisco. Today I am also
speaking for two other such lrms-Fluor Corporation of Los Angeles and
Pullman-Kellogg of Houston-as well as Dresser Industries of Dallas, a Major
international supplier of petroleum equipment. My statement has also been en-
dorsed by the Tax Fairness Committee and the National Constructors Association.

This hearing is especially timely for two reasons. The enactment of the 1976
lezislation sharply raising U.S. income taxes on citizens and resident aliens work-
ing abroad, along with new interpretations by the courts and IRS of what con-
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stitutes taxable Income, has produced a strong consensus both in government and
business that those changes, if allowed to stand, will have several unintended an(1
highly undesirable effects.

Senator Ribicoff and your Committee has exercised leadership in this matter,
and both are to be commended for seeking to deal with the substantive issues
Involved and also to once again extend the earlier Section 911 legislation to
January 1, 1979--an extension that would protect those workers abroad who
have to pay their 1977 taxes by June 15, 1978. As to the extension, clearly, time
is running out and the earliest possible action by Congress is of the utmost
importance. These taxpayers need to know where they stand.

The "long run" legislation which this Committee has been considering and
which Is reflected in H.R. 9251 (as adapted from Senator Ribicoff's bill, S. 2115)
would substantively address the issues relating to Section 911. It is esential that
permanent legislation be enacted, but I am concerned about certain aspects of
that legislation which I shall come to in a moment. First, let me comment in
some detail upon the substantive Issues involved-Issues that have clearly
emerged from study and discussion during the many months which have elapsed
since passage of the 1976 Tax Reform Act. In addition to discussing these Issues,
I will address briefly recent studies completed on Section 911. Studies done by
the Treasury Department and the General Accounting Office are mentioned
hereafter, while the most recent study by specialists at the Library of Congress
is noted in a separate section.

My basic argument with respect to the substantive Imm is am follows:
1. The U.S. tax bite makes it far more expensive to employ Americans overseas

than the citizens ot any other country.
2. The result is that individual Americans by the thousands are already losing

out on job opportunities overseas.
3. As the presence of Americans on the job around the world declines, so

the tendency to design to American standards and to order from American ven-
dors declines. The American overseas is a "built-in" sales representative for
American exports.

4. The inability to employ Americans on overseas jobs of U.S. engineering and
construction firms and firms supplying equipment and services overseas, includ-
ing those supplying them to the oil industry, adversely affects the ability of those
firms to obtain contracts based on the appeal of American know-how. In turn, this
makes a drastic difference in the country from which purchases are made for
installation or for use in foreign locations.

5. The net result Is a large-scale loss of American jobs
In overseas locations;
In the United States doing engineering and other home office tasks;
In the factories, offices, railroads, trucks, barges, docks and other loca-

- tions engaged in manufacturing, sales, transportation and processing of
exports.

6. The result is also bad news for our balance of trade and payments and for
the value of the dollar on exchange markets. (Of course, if the dollar is driven
down far enough and for long enough, accounts will eventually come into bal-
ance, but with a cost in terms of higher inflation.)

7. It is bad news also for Treasury revenue., since the income base will be
significantly and adversely affected by the-tax rate changes currently in prospect.

I will support these seven statements in the course of discussing key question"
relating to the taxation of earnings of individual Americans living and working
in other countries.

TAX FAIRNESS

I do not suggest for a moment that this nation should emulate most of our
major competitors and exempt citizens working abroad from U.S. taxes. But
I do believe that any such taxes should be levied and administered fairly and
equitably-something that, in my judgment, is not the case under the 1976 leg-
islation or in some IRS and court interpretations of earlier law.

Take, for example, an average Bechtel engineer working in Indonesia. Assume
he would earn $27,600 ($2,300/mo.) in the U.S. Assume also that the cost of
decent housing is $19,990. which is what it might well cost in Jakarta. If he
receives a special housing allowance for that purpose, is it fair that he pay full
taxes on the additional amount? To him, these are payments from which he
receives no economic benefit; nor In my judgment does it represent tax fairness
or equity. The same point can be made with respect to other allowances for
costs of equalizing conditions for the person serving overseas. It must also be
noted that the person or family residing overseas does not receive the same
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level of government services as does the U.S. resident, especially the benefits of
large scale Federal grants-in-aid to states or cities. Whether one considers the
benefits of Medicare or Medicaid, revenue sharing, or any other form of Federal
assistance to states and municipalities, the American serving abroad is in a
situation far removed from his U.S. counterpart.

But I need not dwell on this point, for the letters, cablegrams and telephone
calls that Senators have received from employees abroad have brought the
story home. Clearly, unusually high foreign expenditures for housing, education,
local costs of living, etc., need special treatment in the tax code.

BIVEi" UE DN8WZRATZONS

With back-to-back Federal budget deficits projected in the $60-billion range,
this Committee must be concerned about the revenue impact of changes in the
tax laws. In a study of "Taxation of Americans Working Overseas" ' released
earlier this year, the Treasury seemed to conclude that a return to the pre-1976
provisions of Section 911 would "cost" the Government $318 million in revenue.

That conclusion is wrong. It is wrong because-as the Treasury is careful to
point out-changes In behavior that one would reasonably expect on the part
of affected taxpayers is ignored. Clearly, the statlc-"other things equa&l"-ap-
proach to estimating revenue impacts of tax changes is inappropriate, especially
where reasonable assumptions can be made with respect to changes in taxpayer
behavior.

When we make such assumptions with respect to the 911 issue, the conclusion
is apparent that "second order" effects will be very significant. As a result, the
"revenue cost" would be far less than is implied in the Treasury study.

Let me describe this more fully. If, combined with recent court decisions and
IRS interpretations, the 1976 provisions affecting 911 are permitted to stand as
enacted, the most obvious "second order" effect will result from the strong pres-
sure on U.S. companies to substitute foreign for U.S. workers and technicians
in overseas operations. The competition for international engineering and con-
struction projects is intense and growing. This competition forces us to keel)
employee costs in line with our competitors-most of whom tax their nationals
moderately or not at all. With respect to cost-plus contracts, which are widely
used, the clients have in some cases insisted that additional workers we hire be
nationals of these low-tax competitor countries. In addition, the tax situation
may cause employees to decide on their own to return to the U.S., especially
from what might be referred to as "hardship assignments." This is, I believe,
already occurring, and the problem has been recognized by American labor.

As these citizens return to the U.S., the domestic labor force would Increase
and the problem of reducing unemployment would be greater as these citizens
sought new jobs. Sooner or later they could be expected to find work, but during
the interim, their taxable income would be greatly reduced, and unemployment
benefit payments increased. Moreover, in order to regain employment, many of
these workers might have to take lower paying jobs-still another example of
extended second order effects as the impact of the tax changes "ripple" through
the economy.

The argument regarding lost export earnings can also be most clearly under-
stood if one traces this "ripple" effect. First, as noted above, there are direct
U.S. taxes lost on the overseas business that U.S. firms are no longer doing.
Second, also lost are U.S. tax revenues on employees based In the U.S. working
for the parent companies, whose jobs are essential to the work being done abroad.
Third, U.S. taxes are lost because goods and services are no longer being "pulled"
from the United States suppliers of that foreign project. Fourth, U.S. taxes on
income earned by all those engaged in export trade are lost, be it sales corn-
panies, transportation companies, dock workers, shipping companies, or the
like.

In addition, the taxable income earned by U.S. businesses in other countries
would decline as their competitiveness decreased, thus adding still another "sec-
ond order" effect not considered in the Treasury study.

My conclusion is that the first order effects discussed in the Treasury study are
only the beginning of a ripple that will expand throughout the U.S. economy to
the second, third and even fourth order-all with significant future losses of
revenue to the U.S. Treasury.

I Taxation of Americans Working Ovcrseas, Department of the Treasury, February 1978,
p. 2.
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INTERNATIONAL COMPETITIVENESS

The competitive impact of sharply increasing U.S. taxes on citizens working
abroad will vary among industries and locations, but there is no question about
its severity with respect to the engineering and construction industry or firms
supplying equipment and services. There seems to be a widely held myth concern-
ing "invincibility" of U.S. firms that needs to be dispelled. To be sure, U.S.
expertise in the engineering and construction Industry is immense and highly
prized, especially In developing areas such as the Middle East. Likewise, U.S.
technology in oil field and other services has historically been preeminent. In-
deed, the companies that I represent here feel that, given half a chance by our
own Government, we can compete around the world on a head-to-head basis
with firms from other countries. But to assume that we are "the only game in
town" is simply incorrect. For such business, we encounter growing, high-quality
competition from companies headquartered in France, the United Kingdom,
West Germany, Italy, South Korea, Japan, and elsewhere. None of these coun-
tries tax their citizens working abroad as we do.

For equipment and service contracts and construction projects, many of which
are on a "cost-plus" basis, the problem is especially severe. Understandably,
foreign officials and businessmen do not view what they consider to be excessive
U.S. taxes as legitimate costs. And even if the contract Is not "cost-plus," we
must factor into our bid the higher remuneration necessary to keep U.S. workers
in the area.

I have attached to my statement examples of how grossly costs can be escalated
by the application of U.S. tax policies (including the effects of recent court
decistlins and IRS interpretations of the taxation of income) to the unusual
circumstances existing In overseas work. These examples, derived from the data
contained in Appendix V of the recently issued GAO report,' adequately exhibit
that these recent policy changes are driving our citizens home. A single indi-
vidual working In Saudi Arabia at an annual salary of $20,000 has had an in-
crease in his total tax burden over 585% from what It was under the rules
in effect just 2 or 3 short years ago. Such tax burden now equates to about 78%
of his salary income. Nor does the married taxpayer escape-although his over-
all tax burden has increased about 226%-he is now expected to pay taxes total-
ing nearly 129% of his salary. At these rates per employee we very quickly be-
come noncompetitive.

There is no way to translate the impact on the competitiveness of U.S. Indus-
try abroad into dollars and cents-but I assure you that the impact, present
and pKotential, is large indeed. And this bears heavily, of course, on much b ,ader
asl.,.ts of U.S. International and domestic policy.

BROADIM CONSIDERATIONS

If tax policy does in fact impair the international competitiveness of U.S.
industry in world market--and I believe It does-then it surely follows that
this nation's ability to fulfill several important international and domestic goals
Is also impaired.

Most apparent, of course, is the problem of the balance of trade. Last year
this country incurred a record deficit of $27 billion. Inevitably, with a rising
money supply and rising inflation, the dollar declined in world markets, thereby
increaslg the cost of many of our imports and adding to domestic Inflation.
Foreign holdings of short-term dollar investments rose sharply. This Increase
will be of little concern if we move persistently and effectively to balance our
international accounts, as I believe we must. But if we do not, significant liquida-
tion of such investments somewhere down the road could prove troublesome
indeed.

To me, the important point is not that the sky is falling-the economic and
financial strength of this country Is immense. Rather, the point Is to recognize
the fooli hness of policies in the tax or any other area that needlessly compound
our international financial problems. I submit that the existing 911 statute would
do just that. I also submit--and I will come back to this with respect to legisla-
tive recommendations-that this Committee should consider ways in which our
tax laws could be used, In positive fashion, to help meet these pressing problems.

Referring once again to my own experience, it Is important to emphasize the
extent to which U.S. goods tend to follow projects that U.S. firms plan and

-2 Report to the Congress by the Comptroller General of the rnlted States., "Impact on
Trade of Changes In Taxation of U.S. Citizens Employed Abroad," February 21, 1978,
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carry out. For example, In constructing gas-gathering systems or an hydroelec-
tric facility in a foreign country, or a host of other projects. U.S. engineers are
more likely to use technology and techniques that require U.S. produced equip-
ment and parts (and this will result In U.S. replacement parts being used
throughout the life of the project). The engineers and constructors tend to be-
come personally known and their work trusted. This leads to future contracts,
as well as follow-on work, with additional positive benefits for the U.S. balance
uf trade.

A dramatic Illustration of this U.S. export drain has been brought to my atten-
tion by Fluor Corporation and I believe it is important enough to share this
factual example with you.

Of two grass-roots petroleum refinery projects for the same owner and located
in the same Middle East country, one was awarded to Fluor and the other to an
engineering and construction company of a third country. Fluor has been able to
determine the percentage of the U.S. purchased goods and materials entering into
the total costs of each of these projects. Their analysis indicates that whereas
40.2% of the constructed cost of their project is exported from the U.S., only
7.3% of the foreign competitor's shipments to the project are U.S. originated.
Thus, on two similar projects for the same client in the same foreign country,
imports from the United States for goods and materials acquired for inclusion in
the project of the foreign frm were only 18.2% of that for the Fluor project. Is
there any doubt that any competitor generally favors the goods, materials and
services of his home country? In addition to this loss of export trade, there may
be a loss of shipping revenue to our American flag merchant marine.

As this trend continues in the loss of overseas projects, reduction of exports of
U.S. goods and materials to our projects and the inability to man our projects
with the desirable U.S. personnel, Treasury revenue will continue to decline,
especially when one takes into consideration the rippling effect throughout our
national economy. Only by increasing our exports of men and materials can we
overcome the foreign trade imbalance.

Nor does the process stop there. More exports means more domestic jobs In
the U.S. This not only bolsters the standard of living of American workers at
home, but augments Treasury revenues (another second-order effect) as more
people are employed both at home and abroad and their taxable incomes and those
of their employing companies increase.

Balance of payments aspects of the 911 problem are only part of the story.
Both in terms of humanitarian concern and our own national interest, the im-
1)ortance of maintaining an effective U.S. "presence" abroad Is of vital im-
portance. This "presence" can be effected only in part through official govern-
ment channels; there is no substitute for the role played by efficient end re-
spected -U.S. industry, especially In the developing countries. How better to
generate goodwill and understanding than to bring U.S. expertise to bear on the
problem of reducing poverty and increasing affluence through sound projects for
increasing production of both the necessities atbd luxuries of life?

Much has been said and written in recent years about "good corporate citizen-
ship" within the U.S. "Good international corporate citizenship" is only an exten-
sion of that basic theme. We should not let our tax laws binder its maximum
development.

THE GRAVELLE-KIFER STUDY
I am personally convinced that these broad considerations. in effect, transform

the 911 controversy from a relatively narrow issue of tax policy to a public policy
Issue of much greater ramification and Importance. Again, we need not emulate
our major competitors by eliminating U.S. taxes on our citizens working abroad;
but neither should we permit some notion of "tax purity," however defined, to
work counter to vital U.S. interests.

In this connection, Mr. Chairman, I should like to comment specifically on a
recent "study" prepared by Jane G. Gravelle and Donald W. Kiefer, who are
Identified as "Specialists in Taxation and Fiscal Policy, Economics Division," of
the Congressional Research Service of the Lbrary of Congress.' This study
purports to evaluate alternative 911 policies "according to the principles of tax
neutrality, tax equity, and the achievement of national economic goals." I shall
begin with a general comment to the effect that it is based in its entirety on a
clearly erroneous assumption.

",,U.S. Taxation of Citizens Working in Other Countries: An Economic Analyats," by
Jane Oravelle and Donald W. Kiefer, Congressional Research Service, Library of, Congress,
April 20,197.
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On the final page of the study (p. 57), Gravelle and Kiefer agree that reduc-
tion of tax benefits for overseas Americans would lead to a reduction in U.S.
business activities abroad, but argue that the reduction would be small. They
also agree that increased taxation of Americans working abroad would tend to
lead to a substitution of foreign for U.S. employees. But then they conclude:

"The standard of tax policy -with respect to business and employee location
decisions should be to achieve neutrality so that tax provisions do not cause dis-
tortions in location decisions unless some clear national purpose Is served by such
nonneutralities. As indicated in the analysis above, there is no clear etqdence that
artificially encouraging Americans to work abroad through the tax code serves
any identifiable national purpose. Therefore, the resulting increased 'competitive-
ness' of American firms-and citizens in foreign locations appears to be at the
expense of other Americans-through higher and more inequitable taxes and
through less efficient allocation of economic resources." [Emphasis added.]

Quite clearly, therefore, if it can be shown that tax incentives for U.S. citizens
to live and work abroad do serve "some clear national purpose," then such in-
centives may be justified and the Gravelle-Kiefer study becomes almost totally
extraneous.

I have in effect argued in my testimony this "clear national purpose" exists.
It is In fact twofold: to help restore and maintain balance in our international
accounts, and to continue the U.S. "presence" abroad that is so crucial in serv-
ing our broad goals of foreign policy. Free World security, and economic progress
in both Industrial and developing nations. Even more convincing to this Com-
inittee should be the official view of the Secretary of the Treasury and the strongly
held view of Congress' own agency, the GAO, in favor of such inceftives. As re-
cently as April 21, 1978, Secretary Blumenthal pointed out that the laws relating
to the tax liability of Americans overseas are untsatisfaetory and unfair, that
the net effect will be to cause Americans to leave overseas employment, and that:

"An overall reduction in American involvement in the economic development
efforts of the Middle East would be severely Injurious to U.S. policy objectives.
Such Involvement dontributes positively and substantially to U.8. exterts to
the area, as well as to the economic development of an area of major importance."

In his recent report to the Congress on the same subject the Comptroller Gen-
eral of the United States stated:

"Because of the seriousness of the deteriorating U.S. international economic
position, the relatively few policy Instruments available for promoting U.S.
exports and commercial competitiveness abroad and uncertainties about the
effectlyeness of these, serious consideration should be given to continuing Sec.
tIon 011-type incenlves of the Intanal Itevnue (ode, at east Until me @cffee-
tive plicy instruments ar tdtilled and impluented."

Then official statmnts m k. Ineemprebeasibie and GrAvd .lWeftr asumnp-
tion that there Is o identifiable matlnal jpu'aws to be served 1W t* proposedlegislatio.

In any event It i the responsibility of Congres to ltdtty an " rt trnatioal
purpose" with respect to the 911 Issue, and it has in fact done so. As not*d in the
GAO study (at page 1) (but relegated to a footnae by Gttveltie-tbr), for
more than fifty years, Congress has "provided a substantial tax incentive to
citizens employed abroad to promote U.S. exports and ommerclat oswedftftV-
ness." [Emphasis added.] To be suMe, Congress today could change this long-
standing policy, but such a step would seem highly questionable In the light of our
pressing balance of payments and foreign policy problems.

I can only conclude that. in view of Its basic assumption, the Gravelle-Kiefer
study is useless; worse still, if its recomuindations were followed, the national
Interest could be severely harmed. And even though the fundamental fault of
denying the "clear national purpose" of 911 incentives In effect destroys the
credibility of the study, there is one other Important point that needs to be
made.

The study purports to evaluate alternative policies according to principles of
tax neutrality and tax equity. As I have already pointed out, it is not tax
equity to tax citizens on payments from which they receive no economic benefit.
Aside from this point, however, tax neutrality and tax equity are addressed by
Gravelle-Kiefer solely In the context of United States tax policy. Ignored entirely
is the fact that the Americans involved are working overseas and must compete
for their jobs with nationals of other nations who are generally not taxed by
their home countries. There is no tax neutrality or tax equity for an American
working overseas who can be replaced by a citizen of Germany or Japan or Korea
who pays no taxes to his home country. To ignore this aspect of tax neutrality
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or tax equity is to do a great disservice not only to Americans working abroad,
--- but to the American companies who compete abroad and must either employ

foreigners or find themselves at a serious competitive disadvantage.
I have noted briefly in Attachment 3 many other assertions of the Gravelle-

Kiefer report that are subject to serious challenge.

H.R. 9251

Mr. Chairman, I should like to comment briefly on the substantive provisions
of H.R. 9251. I have already referred to the importance of postponing the effec-
tive date of new legislation until January 1, 1979. Not only would H.R. 9251
grant such an extension but it would also substantially address the 911 problem.

For some time now, the companies I speak for today, working with other
interested parties, have studied the problem and various approaches to its solu-
tion. In light of these studies and our experience as an employer of Americans
overseas, we should like to recommend some improvements in H.R. 9251. These
improvements would include substantive changes, some technical changes, and
inclusion of specific Treasury recommendations.

I am convinced that the two critical items that must receive recognition are
(1) the importance of not treating as taxable income payments made to keep a
person "whole" who moves overseas, and (2) the need for a genuine income ex-
clusion that makes it possible for American business to remain in a competitive
position overseas. An income exclusion which comes off of the top, i.e.,-reduces
gross income before the tax rates are applied, is essential not only from the
standpoint of tax equity, but also from the viewpoint of international competition.

To avoid treating as taxable income payments made to keep an overseas em-
Iloyee "whole," I recommend a change in the cost of living computation contained
in II.R. 9251 that would more accurately reflect the actual cost of living problems
faced by Americans living abroad. Secondly, I would hope the housing provision
in II.R. 9251 could be amended to more adequately reflect the impact foreign
housing costs have on U.S. employees living abroad. Thirdly, I would recom-
mend that with regard to the allowance for education, the Committee include
the cost of reasonable travel where there is no adequate local American type
schooling. By so amending H.R. 9251, U.S. taxation would be more in line with
the principles set forth in the earlier part of my testimony.

The Treasury Department recommended that costs-of "home leave" once every
two years be excluded from an employee's gross Income. We agree with the
Treasury recommendation but recommend that the allowance should be on an
annual basis. The Treasury Department has also proposed changes In Section
119 of the International Revenue Code relating to the situation of those who live
in camps. The changes recommended by the Administration should be adopted,
but in addition they should be thoroughly reviewed to be sure that all legitimate
camp situations are adequately covered. Further, we agree with the Treasury
Department that the moving expense provision under Section 217 of the Internal
Revenue Code should be liberalized.

There are two technical changes I believe should be made. The first is to elim-
inate some of the timing provisions, namely the so-called 510-day rule and the
bonafide resident rule, so that an employee on an overseas assignment for a period
of less than eighteen months can fall within the provisions of Section 911. In
addition, resident aliens who accept American employment abroad should be
included in the term "citizens" for purposes of Section 911, since they pay U.S.
income taxes the same as citizens, but as the law is now, many are excluded from
Section 911.

With these changes, it is my personal belief that the broad principles outlined
in my testimony would be adequately and accurately reflected in the 911 legis-
lation.

Legislation along the lines of H.. 9251, together with the changes we have
recommended would provide continued presence as well as equity for our tax-
payers working abroad. The "revenue loss" to the Treasury would, when second-
order effects are taken Into account, be small; indeed, revenues could rise as
sustained competitiveness of U.S. industry abroad bolsters exports, domestic
Jobs, and taxable income. And, of no little importance, our national "presence" in
many countries around the world would be enhanced.

The General Accounting Office in its recent study (Digest, page 1) states the
case well, Referring to changing world economic conditions, raw materials needs,
export balances, and the need for the United States to remain competitive, the
report states :
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"* * * it is essential to maintain a large force of U.S. citizens abroad to pro-
mote and service U.S. products and operations. Major industrial competitors of
the U.S. do not tax their non-resident citizens. The United States does. This re-
duces U.S. competitivness in overseas markets."

CONCLUSION

Mr. Chairman, while in Federal service between 1969 and 1974, I had the privi-
lege of working with this distinguished Committee. I am pleased to have this
opportunity once again. If I can be of further assistance to this Committee in
connection with this very serious national problem, I shall be happy to do so.

Thank you very much.
ATTACHMENTS 1 AND 2

ANALYSIS OF TAX IMPACT USING GAO EXAMPLES

1975 rules Excess of Tax Reform
with Tax Tax Re- Act over 1975 rules

Court form Act
1975 rules changes rules Amount Percent

SINGLE TAXPAYER
Saudi Arabia:

Salary .....................................
Allowances ................................

Foreign-earned income .................
Total U.S. and foreign tax ...................

Taxes as percent of salary ...............

Japan:
Salary -------------------------------------
Allow dances ---------------------------------

Foraigln-erned income --------------------
Total U.S. and foreign tax ...................

Taxes as percent of salary ...............

Mexico:
Salary -------------------------------------
Allowancts . ...............................

Forat i-earned income ----------------...
Total U.S. and foreign tax ....................

Taxes as percent of salary ---------------

Hong Kong:
Salary .. . .------- -------- ---- .- .......---
Allow ances ---------------------------------

ForerFg . arned income --_-----------------
Total U.S. and foreign tax ....................

Taxes as percent of salary..._...........
MARRIED TAXPAYER (FILING JOINT RETURN)

Saudi Arabia!
Scary ................................
Allowances ..............................

Foreign-earned income ...................
Total U.S. and foreign tax ...................

Taxes as percent of salary ................

Japan:
Salary ............................
Allowances ........................

$20,000 $20,000 $20,000 .......................
12,458 33,210 33,210................

32,458 53,210 53,210..........
2,281 10,077 15,E28 113. 34i7 58.. .1.. ;i

11.4 53.8 78.1 .......................

$20,000 $20,000 $20,000 .......................
11,121 26,850 26,850................

31,121 46,850 46,850 ................
6,501 7,324 13,990 $7,489 2i5.2

32.5 36.6 69.9 .......................

$20,000
9,216

$20, 2, ........................
13,380 13,380........................

29,216 33,380 33, 380.......
12, 12.188 12,188 ------- --

60.9, 60.9 90 9 - _ --- -------

$20,0 $20,000 $20,000 ----................
7,310 19, 382 1,9, --82--

27, 310 39, 382 - 39, 382
3,826 4,447 9:812 -5-- 6.5 i;5

19.1 22.2 49.1 ------ -- .....

$40,000 $40,00045,894 91,372 $40,000 ....................
91,372 .................... , ..

85,894 131,372 131,372 ................
22,898 45, 409 ,51,662 $28, 764 225. 6

57.2 113.5 129.2 ........................

$40,000 $40,000
39,202 71,932

$40,000 ........................
71,932 ........................

Foreilgn-eared Income ................... 79,202 111,932 111,932 ................
Total U.S. and foreign tax ................... 26,124 35, 932 4, 057 $17, 933 168.6

Taxes as percent of salary ................ 65.3 89.8 110.1 ........................
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ANALYSIS OF TAX IMPACT USING GAO EXAMPLES-Continued

1975 rules Excess of Tax Reform
with Tax Tax Re- Act over 1975 rules

Court form Act
1975 rules changes rules Amount Percent

Mexico:
Salary ..................................... $40,000 $40,000 $40,000 ........................
Allo Kancs ................................. 25.964 32,600 32,600 ........................

Foreign-earned income ................ 65, 964 72, 600 72, 600 ................
Total U.S. and foreign tax ................ 35,167 35,167 35,167 . . 0 0

Taxes as percent of salary ................ 7.9 87.9 87.9 ........ ........

S onry ................................. . $40,000 $40, W $40,000 ........................

Allowances ............................. .. 23,528 53,i018 53,018 ................

Foreign-earned income ................ 63, 528 93, 018 93,018................
Total U.S. and foreign tax ................ 1,916 25,525 33,324 $21, 408 279."7

Tuns as percent of salary ................ 29.8 66 3 3. 3 ........................

I No effect as effective foreign tax rates are in excess of those In United States.
Note: All numbers for salary, allowances, foreign earned income, and total U.S. and foreign tax Income are taken from

app. V, beginning at p. 116, of the GAO report cited earlier.

ATTAcHOMNT 3

ADDITIONAL COMMENTS ON SPECIFIC PORTIONS OF THE GRAVELLE-KIEFEB REPORT

(1) Page iii: ". , . any cost of living adjustment for citizens working abroad
should be based on the highest cost locale within the U.S...."

Comment: Why? The decidedly tortured reasoning that lead Gravelle-Kiefer
to this conclusion is derived from their personal view that domestic "tax neu-
trality" and "tax equity" should be the deciding factors in the 911 issue. But the
Congress has consistently viewed the provision as an incentive to promote ex-
l orts and commercial competitiveness.

(2) Pagt. iv: ". .. the relationship between U.S. tax treatment of citizens work-
ing in other countries and the quantity of U.S. exports is Indirect and uncertain."

Comment: This statement not only flies in the face of common sense; the
authors themselves in effect state the opposite on p. 57 (as noted earlier) in agree-
ing that reduction of tax benefits for such workers would lead to a reduction in
U.S. business activities abroad.

(3) Page iv: "However, even if there were a direct relationship, a tax subsidy
would not have a permanent effect on the balance of payments because, under a
system of flexible exchange rates, international currency price adjustments will
render ineffective policies which attempt to have a long-term impact on a nation's
balance of payments."

Comment: Although I would yield to no one in supporting flexible over fixed ex-
change rates, other proponents have grossly overstated their role and impact in
the real world.

First, rates may be more flexible than in the past, but they are not freely float-
Ing; countries intervene in currency markets to effect changes they believe to be
in their national interest. In fact the International Monetary Fund met only re-
cently to discuss appropriate "rules of the road" and accompanying "surveillance"
to try to get away from what the press calls "dirty floats."

Second, the Gravelle-Kiefer argument--one that, unfortunately, has been used
in other contexts much too frequently-assumes that price is the dominant If
not only factor in International trade, when in fact a whole host of other factors
intrude (e.g., financing arrangements; tariff and other barriers; custom and
tradition; international political and security considerations; etc.).

Third, if experience in 1977-1978 has proved anything, It is that reliance on a
shrinking dollar to balance our transactions is a dangerous policy indeed. It gen-
erates ill will abroad and more inflation at home.



58

(4) Page iv: "With regard to employment and unemployment policy goals, tax
subsidies for overseas Americans do not contribute directly to solving the causes
of either cyclical or structural unemployment problems."

Cotnmcnt : It is estimated that one out of eight jobs in this country is export
related. Therefore, the question before the Committee is whether tax incentives of
the 911 type promote exports. The evidence that they do seems to me to be clear.
If so, the impact on U.S. employment is obvious.

(5) P'agc v: " . . the resulting increased 'competitiveness' of American firms
and citizens in foreign locations appears to be at the expense of other Americans."

Comment: This type of tunnel vision typifies many who believe that "equity"
(defined in the image of Gravelle-Kiefer) is the end-all and be-all of tax policy.
If Jobs are created; if adequate supplies of scarce resources (e.g., energy) are
assured; if international trade expands; if our allies abroad are strengthened
politically and economically by our presence and economic contributions-then
any so-called "expense of other Americans" related to considerations of "tax
equity" is offset many times over.

(6) Page 2: "The Treasury Department has estimated the revenue loss from
the version of the law prior to the 1976 changes and Tax Court decisions at $563
million. The Tax Court changes reduced this amount by $65 million to $498
million. The 1976 changes reduced that loss by $318 million for a total loss of
$180 million. The Senate Finance Committee bill is estimated to cost $310 million,
while the Treasury proposals would involve a revenue loss of $255 million."

Comment: These figures are phony. As-I emphasized in my earlier testimony,
they ignore "second order" effects and therefore greatly overstate any "revenue
cost" of 911-type legislation.

(7) Pages 11-12: "Over the years a number of principles or canons of taxation
have been developed to offer guidance In developing and evaluating tax policy....
The two taxation principles which would seem to be the most relevant to this
analysis are the principles of tax neutrality and tax equity."

Comment: I have already noted the case-and the proclivity of Congress-for
another principle: incentives, relating to our international position and goals.
But here it is important to note an implicit assumption to the Gravelle-Kiefer
analysis; namely, that such principles or canons are subscribed to and followed
by our competitors in world markets. Quite the contrary; almost all other in-
dustrialized nations with which we compete tax their nationals working in other
countries not at all. International tax policies should not be established on the
basis of theories or "principles" that apply primarily to domestic factors.

(8) Page 141: ". . . it must be observed that considering costs of living in a
discussion of appropriate treatment under the U.S. tax code is itself unusual.
The U.S tax system is not inflation-indexed to account for rising costs of living
each year, nor is the system indexed to account for variation in costs of living
among areas within the United States, though such variation is considerable."

Comment: The authors are correct. They have effectively pointed to domestic
inequities in the tax code. There is no reason why those inequities should be ex-
tended to workers abroad, especially when the side effects can be so damaging
to the national interest.

(9) Page 36: "Whether residence abroad should be considered as a relevant
characteristic for horizontal equity considerations is, of course, a subjective
question. In general, location has not been viewed as a relevant characteristic
in the United States in terms of horizontal tax equity."

Comment: Again, the question involved relates to international-not domes-
tic-tax policies. Moreover, as noted earlier, the fact that domestically "location"
has not been viewed as relevant in no way supports the ease for continuation of
that policy.

(10) Page !I: "The argument is occasionally made that individuals living
abroad receive smaller benefits from U.S. Government services than those living
in the United States, and therefore overseas Americans should be exempt or
partially exempt from the Federal income tax. However, no one seriously argues
that the U.S. Federal income tax is based on the benefits received principle of
taxation."

Comment: The last statement is fundamentally correct, but misses the point
The fact is that citizens working abroad fail to realize many of the benefits of
their tax dollars, a rising number of which are being returned to State and local
governments, colleges, etc., for direct benefit to taxpayers residing in this country.

(11) Page 48: "Since foreign investment and production by U.S. multina-
tionalN is in many cases a substitute for domestic production and exporting to
the foreign markets, It seems ironic that subsidizing foreign operations should
be perceived as stimulating U.S. exports."
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Comment: This bald assertion Is open to serious challenge and smacks of a
desire for a type of "economic isolationism" that one would scarcely expect to
find in a document published under the imprimatur of the Economics Division
of the Library of Congress.

(12) Page 49: ". . . the relationship between U.S. tax treatment of citizens
working in other countries and the quantity of U.S. exports is indirect and uncer-
tain. The GAO report . . . suggested that a more direct relationship may exist
because 'it is essential to maintain a large force of U.S. citizens abroad to pro-
mote and service U.S. products and operations'; however, there seems to be no
specific evidence in the export experience of the U.S. or other countries to support
this assertion (e.g., the substantial success of imported automobiles, televisions,
calculators, etc., In this country has not been accompanied by an influx of foreign
nationals to sell and service them)."

Comment: Bechtel can employ third-country engineers and managers, but to do
so in large numbers will hardly enhance our efficiency or client regard for Amer-
ican expertise. In addition, the high technology exports so Important to the
U.S. trade position often require install,*! 'a and servicing by American experts.
As to the reference to our import of automobiles, television sets, and calculators,
the inference is absurd-we developed those products and are more than capable
of marketing and servicing them.

(13) Page 15: "In the case of some foreign countries whose economies are
heavily dependent on the international trade sector, this concern [with the value
of a country's currency] may be greater than in the United States."

Comment: Perhaps so, but it should not be. Last year, the U.S. logged $120
billion In exports; something in the order of seven million Jobs are related
thereto. In addition, important resources, such as energy, will have to be im-
ported more and more in coming years, and the simple fact Is that a weak cur-
rency raises their cost and boosts inflation in the U.S.

(14) Page 53: "The GAO study employed the Data Resources, Inc. (DRI)
econometric model of the U.S. economy to estimate the effects on U.S. trade and
employment of the 1976 amendments to section 911. . . . Basically, the GAO Re-
port concludes that the Impact of the tax change on U.S. exports and employment
is extremely small."

Comment: It is impossible to set forth the economic impact of tax incentives
for U.S. workers abroad In quantitative terms. Econometric models can be use-
ful for a variety of purposes, but when so many intangible, unmeasurable factors
(as in the case of the 911 Issue) are involved, the results can be extremely mis-
leading. In those instances, common sense must be relied upon-and common
sense should tell us that the more Americans there are working and living
abroad, the more business we shall do there, the higher our exports will 1e, and
the greater the second-order effects on domestic jobs and economic growth.

ATTACHMENT 4

U.S. AND OVERSEAS EMPLOYEES TAx FAIRNESS COMMITTEE

Guy F. Atkinson Company, 10 W. Orange Avenue, S. San Francisco, Calif.
Badger America, Inc., One Broadway, Cambridge, Mass. Bechtel Corporation, 50
Beale Street, San Franciseo, Calif. Iheiiry C. Beck Company, 4600 1st National
Bank Building, Dallas, Tex. Louis Berger International, 100 Halsted Street, East
Orange, N.J. Black & Veatch International, P.O. Box 8405, Kansas City, Mo.
Blount Brothers, P.O. Box 949, Montgomery, Ala. C. F. Braun & Company, 1000
South Fremont, Alhambra, Calif. Brown & Root, 1730 Rhode Island, NW., Wash-
ington, D.C. Camp, Dresser & McKee, One Center Plaza, Boston, Mass. Caterpillar
Tractor Co., Peoria, Ill. CH2M lill International, 200 S. W. Market Street, Port-
land, Oreg. Crawford & Russell, Inc., 733 Canal Street, Stamford, Conn. D'Appo-
Ionia Consulting Eng., Inc., 10 Duff Road, Pittsburgh, Pa. DeLeuw Cather Int'l.,
Inc., 165 West Wacker Drive, Chicago, I.

l)ravo Corporation, One Oliver Plaza, Pittsburgh, Pa. Edwards & Kelcey, Inc.,
8 Park Place, Newark, N.J. Fluor Constructors. Inc., 2500 S. Atlantic Blvd., Los
Angeles, Calif. Ford, Bacon & Davis, P.O. Box 1762, Monroe, La. Foster Wheeler
Energy Corp.. 110 S. Orange Avenue, Livingston, N.J. Gilbert Associates, Inc.,
Post Office Box 1498, Reading, Pa. Gresham, Lindsey, Reid, Ltd., P.O. Box 23f,7,
Nashville, Tenn. Harza Engineering Company, 150 South Wacker Drive, Chicrgo,
Ill. Jacobs Constructors, 837 South Fair Oaks Avenue, Pasadena, Calif. J. A. ;ones
Company, P.O. Box 966, Charlotte, N.C. Henry J. Kaiser Company, 300 Lakeside
Drive, Oakland, Calif. Lester B. Knight & Associates, 549 West Randolbh StreeL
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Chicago, Ill. C. E. Lummus Company, 1515 Broad Street, Bloomfield, N.J. Arthur
G. McKee & Co., &200 Oak Tree Boulevard, Independence, Ohio. Boyle Engineer-
Ing Corp., Post Office Box 3030, Newport Beach, Calif.

Morrison-Knudsen Co., Inc., P.O. Box 7808, Boise, Idaho. Pacific Architects &
Engrs, Inc., 1800 M Street, NW., Washington, D.C. The Ralph M. Parsons Co.,
100 West Walnut Street, Pasadena, Cali. Procon Incorporated, 30 UOP Plaza,
Des Plales, Ill. Pullman-Kellogg Company, 1300 Three Greenway Plaza E., Hous-
ton, Tex. Raymond International Inc., P.O. Box 22718, Houston, Tex. Sverdrup
Corporation, 800 North 12th Boulevard, St. Louis, Mo. Stone & Webster Eng.
Corp., 245 Summer Street, Boston, Mass. M. M. Sundt Construction Co., 4101 E.
Irvington, Tucson, Ariz. Teleconsult, Inc., 2555 M Street, NW., Washington, D.C.
Tippetts.Abbett-MeCarthy-Stratton, 345 Park Avenue, New York, N.Y. Volmer
Associates, Inc., 62 Fifth Avenue, New York, N.Y. Wilson-Murrow, P.O. Box 28,
ol!ina, Kans. Woodward-Clyde Consultants, 600 Montgomery Street, San Fran-
cisco, Calif.

ATTACHMENT 5

NATIONAL CONSTRUCTORS ASSoCIATIoN

LNGINEERS-BUILDERS, OIL REFINERS, CHEMICAL PLANTS, STEEL MILLS, POWER
PLANTS, OTHER INDUSTRIAL FACILITIES

1978 DIRcEoY

1101 15th Street, NW., Suite 1000
Washington, D.C. 20005

(202) 466-8880

OFFICERS AND STAFF
V. G. Wright, Chairman
Janies A. Loughran, Vice Chairman
M. L. Mosier, President
Robert P. McCormick, Vice President-Industrial relations
Robert M. Gants, Vice President-Government Relations
)elano F. English, Ass't Vice Pres.-Dir. Safety & Health

Noel C. Borck, Ass't Vice President-Labor Relations
Jennie Mackey, Office Manager
James D. Lawlor, Director-Legal Research
Iavid J. Burch, Administrative Assistant

BOARD OF DIRECTORS

Donald A. Cowser, Alaska Constructors, Inc.
Robert K. Boyd, Guy F. Atkinson Co.
Neil B. McArthur, The Austin Company
John W. Kelly, Badger America, Inc.
Bert V. Hartford, Bechtel Corporation
Robert D. Mellin, C F Braun Constructors, Inc.
George M. Gans, Jr., Burns and Roe, Inc.
V. G. Wright, Catalytic, Inc.
Paul C. Schorr III, Commonwealth Electric Company
Carter Beach, Crawford & Russell Incorporated
D. J. Gagnon, Davy Powergas Inc.
E. P. Addition, Dravo Corporation
R. J. Christesen, Ebasco Services Incorporated
Warren G. Hawes, The H. K. Ferguson Company
William F. Downing, Fluor Constructors, Inc.
Bancroft T. Foley, Jr., The Howard P. Foley Company
Fred C. Culpepper, Ford, Bacon & Davis Construction Corp.
John V. Mannion, Foster Wheeler Energy Corporation
James B. McGrath, Fruin-Celnon Corporation
Gary P. Grunau, Grunau Company, Inc.
David Massey, The Heyward-Robinson Company, Inc.
C. W. Drlnkward, Hoffman Construction Company
Jack E. Howard, Howard Electric & Mech Co.
James C. May, Huber, Hunt & Nichols, Inc.
R. P. Christiansen, Jacobs Constructors, Inc.
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Charles J. Frate, J. A. Jones Construction Co.
C. R. Fitzgerald, Henry J. Kaiser Co.
F. I. Griffin, Koppers Company
II. Edwin Crow, Leonard Construction Company
Walter Limbach, Limbach Company
J. E. Rhorer, The Litwin Corporation
William R. Jones, Jr., Lummus Construction Co.
James A. Loughran, Arthur G. McKee & Company
\William E. Jack, The Ralph M. Parsons Company
W. L. White, Procon Incorporated
P. M. Weberling, Pullman Kellogg
Edward Pavlini, Research-Cottrell, Inc.
Gary 1). Jones, The Rust Engineering Company
F 'ank Schneider, Schneider, Inc.
Ken Molleur, Stearns-Roger Incorporated
Warren Piper, Stone & Webster Engineering Corporation
Charles F. Rabenold, United Engineers & Constructors Inc.
A. Murl Iloffpauir, San Wallace Industrial Constructors, Inc.
Richard E. Johnson, Wright-Schuchart-Harbor
R. N. McGlothlin, Brock and Blevins Co., Inc.
J. R. O'Laughlin, Combustion Engineering, Inc.
Frank J. Tobin, Ford, Bacon & Davis Texas, Inc.
Raymond J. Betters, Morrison Construction Co.

MEMBERS

Alaska Constructors, Inc., Drawer 4-JJ, Anchorage, Alaska 99509, 907-344-
1525.

Guy F. Atkinson Company, P.O. Box 593 (10 West Orange Avenue), South San
Francisco, Calif. 94080, 415-876-1000.

The Austin Company, 3650 Mayfleld Road, Cleveland, Ohio 44121, 216-382-
6600.

Badger America, Inc., One Broadway, Cambridge, Mass. 02142, 617-494-7000.
Bechtel Corporation, P.O. Box 3965 (50 Beale St.) San Francisco, Calif. 94119,

415-768-1234.
C. F. Braun Constructors Inc., 1000 South Fremont, Alhambra, Calif. 91803,

213-570-1000.
Burns and Roe, Inc., 700 Kinderkamack Road, Oradell, N.J. 07649, 201-265-

2000.
Catalytic, Inc., 1500 Market Street, Philadelphia, Pa. 19102, 215-864-8000.
Commonwealth Electric Company, P.O. Box 81827, Lincoln, Neb. 68501, 402-

474-1341.
Crawford & Russell Incorporated, 17 Amelia Place, Stamford, Conn. 06904,

203-327-1450.
Davy Powergas Inc., P.O. Drawer 5000, Lakeland, Florida 33803, 813-646-7100.
Dravo Corporation-Process Division, One Oliver Plaza, Pittsburgh, Pa. 15222,

412-566-3000.
Ebasco Services Incorporated, 2 Rector Street, New York, N.Y. 10000, 212-785-

2200.
The H. K. Ferguson Company, One Erleview Plaza, Cleveland, Ohio 44114,

216-523-5600.
Fluor Constructors, Inc., 8333 Michelson Drive, Irvine, Calif. 92780, 714-975-

2000.
The Howard P. Foley, Company, 2020 Eye Street, N.W., Washington, D.C.

20006, 202-331-8400.
Ford, Bacon & Davis Construction Corporation, P.O. Box 17e2 (8901 jackso

St.), Monroe, La. 71202,318-388-1530.
Foster Wheeler Energy Corporation, 110 S. Orange Ave., Livingston, N.J. 07039,

201-533-1100.
Fruin-Colnon Corporation, 1706 Olive Street, Saint Louis, Mo. 63103, 314-

436-50.
Grunau Company, Inc., P.O. Box 479 (307 W. Laybon Ave.), Milwaukee,

Wisconsin 53201, 414-76-6400.
The Heyward-Robinson company, Inc., 100 Oburdh Street, New Yor*, N.Y.

10007, 212-964-7566.
Hoffman Construction Company, 900 S.W. Fifth Avenue, Portland, Oregon

9724, 503-221-8811.
27-727-78----5
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Howard Electric and Mechanical Companies, 6701 West Alameda Avenue,
)enver, Colorado 80226, 303-232-1456.

Huber, Hunt & Nichols, Inc., P.O. Box 128, Indianapolis, Indiaua 46206,
317-241-6301.

Jacobs Constructors, Inc., 251 South Lake Ave., Pasadena, Calif. 91101, 213-
449-2171.

J. A. Jones Construction Company, Heavy, Energy and Process Group, P.O.
Box 966, Charlotte, North Carolina 28231, 704-654-1280.

Henry J. Kaiser Company, Kaiser Center, 300 Lakeside Drive, Oakland, Calif.
94666, 415-271-2211.

Koppers Company, Inc., Engineering & Construction Division, Koppers Build-
ing, Pittsburgh, Pa. 15219,-412-227-2000.

Leonard Construction Company, Corporate Square Office Pk., P.O. Box 14547,
St. Louis, Missouri 63178, 314-W)4-1000.

Limbach Company, Four Gateway Center, Pittsburgh, Pa. 15222. 412-562-2100.
The Litwin Corporation, P.O. Box 1281, Houston, Texas 77001, 713-627-7000.
Lummus Construction Company, 1515 Broad Street, Bloomfield, N.J. 07003,

201-893-1515.
Arthur G. McKee & Company, 6200 Oak Tree Blvd., Independence, Ohio 44131,

216-524-9300.
The Ralph M. Parsons Company, 100 West Walnut Street, Pasadena, Calif.

91124, 213-440-2000.
Procon Incorporated, 30 UOP Plaza, Des Plaines, 111. 60016, 312-391-700.
Pullman Kellogg, Division of Pullman Incorporated, Three Greenway Plaza E.,

Houston, Tex. 77046, 713-960-2000.
Research-Cottrell, Inc., Box 750, Bound Brook, N.J. 08805, 201-885-7000.
The Rust Engineering Company, P.O. Box 101, Birmingham, Ala. 35201, 205-

254-4000.
Schneider Inc., 121 Seventh St., Pittsburgh, Penna. 15222, 412-288-7000.
Stearns-Roger Incorporated, P.O. Box 5888 (700 S. Ash St.), Denver, Colo.

80217, 303-758-1122.
Stone & Webster Engineering Corporation, P.O. Box 2325 (245 Summer

Street), Boston, Mass. 02107, 617-973--5111.
United Engineers & Constructors Inc., United Engineers Building, 30 South

17th Street, Philadelphia, Pa. 10101, 215-422-3000.
Sam Wallace Industrial Constructors Inc., 2102 Empire Central, Dallas, Texas

75235, 214-357-461.
Wright-Schuchart-Harbor, P.O. Box 376-4, Seattle, Washington 98124, 206-

447-7593.
ASSOCIATE MEMBERS

Brock and Blevins Co., Inc., P.O. Box 160 (411 W. Gordon Ave.), Rossville,
Ga. 30741, 404-866-1124.

Combustion Engineering, Inc. Construction Services, 1000 Prospect Hill Rd.,
Windsor, Conn. 06095, 203-688-1911.

Ford, Bacon & Davis Texas, Inc., P.O. Box 38200, Dallas (2908 National Dr.,
Garland), Texas 75238, 214-278-8121.

Morrison Construction Company, 1834 Summer Street, Hammond, Ind. 46320,
219-932-6036.

EXECUTIVE COMMITTEE

Bert V. Hartford, Vice President, Bechtel Corporation.
Robert Meilin, Vice President-Construction Division, C. F. Braun Construc-

tors Inc.
V. G. Wright, Vice President-Construction and Maintenance, Catalytic, Inc.
John V. Mannion, Vice President-Personnel and Industrial Relations, Foster-

Wheeler Energy Corporation.
James B. McGrath, Vice President, Fruin-Colnon Corporation.
Frank R. Griffin, Manager of Production, Koppers Company, Inc. (Engineering

& Construction Division).
H. Edwin Crow, Vice President, Leonard Construction Company.
Walter Limbach, President, Limbach Company.
James A. Loughran, Senior Vice President, Arthur G. McKee & Company.
Edward Pavlini, Vice President, Research-Cottrell, Inc.
Richard E. Johnson, Senior Vice President, Wright-Schuchart-Ilarbor.
The CIAMMAN. Next. we will hear from Mr. Richard M. Hammer

of Price Waterhouse & Co.
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STATEMENT OF RICHARD M. HAMMER, PRICE WATERHOUSE & CO.

Mr. ] I. Thank you very much. Mr. Cltirmian and nimlbers
of your committee. I anmi absolutely delighted to appear here in my
capacity as a rel)resntative of Price 'Waterhouse & Co., aln interna-
tional accounting firm with offices in 90 colttt-ries around the globe.

Our clients include multinational corporations employing IU.S.
citizens in virtually all places in the world. As part of our clients'

orvice, we prepare tax returns for U.S. citizens working abroad.
For 1977, for example, we are preparing approximately 6.000 U.S.

tax returns worldwide and we employ 60 17.S. tax professionals in
overseas offices to handle this load, and this is in addition to our
U.S.-based tax staff.

We also assist the employers, our-orporate clients, in determining
excess tax reimbursements. Accordingly my statement to the com-
mittee is submitted in my capacity as a concerned professional engag-
ing in practice in this area and not, as such, specifically representing
any company, any organization or any group of companies.

First, and referring to Senator Dole s question, the last question
that he asked of Mr. Shultz, we strongly urge Congress to take prompt
action to enact the Tax Treatment Extension Act of 1978, H.R. 9251,
in order to postpone for 2 years, at the very least, the 1976 Tax Reform
Act changes and the earned income exclusion rules.

In my view, this action is needed almost immediately to enable
U.S. citizens abroad to properly file their 1977 returns by the extended
due date of June 15, 1978. The fact, as Mr. Shultz indicated, taxpayers
who may have returned during 1977 or prior to April 15, 1978, have
already had their filing deadline to face. and have either had to tile
for an extension of time to file until June 15 or face the filing of an
amended return.

We are fast approaching June 15 and our offices around the world
are delaying completion of the returns in the expectation that 1I.R.
9251 will be enacted. They are reluctant to repeat last year's fiasco,
I might say, of filing returns under existing law, which was subse,-
quently amended.

In addition, many taxpayers have not, as yet, received their refunds
on their 1976 amended returns.

Second, we urge Congress to consider favorably, at the very least,
an amalgam of the proposals of h.R. 9251 and those of the adhninis-
tration to allow U.S. citizens working abroad to exclude allowances
for excess living costs which are noncompensatory in nature and are,
in substance, additional business expenses relating to the foreign as-

signment-and this does not even approach the question of an
incentive.

We believe that this action on your part is necessary in order to
give fair and equitable tax treatment to U.S. employees working

abroad, their employers and mainly, in order to preserve, as has been

brought out here this morning, the competitiveness and effectiveness
of U.S. citizens abroad.

I think Mr. Shultz' comments were very well taken on that point.
My statement is based on a premise contained in the GAO report.

This report stated that in order to prevent a continuing deterioration

of the US. international position, and to maintain the international
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competitiveness of U.S. multinational corporations, it is essential to
retain a large force of U.S. citizens abroad to promote and service U.S.
products and operations. -

We agree with this conclusion, because it has been our experience in
servicing multinationals that U.S. businesses have a need to send U.S.
citizens abroad to insure that the business of the foreign subsidiary is
conducted in accordance with U.S. standards and techniques.

U.S. citizens are needed to promote the export of U.S.-produced
goods and U.S. technicians are needed to install, service, and maintain
exported products and, in fact, to seek out technology developed abroad
for application in their operations.

The United States, as has also been brought out here this morning, is
virtually unique in that it taxes its citizens regardless of residence with
the allowance of a foreign tax credit to reduce the incidence of double
taxation. Thus, U.S. citizens working abroad are at disadvantages vis-
a-vis their foreign counterparts, because a U.S. citizen has to pay taxes
to two jurisdictions.

The U.S. employer, in order to insure the employee abroad a net
disposable income ;qual to that which it would apply had he remained
at home, must reimburse the U.S. citizen for his excess U.S. and for-
eign tax costs, as well as excess living costs, as has been brought out
here this morning.

As we see it from our perspective, the results of extra costs of send-
ing U.S. citizens abroad could be. these. U.S. employers attempt to staff
posts with foreign nationals, thereby reducing job opportunities for
U.S. citizens.

Second, where U.S. citizens must be employed, the additional costs
are bound to increase the costs of U.S. products and services which are
especially severe for labor-intensive industries such as the construction
industries, which I believe came out in Mr. Shultz's remarks. This, of
course, has its adverse impact on the competitiveness of U.S. business.

Third, foreign national employees tend to purchase foreign-made
rather than U.S.-made goods, and this has its adverse impact on the
U.S. export performance.

U.S. business today is, indeed, facing stronger competition from
multinationals from other countries and, as is well known here, the
United States has a severe balance-of-payments problem. Under these
circumstances, I believe it would be in the national interest to increase
the earned income exclusion in one fashion or another.

Instead, in 1976, the Tax Reform Act went the other way and re-
duced this exclusion.

I think it has been alleged that U.S. citizens abroad receive a tax ad-
vantage over their U.S.-based counterparts. This, in fact, was the sum
and substance of the Congressional Research Service study.

However, the U.S. citizen abroad is not only being taxed on his com-
pensation but also on the value of allowances received to cover the ad-
ditional costs of maintaining a Western-style standard of living. All
of these allowances are taxable compensation to the employee, although
they only enable him to lire as he would have lived in the States, and
I think this point was brought out by Senator Danforth's line of ques-
tioningearlier.

Obviously, in our view, there is something wrong with a tax law
which does not recognize the noncompensatory nature of these excess
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cost allowances. It is true that there are differences of living costs
within the United States, as has been pointed out. However, the dif-
ferences cannot be compared, in our experience, with those in the Mid-
dle East, Japan, and other developing countries.

In effect, the earned income exclusion of section 911 has been the only
recognition of the fact of this double taxation and alleviation of addi-
tional living costs, and its reduction absolutely comes at the wrong
time. It comes at a time when U.S. citizens are being sent to more dis-
tant, less developed, and consequently more expensive locations.

Various studies, as you know, have been made attempting to deter-
mine the additional tax costs of the 1976 act on the U.S. economy. The
GAO report concedes that the full impact on the U.S. economy of the
tax increases levied on U.S. citizens abroad cannot be objectively meas-
ured at this time due to data limitations as well as to the intangible
values accruing to having Americans abroad, and I think that was
also brought out by Mr. Shultz.

We seriously question, ourselves, whether it is possible to draw firm
conclusions from a study based on the facts available and the assump-
tions that have to be made, but we worry if we did something adverse
to having U.S. citizens abroad that the impact might be undoubtedly
adverse.

The CRS conclusions on the impact of these taxes on the U.S. econ-
omy are based on data in the GAO report, for the most part. The
study attempts to evaluate the various methods of taxing U.S. citizens
abroad on abstract standards of domestic tax neutrality, which unfor-
tunately leads away from the practical reality from the concept of in-
ternational tax neutrality and could obviously result in legislation of
unworkable complexity and administrative burdens.

The study criticizes, for example, the concept of a deduction of cost-
of-living allowances at the taxpayer's marginal tax rate. Instead, it
suggests that neutrality requires the deduction be allowed at the tax-
payer's average, or effective rate.

Now, this would require the employer to give an allowance in excess
of the actual additional living costs to compensate for the additional
tax thereon, thus, in effect, creating additional tax revenue for the
Treasury and additional costs to the employer.

This, I believe, conflicts with the stated aim of neutrality.
The CRS study of tax neutrality focuses strictly on a comparison of

the U.S. worker in the United States of America versus the U.S.
worker abroad. I think, as was brought out in the last line of question-
ing, in international trade it is more realistic to compare the treatment
of a U.S. enterprise and its employees with the treatment of a foreign
enterprise and its employees by the foreign country.

For example, a U.S. citizen employed by a U.S. construction opera-
tion or contractor in Saudi Arabia remains fully subjected to U.S.
tax on his income and allowances. On the other hand, the employees
of a U.K. competitor, or any other country, who are sent to Saudi
Arabia are exempt from taxation in their country of citizenship, their
domicile.

Since there are no personal income taxes in Saudi Arabia, the for-
eign national pays no taxes while in Saudi, which makes it easier to
find people to accept this type of an assignment and reduces the cost
to the employer.
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III conclusion, then-as I see the gong just went-let me summarize.
We urge you to take immediate action to enact the Tax Treatment
Extension Act of 1978, particularly in regard to the extension of the
filing date or the extension of the 1976 rules effective date until at
least 19 79.

We also urge you to favor the proposals to provide a fairer and more
equitable basis of taxing U.S. citizens working abroad.

With my statement, I have attached a chapter from a book recently
published by the Financial Executive Research Foundation, of which
I am co-author with two of my partners. It is entitled "Accounting
for the Multinational Corporation." The chapter in question deals
with the entire subject of expatriate compensation of U.S. employees.

I have also attached a copy of a resolution of the 1974 Congreis of
the International Fiscal Association on the Taxation of Temporary
Residents.

Again, let me express my appreciation for the opportunity to appear
before you.

The CHAIR'MAN. Your thought is that if you want to pursue the con-
cept of tax neutrality, you ought to think in terms of who it is that the
American worker is competing with rather than who it is that he is
not competing with; and apparently this Library of Congress study
made by Mr. Kiefer and Ms. Gravelle, apparently proceeds on the
theory that the American worker overseas is competing with the guy
who preferred not to go overseas. Actually, his competitor is that West
German or that Englishman or that Italian or that Japanese or that
Canadian who did prefer to go overseas. That is who he is competing
with over there.

Mr. HAMME.UR. That is correct. Senator Long. In fact, there are two
concepts of neutrality, and I think this was brought out by Mr. Kie-
fer's comments.

One is the so-called domestic neutrality-they have different terms
for it-which compares the U.S. worker with a foreign worker. The
other is the concept of international neutrality where you compare
the facts in the country where the operation takes place.

Again, as you just said, comparing the U.S. worker in Saudi Arabia
with the British worker in Saudi Arabia working for a British firm.
And, in international trade, in my view, that is the sounder concept of
neutrality to apply if we are to remain competitive.

The CHAIRMAN. Well, if you follow that concept, if we played a
football game with the Canadians, that concept of neutrality would
require that they have 12 men on that football field while we have 11,
because on the theory that if you were playing an American team, you
would be playing a team with 11 men.

But since you are playing a Canadian team, they usually have 12
men out there, and that indicates that they would be'permitted to have
an extra man on the team.

Mr. HAMMER. Same problem in baseball. You have designated hit-
ters in the American Ieagtie and not in the National.

The CHAIRMAN. When they play the World Series, they play by one
rulebook.

Mr. HA M4ER. By having a double base.
The CIhAIRMAN. Right. Thank you.
Senator Dole?
Senator DOLE. I have no questions. I feel that you do not like the

1976 changes.
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Mr. HAM1FMR. Well, in the sense of its restrictive applications on
U.S. citizens abroad, I think it went much too far.

Senator DoLE. You agree that there should be some change?
.M1r. HAMtmER. Absolutely. If I went the way I really think we ought

to go, I would say once an American leaves a country and is no longer
a resident, he probably should not be taxable other than on U.S.
source income. I think the Philippines is the only country besides us
that taxes nationals abroad, and only because the Philippines adopted,
after World War II, the U.S. tax law, and still maintain it.

But no other country taxes, to my knowledge, citizens abroad, when
they are residing abroad, other than on domestically produced income.

The CHAIRMAN. Thank you very much.
Mr. HA mxER Thank you, sir.
[The prepared statement of Mr. Hammer follows. Oral testimony

continues on p. 84.]

STATEMENT OF RICHARD M. HAMMER, PARTNER, PRICE WATERHOUSE & CO.

My name is Richard M. Hammer. I am a partner at Price Waterhouse & Co.
I am appearing before this Committee as a representative of Price Waterhouse

& Co., an international accounting firm having offices in 90 countries. Our clients
include many multinational corporations employing U.S. citizens in all parts
of the world. As part of our services to our clients, we prepare tax returns for
U.S. citizens working abroad. For 1977 we are preparing approximately 6,000
U.S. tax returns worldwide and we employ 60 U.S. tax professionals in overseas
offices for this purpose, in addition to U.S.-based staff. We also assist the em-
ployers, our corporate clients, in determining the excess tax reimbursements.
This statement is submitted in our capacity as concerned professionals engaged
in an international tax and accounting practice and, as such, we do not spe-
cifically represent the interests of any company, organization or group of
companies.
Ned for congressional action

Based on our experience in this area, we strongly urge Congress to take prompt
action to pass the Tax Treatment Extension Act of 1978 (HR 9251) In order to
postpone for 2 years the 1976 changes in the earned income exclusion. This
action is needed immediately to enable U.S. citizens abroad to file their 1977 tax
returns by June 15, 1978. In fact, taxpayers who returned from an overseas as-
signment during 1977 were due to file in April 1978 and had to file for extensions
or eventually face the filing of an amended return. We are now fast approaching
the June 15 deadline and our offices around the world are delaying the com-
pletion of returns in the expectation that HR 9251 will be enacted. They are
reluctant to repeat last year's experience of filing returns under existing law,
which was subsequently amended, because many taxpayers have still not re-
ceived refunds on their amended ,eturns.

Second, we urge Congress to consider favorably the proposals of HR 9251 and
those of the Administration to allow U.S. citizens working abroad to exclude
allowances for excess living costs which are noncompensatory In nature and are
in substance additional business expenses of temporary foreign assignments.

We believe that such action on your part is necessary, in order to give fair
and equitable tax treatment to U.S. employees worklag abroad and in order to
preserve the competitiveness and effectiveness of U.S. business abroad.
Need for U.S. citizens to work abroad

Our statement is based on the premise contained in the Report to the Congress
by the Comptroller General dated February 21, 1978 (GAO Report). This re-
port concluded that in order to prevent a continuing deterioration of the U.S.
international economic position and to maintain the International competitive-
ness of U.S. multinational companies, "it is essential to maintain a large force
of U.S. citizens abroad to promote and service U.S. proditcts and operations."

We agree with this conclusion because It has been our experience that U.S.-
owned business needs to send U.S. citizens abroad to ensure that the business of
foreign subsidiaries is conducted in accordance with U.S. standards and tech-
niques. U.S. citizens are needed to promote the export of U.S. produced goods and
U.S. technicians are needed to Install, service and maintain exported products,
and to seek out technology developed abroad.
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The U.S. taz system penalizes U.S. business abroad
The U.S. is almost unique in that it taxes its citizens regardless of residency,

allowing a foreign tax credit to reduce double taxation. Thus the U.S. citizen
working abroad is at a disadvantage vis-a-vis his foreign counterpart because
he has to pay taxes in two jurisdictions. The U.S. employer, in order to assure
the employee abroad of net disposable income equa( to that in the U.S., must
reimburse the U.S. citizen for his excess U.S. and foreign tax costs as well as
living costs.

The results of the extra costs of sending U.S. citizens abroad are:
U.S. employers try to staff foreign posts with foreign nationals, reducing

job opportunities for U.S. citizens;
Where U.S. citizens must be employed, the additional costs increase the

costs of U.S. products and services, which are especially severe for labor-
intensive industries, such as the construction industry, limiting the com-
petitiveness of U.S. business;

Foreign national employees tend to purchase foreign-made rather than
U.S-made goods, adversely affecting U.S. exports.

The earned income exclusion is not an "incentive"
U.S. business is facing stronger competition from abroad and the U.S. now

has a severe balance of payments deficit. Under these circumstances it would be
in the national interest to increase the earned income exclusion. Instead, the
Tax Reform Act of 1976 reduced the earned income exclusion.

It has been said that the U.S. citizen abroad is receiving a tax advantage over
his U.S.-based counterpart. However, the U.S. citizen working abroad is not
only being taxed on his compensation but also on the value of allowances re-
ceived to cover additional costs of western-style living. All these allowances are
taxable compensation to the employee, although they only enable him to live
as he would have lived in the States. Obviously, there is something very wrong
with a tax law which does not recognize the noncompensatory nature of these
allowances. It is true that there are differences in living costs within the U.S.
However, the differences cannot be compared with those in the Middle East and
Japan and developing countries.

In effect, the earned income exclusion has been the only recognition of this
fact and its reduction comes at the wrong time-that is, when U.S. citizes
are being sent to more distant, less developed and consequently more expensive
locations.
Theoretical studies versus equity for taxpayers

Theoretical studies have been made, attempting to determine the impact of
the additional tax costs of the 1976 changes on the U.S. economy. The GAO
Report concluded that the added tax costs should not materially affect Jobs,
exports and the balance of payments. This study sought to determine the
impact of the taxation of 150,000 U.S. citizens abroad on the whole U.S. economy.
The GAO Report concedes that the full impact on the U.S. economy of the increases
on U.S. citizens abroad "cannot be objectively measured at this time due to data
limitations as well as to intangible values accruing from having Americans
abroad." We also seriously question whether it is possible to draw firm conclu-
sions from a study based on the facts available and the assumptions that had to
be made.

The Congressional Research Service (CRS) conclusions on the impact of these
taxes or, the U.S. economy are also based on the GAO Report. This study attempts
to evaluate the various methods of taxing U.S. citizens abroad on abstract stand-
ards of tax neutrality, which leads away from practical reality and could result
in legislation of unworkable complexity.

The study objects to the deduction of cost-of-living allowances being allowed
at the taxpayer's marginal tax rate. Instead, it suggests that neutrality requires
the deduction to be allowed at the average or effective rate. This requires the
employer to give an allowance in excess of the actual additional living costs to
make up for the additional tax thereon and this in effect creates additional tax
revenue for the Treasury and an additional cost to the employer. This conflicts
with the stated aim of achieving neutrality.
- The CRS concept of tax neutrality focuses strictly on a comparison of the
U.S. worker in the U.S., versus the U.S. worker abroad. In international trade
it is more realistic to compare the treatment of a U.S. enterprise and its employees
with a foreign enterprise and its employees. For example, a U.S. citizen employed
by a U.S. contractor in Saudi Arabia remains subject to U.S. tax on income and
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allowances. The 'U.K. competitor's (and also the German, Italian, French and
Japanese competitors') employees who are sent to Saudi Arabia are exempt from
taxation in their country of citizenship. Since there is no personal income tax
in Saudi Arabia, the foreign national pays no taxes while in Saudi Arabia, which
makes it easier to find people to accept such an assignment and reduces the costs
of the contract to the employer. In this situation the tax factor is not neutral as
between the U.S. and the foreign contractor. Even the pre-1976 provisions of Sec-
tion 911 did-not achieveecomplete neutrality as between U.S. employees and their
foreign counterparts. However, it avoided some of the inequities ill a broad, practi-
cal manner, because the exclusion made up to some extent for the fact that excess
housing and living allowances are taxable.

The CRS study is overly concerned with achieving a theoretical equality of
treatment and is excessively anxious to avoid even minor variations from its
concept of neutrality between U.S. and foreign based citizens. For example, the
study expressc's concern that if a housing allowance is given in addition to a
cost-of-living allowance (the H.R. 9251 proposal), the taxpayer could have an un-
intended benefit or a "double dip" in those countries where housing costs are
higher than in the U.S. but other living costs are lower. In our experience, high
housing costs and high living costs usually- go together and this is in practice
unlikely to result in a substantial windfall for many taxpayers. The possibility of
such a windfall hardly warrants the criticism of the proposed legislation.

The CRS study also criticizes the use of average U.S. cost-of-living standards as
a basis for determining deductible excess living costs and recommends that the
highest U.S. costs be used, such as Anchorage or Honolulu, in order to favor
foreign-based over U.S.-based workers. We question whether it Is realistic to treat
all U.S. citizens working overseas as if they come from Anchorage or Honolulu.
The use of an average U.S. living cost basis would seem to be more fair to more
taxpayers;-We-therefore question whether the CRS study is realistic in its
approach and we believeithe HR 9251 proposal would lead to a more equitable
result.
- The-OCRS study concludes that there is no national economic need to override
these concepts of tax neutrality. However, we maintain that in view of U.S.
unemployment levels the tax law should not make it more difficult for U.S. workers
to take jobs abroad.

We believe that the taxation of a class of U.S. taxpayers should not be based
on purely macroeconomic or theoretical considerations. U.S. taxpayers are entitled
to fair and equitable treatment regardless of such considerations. Furthermore,
the loss of any foreign contracts of jobs is serious for the U.S. economy, even if
the numbers projected are not significant when compared with the GNP. Before
making changes in the tax law, such as those contained in the 1976 Tax Reform
Act, due consideration should be given to the practicil consequences for business
and equity for the citizen.

We therefore urge you to take prompt action to'enact the Tax Treatment Ex-
tension Act of 1978 and to consider favorably the proposals to provide fair and
equitable taxation of U.S. citizens working abroad.

Attached for your information is an extract from a recently published book
entitled Acoounting for the Multinational Corporation, of which I am a co-author.
The book was published by the Financial Executives Research Foundation. As
noted in the Introduction to the book, endorsement by the Board and Trustees of
the Financial Executives Institute should not be assumed.

Also attached is a copy of the Resolution of the 1974 Congress of the Inter-
national Fiscal Association on the taxation of temporary residents.

ATTACHMENT I

CHAPTER 34--ExPATRIATE COMPENSATION
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EXPATRIATE COMPENSATION PLANS

1. Current trends in expatriate compensation
Compensation plans for U.S. employees assigned abroad consume considerable

administrative time for U.S. corporations operating Internationally and the direct a
costs of sending employees overseas have in many cases become significant. The re-
sponsibility for the administration of these plans rest with the personnel depart-
ments. However, the tax aspects of employee taxation have become an important
element of the total compensation package because employers are adopting vari-
ous policies of reimbursing their employees for excess taxes paid on foreign
assignments. Furthermore, employers have become more concerned with their
image abroad and are anxious to ensure that their representatives abroad comply
with local tax laws.

Local taxation levels also affect the attractiveness of various locations abroad
and thus influence personal decisions of employees, particularly of senior execu-
tives, as to where to locate. In particular, the location of regional headquarters or
liaison offices in an area such as Europe is usually heavily influenced by the taxa-
tion of the executive In charge. Locations such as the United Kingdom, Belgium,
the Netherlands and France are popular countries because the personal tax levels
are reasonable or they offer special incentives for foreigners. On the other hand,
locations such as Germany are less popular with U.S. citizens (although some
Japanese companies have located there) because of the high levels of personal
-taxation. The location of a headquarters office in a certain country quite often
leads to the location of a physical plant In the same country, probably because
management becomes familiar with conditions there. Thus, quite important deci-
sions from a corporate standpoint can be influenced by employees' decisions which,
in turn, are based in part on personal taxation.

Traditionally, in order to persuade a man to uproot himself and his family front
his home base (be it the U.S.A., the United Kingdom or other capital exporting
country) and serve in corporate outposts, it has been understood that a monetary
incentive must be given. In the first place, the expatriate must be enabled
through various allowances to live in the sort of conditions to which he is ac-
custonied at home, to educate his children as he would at home and in many ways
to uphold the corporate prestige by living as well as his counterpart in the host
country. He must also be given an incentive payment to compensate for the up-
heaval of living away from home. It is also an incentive to. and traditional for,
assignees abroad to try to accumulate savings while on foreign assignment, which
is generally only possible if the continued taxation level at the home base and at
the foreign location are reasonable.
2. Foreign approaches to expatriate taxation

Before describing the U.S. tax problems, the approaches of some other major
industrial nations do not tax their citizens when they reside outside their country
of nationality. Based partly on practical enforcement problems and as an en-
couragement to expand the nation's wealth by expansion abroad, countries such
as the United Kingdom, France, the Netherlands, Belgium. Spain, Germany,
Canada and most others do not impose an income tax on the foreign earnings of
their nonresident citizens. Furthermore, nonresidents do not use the country's
social services to the same extent as residents. The venturesome U.K. engineer ---
has a clear and obvious incentive to accept an assignment in a foreign locatioD
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such as Saudi Arabia, because he can thus escape for a few years from his higl-
home base income tax and pay the lower level of tax in the developing area.
3. U.S. approach to expatriate taxation

The U.S. approach has been to tax U.S. citizens on worldwide income regard-
less of source. Double taxation on foreign income, as in the case of U.S. corpora-
tions, Is avoided or reduced by the foreign tax credit. However, until 1962,
U.S. citizens resident abroad were allowed to exclude from their U.S. tax base
all earnings for services performed outside the U.S., under Section 911 of the U.S.
Internal Revenue Code. Many U.S. citizens working abroad were not even re-
quired to file U.S. tax returns if they had little other income. They were thus in
virtually the same position as nationals of other countries.

In 1962 with the introduction of a limited "worldwide income" approach to cor-
porate taxation, the "earned income exclusion" was limited to $20,000 per annum
for the first three years of foreign assignment and to $35,000 thereafter. In 1964
the $35,000 exclusion was reduced to $25,000. In 1976 the earned income exclusion
was reduced to $15,000 and other restrictions were imposed. These are discussed
further in this chapter. The retention of a limited exclusion of $15,000 was in fact
a "victory" for the taxpayer, since it had been proposed to phase out the exclusion
altogether. The effective date for the reduction was postponed from 1976 to 1977,
as discussed later in this Chapter.

The approach taken in 1962 resulted in the filing of tax returns by U.S. citizens
abroad, for the first time in many cases. However, the $20,000 and $25,000 exclu-
sions for earned income plus the foreign tax credit still kept U.S. taxes low for
most U.S. expatriates. Their foreign taxes were, with some exceptions, also main-
tained at acceptable levels through tax incentives granted by foreign governments
and tax planning.

Thus, the U.S. multinational in the sixties often adopted, as an incentive, a
simple expatriate compensation policy of high compensation. U.S. citizens work-
ing in foreign locations generally appeared to be better paid than employees of
host country companies because U.S. salary levels were in any event about double
those in Europe. On top of this they were given cost-of-living and other allow-
ances and left to take care of their taxes on their own. Many employers did not
want to get involved in personal tax matters. This approach has come to be known
as "laissez faire."

Corporate procedures in the payment of expatriate compensation In the past
often involved the use of split payrolls. Under this method the U.S. parent com-
pany would pay, say, one half of the salary in U.S. dollars into a U.S. bank
account. The other half would be paid in foreign currency either by the U.S. cor-
poration or by the local subsidiary.

There are several advantages to the employee of being paid in this way. The
U.S. dollar funds could be used to meet the expatriate's U.S. expenses of main-
taining his home or schooling of children remaining in the U.S. and for savings.
It also could enable the employee to remain within the U.S. parent company's
pension plan. The split payroll saved the expatriate from exchange losses and
restrictions in converging part of his salary from soft currencies. In one major
country at least, the United Kingdom, any salary paid by the foreign employer
was taxable only if brought ("remitted") into the U.K. On the corporate level,
the U.S. corporation would claim a tax deduction for the compensation paid in
the U.S.. If appropriate.

In recent years the split payroll has lost some of these advantages. For exam-
l)le, since 1974 it is preferable for the entire compensation of an employee assigned
to the U.K. to be paid from the U.S., since this is a requirement for the expatri-
ate to receive the 50 percent exclusion for U.K. tax available for "foreign
emoluments."

In this situation the U.S. employer assigns the employee to the U.K. affiliate
and charges the U.K. affiliate for the compensation. The Intercompany charge is
required under the U.S. Section 482, which is discussed in Chapter 32. On the
other hand, it is often difficult to obtain a tax deduction for intercompany
charges in the other country, and in many cases expatriates are being paid by
affiliates in the host countries.

If the expatriate employee remains on the U.S. parent company's payroll, the
U.S. corporation continues to apply wage withholding to any compensation in
excess of the earned income exclusion. Wage withholding applies not only to
compensation but also to the various allowances, other than reimbursed business
expenses. These amounts appear on the employee's form W-2, which Is filed with
his U.S. tax return.
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4. The prcscnt problems
The present problems for U.S. employers arise from a combination of factors.

Inflation has caused sharp increases in salaries worldwide. As a result, a U.S.
salary is no longer substantially above European executive salary scales. With
inflation, the $15,000 exclusion (subject to various restrictions) no longer serves
to eliminate most of an expatriate's income from the U.S. tax base. The Internal
Revenue Service's restrictive treatment of "moving" expenses and personal
deductions have further limited the amount of the earned income exclusion and
the foreign tax credit, as discussed below. The tax returns filed by U.S. citizens
working abroad have also become more complex as a result of IRS audit
procedures.

Foreign income tax rates have Increased over the years in many countries and
enforcement efforts are much keener now in countries such as the United King-
dom, Japan, Brazil, and France which have widely differing concepts of taxa-
tion of individuals. The tax authorities In countries with which the U.S. has an
income tax treaty can ask the U.S. authorities to provide a copy of the Individ-
ual's U.S. tax return it they feel that all his income has not been reported.
Foreign social security taxes on individuals are becoming a significant cost In
many European countries, such as Belgium, the Netherlands, and Italy. Tax
incentives available to foreigners with technical skills are gradually being with-
drawn or limited as for example in Australia and Belgium.
5. An iltitration of the problem (assuming no changes in the 1976 tax re-

f6rm a ct)
Table 1 illustrates the tax problem in a typical situation of a U.S. citizen, mar-

ried with two children who earned $40,000 In the U.S. and Is transferred abroad
at a salary of $50,000 (base salary $40,000 plus allowances $10,000). This figure
Includes all allowances for cost-of-living, education and overseas differential,
home leave, housing, all of which are subject to U.S. tax and generally also to for-
eign tax. The table shows at Column A the U.S. federal taxes he is at present
paying at home on $40,000 and the U.S. tax he will pay on $50,000 after deducting
the $15,000 earned Income exclusion at Column B. The table then shows at Col-
umn C the foreign income taxes due in a number of countries and Columns D
and E show the combined U.S. foreign taxes after foreign tax credits, based on
a simple teechnique of deeducting 35/50 of the foreign tax from U.S. tax. The rea-
son for this restriction on the foreign tax credit, which was imposed by the 1976
Tax Reform Act, is discussed later in this chapter.

TABLE I.-TABLE OF U.S. AND FOREGIN TAXES ON U.S. CITIZEN ABROAD' (ASSUMING NO CHANGES IN THE 1976
TAX REFORM ACT)

(B minus C)- (0 pIus D>-
U.S. tax after combined U.S

U.S. taxa on foreign tax and foreign
$50,000- credit and tax on $50,00-

U.S. tax 2 on $1,000 Foreign tax $15,000 $15,000
$40,000 exclusion on $50,000 exclusion exclusion

A B C D E

United States ........................ 10, 000 11,000 ..........................---------..----
Australia d -------------------------------------------------------- 21, 000-------------- 21,000
Belgium.... ..------------------------------------------ 8,000 65,000 13,000
Brazil ------------------------------------------------------------ 17,000 -------------- 7, 000
Canada ---------------------------------------------------------- 19,000 -------...... 19, 000
France? ---------------------------------------------------------- 11,000 63,000 14,000
Germany --------------------------------------------------------- 16,000 -------------- 16,000
Japan - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - ---------------- 17,000 .............. 17,000
Kuwait ------------------------------------------------------------------------ 11,000 11,000
Netherlands& ----------------------------------------------------- 14,000 1 ,000 15, 000
United Kingdom --- -------------------------------------- 9,000 5,000 14,000

I The above table assumes the U.S. citizen is married with 2 children. It Is extracted from the Price Waterhouse Informa-
tion Guide: "Individual Takes in 60 Countries, January 1975".

Excludes State taxes.
a Excludes State taxes and assumes U.S. citizen abroad.
4 Takes into consideration deductions for housing benefits.
A Assumes maximum exclusion for foreigners.
• The foreign tax available for foreign tax credit has been reduced by an amount allocated to "excluded" Income; in

this case a reduction of 15.50 of foreign tax in column C has been assumed, pending the issue of clarifying regulations or
enactment of the Technical Corrections Act of 1977.

7 Income for foreign services Is excludable but is not taken Into consideration In this figure.
Note: This table does not show the U.S. and foreign tax in the year In which the employee receives I reimbursement

for excess taxes. It thus does not show the effects of "pyramidinl."

0
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The table shows that at the levels selected under the present U.S. tax system,
the U.S. expatriate would pay higher foreign taxes than U.S. taxes except for
those countries which have special tax treatment of foreigners, i.e. Belgium,
France, the U.K. and Kuwait. In several jurisdictions (Australia and Canada) his
spendable income on a gross of $50,000 would be about $30,000, the same amount
as he would retain on a gross of $40,000 if he stayed in the U.S. It also shows that
tie lowest tax jurisdictions of the countries selected in Europe are Belgium, the
United Kingdom and France, which accounts in part for their popularity as a
headquarters location. It shows that even after the reduction in the earned income
exclusion in 1974, foreign taxes would still be higher in many foreign locations. It
certainly Illustrates the present and potential expense of providing overseas incen-
tives and cost-of-living allowances for assignments in developed countries, incen-
tives which at most locations virtually disappeared because of additional personal
income taxes under the assumptions on which the table was based.

In determining an appropriate after-tax disposable income for an employee
assigned abroad at least two elements are taken into consideration. The com-
pensation package would be based on a comparison of the following factors in the
foreign country with those in the home country:

1. High individual income taxes, high costs of living.
2. High individual income taxes, low cost of living.
3. Low individual income taxes, high cost of living.
4. Low individual income taxes, low cost of living.

For the sake of simplicity. the differences in cost of living between the foreign
countries and the U.S. have not been taken into consideration in the table. Al-
lowances of $10,000 are assumed for all countries.

The table is referred to in later sections of this chapter, in illustrating tax reim-
bursement methods currently being used. The following section describes in
greater detail the mechanism of the earned income exclusion.

MECHANICS OF THE EARNED INCOME EXCLUSION

1. Condition for exclusion
The Tax Reform Act of 1976 reduced the previous exclusions of $20,000 and

$25,000 to $15,000 and introduced several changes which substantially reduced
the tax savings from the remaining $15,000 exclusion. In response to an uproar of
protests from affected taxpayers, in particular objecting to the fact that the
changes were effective retroactively to the beginning of 1976, the effective date
was postponed by legislative action from 1976 to 1977. A further one-year post-
ponement to 1918 has been proposed hi the Tax Treatment Extension Act (H.R.
9251). The following discussion and Table I assume that there will be no change
in the Tax Reform Act. However, it is entirely possible that Section 911 will be
repealed and replaced by deductions for certain overseas allowances, as proposed
in the Ribicoff Bill, S. 2115, discussed in a later section of this chapter.

Section 911 of the Internal Revenue Code now provides for an exclusion from
income of $15,000 annually for a citizen working abroad who meets one of two
conditions. The exclusion remains at $20,000 for employees of charitable organi-
zations working abroad. The U.S. citizen must either qualify as a bona fide
resident of a foreign country or countries for an uninterrupted period which in-
cludes an entire taxable (calendar) year, or he must be physically present in a
foreign country or countries for at least 510 days out of a consecutive period of 18
months. Under the bona fide residence rule prior to 1977, the exclusion increased
to $25,000 after three years, but did not Increase for an individual who only met
the 510-day requirement. To qualify as a bona fide resident of a country, the U.S.
citizen must not claim to be a nonresident in his tax return filed in that other
country. However, this rule is broadly interpreted and an employee could claim to
be not domiciled in a country where domicile in part governs the level of taxation
as long as he admits to being a resident of that country.

The exclusion starts from the time of departure and the annual figure is pro-
rated to a daily rate of approximately $41. Thus, although one of the conditions of
the exclusion is bona fide residence abroad for a period including an entire taxable
year, the exclusion applies to the entire period of bona fide residence. For ex-
ample, if the employee leaves the U.S. on November 1, 1975 and returns to the
U.S. on January 15, 1977, the exclusion would apply from November 1, 1975
through January 15, 1977, because he was a bona fide foreign resident for calendar
year 1976. 1However, if he had returned on December 1, 1976, he could not have
been eligible for the exclusion. Bona fide residence status is not affected by tem-
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liorary visits back to the U.S., although such visits could affect the amount of in-
cone eligible for exclusion, as discussed below. However, days spent in the U.S.
are material in determining whether an employee is eligible under the alternative
510-day requirement, because for this purpose days within and without the U.S.
lnust tc counted.

01nly income earned outside the U.S. is excludable and the employee must keep
a record of Ihe number of days lie spends in the U.S. For example, if the employee
earns $15.000 per annum and spends 30 working days in the U.S. during the tax-
aile year, the salary earned during those 30 days would be considered U.S.
earned income and would not be eligible for the exclusion. In this case ap-
proximately $1,200 would be U.S. earnings and the exclusion would be restricted
to $15.000 less $1,200. However, if the employee earned, say $50,000 his foreign
earned income would still be over $15,000 even after deducting the salary for 30
U.S. working days.

To claim the exclusion the employee must file a special form 2555, which shows
all his salary and allowances and provides a worksheet for computing the exclu-
sion. The remaining taxable amount is carried to the form 1040. If his wife is em-
l)lo e(, she can claim a separate exclusion for her foreign earned income.

Two limitations on the amount and value of the exclusion were introduced by
the 1976 Tax Reform Act.

Foreign earned income which is received outside the country in which the
services are rendered is not eligible for exclusion if one of the purposes of receiv-
ing such income outside that country is to avoid local income tax. The fact that the
country in which the income is earned (services rendered) does not tax amounts
received outside is to be viewed as a strong indication of a tax avoidance purpose.
No indication is given in the statute how the exclusion would be limited, where at
least $15,000 is received in the country of service. For example, if an employee is
paid $25.000 by the U.S. parent company and $25,000 by a foreign subsidiary, it
would appear that, regardless of the motive for the "split payroll," $15,000 Is
available for exclusion. The exclusion is limited if the income is received outside
the country in which it is earned (i.e., where the services are rendered) which is
not necessarily the country In which the employee is resident. This restriction
could thus have an adverse and perhaps unintended impact on employees who are
resident in one foreign country but travel extensively in other countries.

The taxable income remaining after application of the earned income exclusion
is subject to tax at the higher graduated rates which would have been applicable
If that earned income had not been excluded. This is known in some tax systems as
"exemption with progression."

This computation is Illustrated as follows:

Taxable income -------------------------------------------- $30,000
Add excluded income ---------------------------------------- 15, 000

Total ------------------------------------------------ 45,000

Tax on $45,000 --------------------------------------------- 14, 560
Less tax on $15,000 excluded income ------------------------------ 3,010

U.S. tax before foreign tax credit -------------------------- 11, 550

Under the Tax Reform Act, taxpayers qualifying for the earned income exclu-
sion can elect not to claim it. An election not to claim the exclusion for any taxable
year is binding for subsequent years and can be changed only with Internal
Revenue Service consent. Table 2 Illustrates a situation in which it Is preferable
not to claim the exclusion and to reduce taxes by the foreign tax credit only, as
discussed below.
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2. The foreign tax credit
As in the case of a U.S. corporation, a U.S. citizen is required to file a U.S. tax

return (form 1040) regardless of where his income was earned and must in addi-
tion file form 2555 to claim the earned income exclusion.

lie is entitled to claim a deduction or credit for foreign income taxes. The credit
is usually more advantageous. The credit, which is claimed on form 1116, is
allowed against U.S. tax on foreign source income only. In the case of earnings
this means income for services rendered outside the U.S. For example, if an em-
ployee earns $50,000 on a foreign assignment, $15,000 would be excluded, leaving
,35.000 of foreign source income still subject to U.S. tax in addition to any earn-
ings in the U.S. and other taxable income. The U.S. tax on that foreign source in-
come could be reduced by foreign income taxes paid or accrued, as shown in the
table above. Even a cash-basis taxpayer has the choice of crediting foreign taxes
on the cash or accrual basis.

To determine the maximum amount of foreign tax credit which can be allowed
for a given year, the following formula is used:

- Foreign source taxable income
Total taxable income ^ U.S. tax on total income

The credit for any year is limited to the lower of the actual foreign taxes (plus
carryovers and carrybacks) or the amount arrived at under the above formula.

Creditable taxes comprise foreign national and local income taxes and include
social security taxes when these are based on income. No credit is allowed for
other taxes such as value-added taxes.

Under the Tax Reform Act of 1976, foreign income taxes paid or accrued which
are attributable to excluded earned income are neither creditable nor deductible.
The Act does not make it clear whether the foreign taxes to be excluded from
credit are the actual taxes paid on the first $15,000 or whether a formula approach
should be used to allocate a portion of foreign taxes. The amount of non-creditable
foreign tax might be computed by the following formula:

Excluded foreign earned Income X Foregn income tax on earned income
Total foreign earned income

However, under proposed legislation, the Technical Corrections Act of 1077
(H1.R. 6715), the amount of non-creditable foreign tax would be computed by the
following formula:

U.S. tax on excluded income
Sum of the tax on excluded X Forign income taxes
income plus the foreign tax
credit limitation for the year

Under the new law it is not possible for the employee to claim the standard de-
duction and the foreign tax credit. In the past, deductions had to be itemized if the
foreign tax credit was claimed.

Any foreign tax in excess of the U.S. tax on the foreign earnings is available for
credit against the U.S. tax on other foreign source income. Any other foreign tax
unused in the year Is available as excess (unused) foreign tax credit remaining,
which may be carried back for two years or forward for five. Since foreign source
income is earned at any time when an employee makes a business trip abroad,
these excess foreign tax credits can be carried back or forward to years when the
expatriate is based in the U.S., even though his foreign business visits do not
make him taxable abroad.
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3. Limitations of the system
There are a number of features of the earned income exclusion and the foreign

tax credit which have been applied by the Internal Revenue Service in such a
way as to reduce their effectiveness in minimizing U.S. taxes.

Foreign ta credit
One issue is in the foreign tax credit area. The foreign tax credit Is limited to

the lower of the actual foreign tax or the U.S. tax attributable to foreign source
taxable income. For example, foreign source taxable income is arrived at by de-
ducting from foreign source gross income any deductions which are directly at-
tributable to the foreign income as well as a proportion of other itemized deduc-
tions, which are allocated between U.S. source and foreign source income on the
basis of gross income from each source. The effect of requiring that itemized de-
duction reduce proportionately foreign source gross income to arrive at foreign
source taxable income is that the amount of foreign source income is thereby
reduced and thus the U.S. tax ascribed to that income (the limitation) is thereby
also reduced. Similar problems are described for corporations in Chapter 27.

Moving expenses
Another area of difficulty concerns moving expenses. There is a general tax pro-

vision that no expense directly incurred for or related to the production of tax-
exempt income is deductible. Since up to $15,000 of foreign earned income may be
exempt from U.S. tax, no expenses attributable to earning that income would be
tax deductible. If only a portion of the income Is exempt, then only a portion of the
expense is disallowed. For example, if an employee earns $50,000 and $15,000 is
excluded, then 15,000/50,000 or 30 percent of the expense would be disallowed.

This concept has been applied to the treatment of moving expenses and reim-
bursement& Moving expense reimbursements must now be included in an em-
ployee's gross income, and any deductible expenses deducted therefrom. The In-
ternal Revenue Service has taken the position, supported by the courts, that a
portion of deductible moving expenses must be allocated to exempt earnings and
thus disallowed in the same way as business expenses. The disallowance is based
on the following formula:

Foreign earned income which is not exempt

Total foreign earned income
X Moving expenses=Amount deductible as moving expenses

This interpretation has the effect of disallowing some of the moving expense de-
duction and penallezs employees who are moved to distant locations or who are
moved frequently on foreign assignment. For this reason many employers gross
up the reimbursements to cover the additional amount of U.S. tax due, (plus the
tax on the tax!), since there is no reason to penalize an employee for incurring
moving expenses on his employer's behalf. The effect of this IRS approach is that
U.S. employers must generally pay considerably more than the actual moving costs
when transferring an employee abroad, although the extra costs are deductible
for U.S. corporate tax purposes.

Further technical questions arise on the source of the moving expense reim-
bursement, which is important In determining the earned income exclusion and
the foreign tax credit. If the moving expense reimbursement is treated as foreign
source income, the impact will be mitigated through the absorption of other ex-
cess foreign tax credits on the Income represented by the reimbursement. On the
other hand, by treating the reimbursement as U.S. source income the related ex-
penses would be fully deductible as U.S. expenses and not pro-rated against for-
eign source Income. The general rule adopted in Revenue Ruling 75-84 is to treat
the moving expense reimbursement and deduction as foreign source on the out-
ward move and as U.S. source on the return move. These seem to be difficulties
and technicalities which should not be found in an expense item which so clearly
confers no benefit on the employee. Similar difficulties are encountered by em-
ployees who move at corporate expense between two locations in the United
States. Moving expenses in these situations should simply be a corporate expense
for tax purposes.

4. An illustration of the effects of the Tax Reform Act 1976 (aasuming no changes)

Table 2 which follows compares the additional tax costs imposed on U.S. citi-
zens working abroad by the 1976 Tax Reform Act.
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TABLE 2.-EFFECT OF 1976 TAX REFORM ACT ON U.S. CITIZENS WORKING ABROAD (ASSUMING NO CHANGE IN
THE 1976 TAX REFORM ACT)

Assume ptions:
I. U.S. citizen married with 2 children.
2. Total salary and allowances: $50,000.
3. U.S. investment income: $1,000.
4. Itemized deductions: Nil.
5. Foren income tax is:A. $17,000.

C. 0.
6. Credit for personal exemptions ignored.

17- New law 1976
prior law Exclusion No exclusion

1 Salary and allowances .........................................
2. Less exclusion ................................................

3. Earned Income after exclusion ..........................
4. U.S. Investment income ...............................

5. Adjusted gross Income .........................................
6. Itemized or standard deduction .................................
7. Personal exemptions ............................

8. Taxable Income ....................... .................
9. U.S. tax before credit .................................

$50,000 $50,000 $50, 000
20,000 15,000 0

30,000 35,000 50,000
1,000 1,000 1,000

31,000 36,000 51,000
0 '28W0 '(2800)

(00) OD)(3,000)

28 000 30,200 45,200
,100 11,650 14,660

A
10. Foreign tax paid .............. .............
11. Foreign tax available ...........................

12. U.S. tax before credit ..........................................
13. Foreign tax credit, ............................................

14. Net U.S. tax due .........................................
15. Excess foreign tax credit (line 11-13) ......................

17,000
17,000

7, 100
6,870

230
10,130

17,000811,900

11,650
11,326

324
574

17,00017,000
14,660
14, 372

288
2,628

B

10. Foreign tax paid ............ ........................ 9,000 9,000 9,000
11. Foreign tax available ........ ......................... 9,000 2 6,300 9,000

12. U.S. tax before credit .......................................... 7, 100 11,650 14, 660
13. Foreign tax credit 4 ............. ......................... 6,870 6, 300 9,000
14. Net U.S. tax due .............................................. 230 5,350 5,660
15. Excess foreign tax credit (line 11-13) ........................... 2,130 0 0

10. Foreign tax paid .......................................
11. Foreign tax avaiablo... -.-..............................

12. U.S. tax before credit ........................................
13. Foreign tax credit ........................................

14. Net U.S. tax due ...............................................

0
0

7,100
0

0
0

11,650
0

0
0

14,660
0

7,100 11,650 14.66W

I The standard deduction can now be taken even when the foreign tax credit is claimed,
i Computation of U.S. tax before foreign tax credit:

Taxable income ..................................................................... $30, 200
Add excluded income ................................................................ 5,000

Total .................................................................................. 45, 200

Tax on $45,200 ............................................................................... 14 660
Less tax on $15,000 ........................................................................... 3,010

U.S. tax before credit .......................................................................... 11, 650
* Foreign tax available for credit:

Foreign earned income after exemption divided by total foreign earned income times foreign tax on earned income.
(A) 35,000+50,000 times 17,000 equal $11,900
() 35,000 50,000 times 9,0 equals $600.

However, unoer proposed legislation, the Tecnhical Corrections Act of 1977 (H.R. 6715), the amount of noncreditable
foreign tax would be computed by the following formula:

U.S. tax on excluded income divided by sum of the tax on excluded income plus the foreign tax credit limitation
for the year times foreign income taxes.

4 Limitation on foreign tax credit allowable:
Foreign source taxable Income divided by total taxable income (before exemptions) times U.S. tax.

2T-727-78----6
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The conclusions of this illustration were not materially changed by the Tax Re-
duction and Simplification Act of T77.

The results under A and B illustrate the need to make two computations to
determine whether it might be preferable to elect not to claim the earned income
exclusion. Where foreign taxes are relatively high (example A), the election may
reduce U.S. tax due and Increase excess foreign tax credits. Where foreign taxes
are relatively low (example C), the exclusion Is still beneficial. The general in-
crease in U.S. tax before credit is a result of the reduction in the exclusion and
application of exemption with progression in applying the tax rates. The U.S. tax
on the U.S. investment Income Is also increased because of exemption with
progression.

CURRENT ALTERNATIVES AND COSTS

1. Objectives of expatriate compensation plans
In an effort to overcome the difficulties in providing monetary incentives for

-employees to move abroad and not have them substantially penalized by taxation,
multinational companies have developed more or less sophisticated arrangements
to deal with this matter, thus becoming involved in the personal tax affairs of
their employees around the world. Several approaches are described below, the
most widespread at present being "tax equalization" in various versions. It is
considered by most multinationals that tax equalization meets most of the follow-
ing objectives for a good plan:

(a) The plan must be fair to both the company and the expatriate and be
easily understood by the expatriate;

(b) The plan must treat employees equally regardless 'of their geographic
location;

(c) The plan must be structured so as to facilitate overseas transfers from the
United States and transfers between two overseas posts; and

(d) The plan must be reasonable when compared with current practices being
followed by other major companies.
2. Laissez faire approach

Under this approach, the employer pays his employee a base salary and the
usual allowances and leaves the employee responsible for paying his U.S. and
foreign taxes. This was the approach used by most U.S. companies in the fifties
and early sixties, which involved the simple technique of highly compensating the
employees and letting them fend for themselves as regards taxes. This approach
is still followed by many foreign-based multinationals, partly because their em-
ployees are not subject to taxes in the home country. It is also a practical ar-
rangement for employees working in undeveloped parts of the world where they
pay little or no income taxes. It is also satisfactory In cases where the employees'
tax treatment in the foreign country is part of the contract between the U.S. em-
ployer and the foreign government where the project is located. This is the case
with many engineering projects in remote parts of the world.

However, It has proved to be unsatisfactory in the majority of situations and in
particular when employees are assigned to high tax locations. It also results in
lack of flexibility in moving employees around the world, since they will tend to
want to stay In countries with the lowest tax rates, all other things being equal.

S. Ad hoc approach
Under the ad hoe approach the employer deals with each expatriate employee's

compensation and tax problems on an individual basis. Any reimbursements of
excessive taxes would depend on the location and other personal factors. This
method is suitable when only a small number of employees are on International
assignments. To some extent even more standardized methods require some ad
hoc approaches for certain employees, for example, a very serdor executive being
sent to a very high-tax country. However, if large numbers of employees are sent
overseas, the ad hoc approach is unsatisfactory and can result In internal difficul-
ties among employees as well as administrative problems. As multinationals sent
more U.S. employees overseas, they abandoned the ad hoe approach and moved
toward one of the two methods described below.
4. Tax protection

Tender a tax protection policy, the employer reimburses the employee for the
excess of his actual foreign and U.S. taxes on his compensation over the tax
which he would have paid if he had remained in the U.S. This latter tax is known
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as the "hypothetical tax" and is discussed further below. The employee is thus
protected from paying higher taxes on a foreign assignment than he would have
incurred if he had remained in the U.S. If the taxes on foreign assignment are
lower than the hypothetical tax, the employee reaps the benefit.

The technique can be illustrated roughly by looking back at Table 1 in an earlier
section of this chapter. Column A shows the U.S. tax which the employee would
have paid on his base salary of $40,000 if he had remained in the U.S. It is in-
tended to be a base figure of his net after-tax disposable income had he remained
at home ($40,000-tax $10,000=$30,000). This Is essentially the manner in which
a hypothetical tax is computed. The rixample in the table is typical in that
it excludes State and City income taxes. Most hypothetical tax calculations do
not include these local taxes, although some employers are moving in the direc-
tion of including local taxes by reference to the locality in which the head office
is situated. Only employee compensation is normally included and private in-
come is excluded from the hypothetical tax calculation. Again, some employers
are beginning to consider Including noncompany income in these calculations.

Under a tax protection plan, a comparison would be made of (1) the tax shown
in Column A ($10,000) in Table 1, which is the hypothetical tax, and (2) Column
F, which is the total U.S. and foreign tax, after the earned income exclusion and
foreign tax credit have been allowed. The Column E tax figures are based on a
total compensation of $50,000 including base salary and overseas allowances. The
objective is to increase the employee's net after tax disposable income by $10,000
by reimbursing him an overseas allowance of $10,000, plus the additional taxes
that the $10,000 will attract. The employee is reimbursed any excess of Column
E over Column A taxes In Table 1.

Under the tax protection method, the excess, if any, of actual over hypothetical
tax is determined on the basis of a claim filed by the employee at the time of his
t:ix payments or some time after the end of the year to which the taxes relate.
As under all reimbursement plans, the tax reimbursement constitutes taxable in-
come for both U.S. and foreign tax purposes. This is one of the major disadvan-
tages of all tax reimbursement plans. It can easily be seen from the second col-
umn in Table 3 that the pyramid effects of the payment of tax on tax and the
corporation reimbursing the employee for the additional tax can finally become
astronomical. This has been a particular problem in Australia, Japan, Canada
and Germany and certain Scandinavian countries which have high progressive
rates of tax. In some cases the employee might need to borrow from a bank to
meet tax payments and to repay these loans subsequently out of salary or bonus
payments on return from the foreign assignment.

The steps in the procedure, based on figures in the table for Australia, are sum-
marized in Table 3 below. The first column illustrates the principles and shows
the result in the first year abroad, assuming the tax reimbursement is paid to the
employee in the following year.

TABLE 3.-TAX PROTECTION

Year I Year 2No "pyramid"
"pyramid" effect

EMPLOYEE
Step I--calcutte hypothetical tax:

Base salary ................................................................. $40,000 $40,000
Hypothetical U.S. tax (col. A) ................................................. 10.e0 10,000

Net aftertax disposable income ............................................. 30,000 30, 00
Step II--Cakculate foreign tax:

Basu salary ................................................................. 40, 000 40,000Allowances ................................................................. 10, 000 10,000Tax reimbursement, which is paid following the yearend ......................... 0 11,000
Total compensation .................................................. 50000 61,000

Australian tax (col. C. year 1) ...................................... .. 21,000 28,000
Step tIl-Cakulate actual U.S. Tax:

Total compensation (step It) ................................................. 50. 000 61,000
U.S. tax after earned income exclusion (col. B, year 1) ...................... 11 ,000 16,000
Less foreign tax credit .................................................- 11,000 16,000

Net U.S. tax (col. D, year l) ................................................ 0 0
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TABLE 3.-TAX PROTECTION-Continued

Year I Year 2
no pyramido"

'pyramid" effect

Step IV-Calculate total actual U.S. and foreign tax:
U.S. tax (step Ill) ..................................................... 0 0
Foreign tax (step li) ................................................... 21,000 28,000

Total actual U.S. and foreign tax (col. E, year 1) .............................. 21,000 28,000
Step V.-Caluclate tax reimbursement:

Total actual U.S. and foreign taxes (step IV) .................................... 21,000 28,000
Less hypothetical tax (step I, col. A) ........................................... 10, 000 10,000

Tax reimbursement ....................................................... 11,000 18,000
Step VI-Calculate employee's aftertax disposable income:

Base salary and allowances ............................................... 50, 000 50,000
Tax reimbursement (step V) ........................................... 11, 000 18,000
Total compensation .................................................... 61, 000 68,000
Less taxes paid by employee .............................................. 21,000 28,000

Aftertax disposable income (an increase of $10,000) ....................... 40,000 40,000

EMPLOYER
Calculate employers aftertax cost:

Step I-U.S. taxes employee:
Compensation paid by U.S. employer ...................................... 40, 000 ..............
Tax deduction at U.S. corporate tax rate at 48 percent ....................... 19,'200.........

Aftertax cost ......................................................... 20,800 ..............

Step l I-Foreign based employee :
Compensation paid by Australian employer ................................. 61,000 68,000
Tax deduction at Australian corporate tax rate of 47.5 percent ................ 28, 975 32,300

Aftertax cost ......................................................... 32,025 35, 700

The conclusions in this Illustration were not materially changed by the Tax
Reduction and Simplification Act of 1977.

Tax protection is still used by some multinationals. Since the employee is al-
lowed to keep the difference if his actual tax is lower than the hypothetical tax,
there is again a tendency for him to want to remain In low tax countries, thus
restricting flexibility of movement. Further, there is an Incentive for the em-
ployee to seek ways of reducing his local taxes which the company may consider
undesirable. The cost of such a plan to the employer is also greater than a full
equalization plan, under which an employee is not allowed to keep the difference
in a lower tax country.
5. Tax equalization

Under a full tax equalization plan the employee's gross earnings are adjusted
so that, in effect, his net after-tax Income is what it would have been if he had
remained in the U.S., plus the incentive payment to move abroad. Using Table
1 again, the hypothetical tax on the base salary of $40,000 in Column A is $10,-
000. As under the protection plan, the employer reimburses the employee for the
excess of the actual U.S. and foreign taxes over the hypothetical tax. But if the
hypothetical tax is higher than the actual tax, the benefit inures to the employer
rather than the employee.

Although this philosophy could cause complaints by employees who are as-
signed to low tax areas where indirect taxes are high (e.g., France and Italy),
this method (and variations thereof) are now being used by most international
employers of expatriate personnel.

The technique for achieving tax equalization is to compute the hypothetical tax
and to deduct it from the employee's base salary. Thus the employee's taxable in-
come both for U.S. and foreign tax purposes is reduced by the hypothetical tax,
whereas under a tax protection plan the hypothetical tax does not reduce taxable
income. Overseas allowances are then added to the base salary reduced by the
hypothetical tax to arrive at after-tax disposable income (Step VI in Table 4).
The employer then reimburses the employee for all and only the actual taxes he
is estimated to incur, compared to reimbursing him for only the estimated addi-
tional tafs, if any, under the tax protection plan.

I

b
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TABLE 4.-TAX EQUALIZATION

Year 1 Year 2
no "pyramid"

"pyramid" effect

EMPLOYEE
Step I-Calculate hypothetical tax:

Base salary ............................................................ $40,000 $40, 000
Hypothetical U.S. tax (col. A, table I) ...................................... 10,000 10, 000

Net aftertax disposable income ............................................. 30, 000 30,000

Step II-Calculate foreign tax:
Base salary ........ .- ........................................................ 40,000 40, 000
Less hypothetical tax .................. ........................ 10, 000 10,000

Total .............................................................. .30,000 30,000
Allowances ........................................................... 10,000 10,000
Tax reimbursement, which is paid following the yearend ......................... 0 14,000

Total compensation ...................... : ............................... 40,000 54,000
Australian tax (not shown in table I) .................................... 14,000 24, 000

Step IIl-Calculate actual U.S. tax:
Total compensation (step It) ................................................. 40,000 54,000

U.S. tax after earned income exclusion (not shown in table) ...................... 7. 000 13,000
Less foreign tax credit ....................................................... 7,000 13, 000

Net U.S. tax (col. 0) ....................................................... 0 0

Step IV--Calculate total actual U.S. and foreign tax:
U.S. tax (step 11) .............. ................................. 0 0
Foreign tax (step I) .......................... ................ 14,000 24,000

Total actual U.S. and foreign tax ............................................
Step V--Calculate tax reimbursement:

(a) Hypothetical tax (step I) ..................................................
(b) Total actual U.S. and foreign tax (step IV) ..................................
Total reimbursement ..................................................
Tax payment by employee .............................................
Difference retained by employer if (b) above is less than (a) above ................

Sten'VI--Calculata amnpliv's aftrtax disoosal income:

14,000 24,000

10,000 10, 000
14, 000 24,000
14, 000 24,000
14,000 24,000

0 0

-ase.ala----------- ............... 40,000 40,000'Less hypothetical tax withheld............... ..................... .10000 10,000

Total .................................................................... 30,000 30,000

Allowances (excluding tax reimbursement) ...................................... 10,000 10,000

Aftertax disposable Income ................................................. 40,000 40, 00)

EMPLOYER
Calculate employer's aftertax cost:Stp -U.S. based employee:

Compensation paid by U.S. employer ...................................... 40,000 - -
Ta4deduction at U.S. corporate tax rate at 48 percent ....................... 19.200

Aftertax cost ......................................................... 20,800

Stepll--Foreign based employee: - -
Compensation paid by Australian employer ................................
Tax deduction at Australian corporate tax rata of 47.5 percent ...............

Aftertax cost .........................................................

4O0, O 54,0O019,000 25,650
21,000 28,350

Under a tax equalization plan, the calculations would be made in somewhat the
same way as under the tax protection steps shown in Table 3. In cases where the
actual U.S. and foreign taxes are higher than the hypothetical tax, the resulting
after-tax disposable income of the employee would normally be the same under
either method. However, the tax cost of the employer would be lower under the
tax equalization plan because the hypothetical tax reduces foreign taxable in-
come. The procedures would be different because the hypothetical tax Is witlifiild
from the employee's salary during the year and retained by the employer who
reimburses the employee for all taxes paid by the employee in the prior year. If
the actual U.S. and foreign tax, s are lower, the employee does not keep the dif-
ference which results in a paving for the employer compared to the tax protection
plan.

The objective is to add $10,000 to the employee's disposable income under a tax
equalization plan as illustrated above for Australia.

F'.

vy
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The after tax costs to the employer are $21,000 in year 1 and $28,350 in year 2
under a tax equalization plan. This compares with $32,025 and $35,700 under the
tax protection plan in Table 3. The difference is due to the fact that under the tax
equalization plan the employer has withheld the hypothetical tax. which thus does
not form part of the employee's taxable income for U.S. or foreign tax purpose.4.
Under both plans the employee usually receives, after his return to the U.S.,
his final year's tax reimbursemmt which is included in his income.

Table 4 has shown an important advantage of tax equalization over tax protec-
tion. Although the term "withheld" is used, it should be noted that the
hypothetical tax is not a withholding tax. It is merely a part of the salary which is
not paid to the employee and is not treated as such either for U.S. or foreign tax
purposes. It does not appear on the employee's W-2 and is not a deductible item
for the employer. (The actual tax reimbursement in the following year, however,
constitutes taxable compensation.) If the employee's disposable income lags be-
cause his foreign tax payments all come before the additional (tax) compensation
is received in the following year. he may have to obtain a loan. In some equaliza-
tion plans the employee is also required to give the employer the benefits of any
tax savings resulting from the use of excess foreign tax credit carrybacks and
carryforwards, discussed in an earlier section of this chapter.

The disadvantages of the tax equAlization method and the many variations
thereof are the complexities and consequent difficulties in making the plan under-
stood and accepted by employees. The computational complexities are not fully
illustrated in the above examples. One of the major difficulties is, as mentioned
above, the pyramid effect of paying tax on the reimbursement in both the U.S. and
abroad. If the tax reimbursement is to make the employee whole, the tax on the
tax reimbursement must also be computed for each country. This is not only com-
plex but costly. The above example assumes that the reimbursement is made in
the year following the earning of the income. Under some equalization plans the
reimbursement is included in current year's income. U.S. and foreign taxes are
computed by means of simultaneous equations to maintain the objective cur-
rently of giving the employee an incentive of $10,000 after taxes.

Thus, the employer has become more and more involved with the personal tax
affairs of his employees and personnel departments have become more Involved
in U.S. and foreign taxes. As a result of these complexities, many employers have
had to engage outside professional help to assist the employees with preparing
their U.S. and foreign tax returns and completing their tax equalization claims
while they reside abroad. The calculations are often programmed for computer
applications.

Regardless of the complexity. these plans meet most of the basic objectives
described at the beginning of this chapter and are an area of activity and cost
which is being assumed by more and more multinational companies.

TRENDS FOR THE FUTURE

One of the two topics discussed at the 1974 Congress of the International Fiscal
Association (IFA) was the taxation of employees on temporary transfer abroad.
In the handbook prepared by reporters from some twenty countries, the local tax
practices are described in detail. In most countries the cost-of-living and housing
allowances are subject to local tax, even though the expatriate is forced by the
shortness of his sojourn Into a high-cost housing market, and thus does not really
derive a personal benefit from the enttrc amount of such allowances. Another
diffi-ulty is the steepness of the tfx rates in some countries, reflecting local salary
levels and social philosophies. It was recognized by the IFA Congress that
something should be done to alleviate this situation, as evidenced by the resolu-
tion which was adopted.

In the U.S. there is continuing discussion of how the income and allowances of
U.S. citizens working abroad should be taxed. The Tax Reform Act of 1976resulted in the view of business in too heavy a burden of taxation, borne in most
cases by U.S. employers. On the other hand, some in Washington would like to
see Section 911 repealed in its entirety. However, it is recognized that a major
U.S. tax problem arises from the taxation of allowances. In 1977 Senator
Abraham Ribicoff introduced legislation in the Senate to establish a system of
replacing the fixed-level exclusion with a series of deductions for reimbursed ex-
cess costs of overseas housing, cost-of-living and education. Thus it may be-that
U.S. citizens working abroad may in the future pay full U.S. taxes on all their
earnings, reduced only by reimbursements of certain excess living costs.
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THE 28TH Coouss Mzxco-Cm 1974

II. TAX PROBLEMS RESULTING FROM THE TEMPORARY ACTIVITY ABROAD OF
EMPLOYEES OF ENTERPRISES WITH INTERNATIONAL OPERATIONS

Resolution
The Congress notes that employees of firms engaged in international operations

are more and more often being sent abroad on temporary assignment to a branch
or subsidiary of their employer;

That temporary assignments abroad require the expatriate to adapt himself to
new living conditions which pose problems in particular as regards the spouse
and the children's education;

That the expatriate is moreover frequently concerned to make sure that he
will be able to return to his previous employment at the end of his mission abroad
and he therefore expects to keep the fringe benefits connected with his employ-
nient by the company making the transfer and to keep the accommodation that
was previously at his disposal;

That temporary assignments abroad thus give rise to extraordinary expenses
which are entirely justified for the employee as well as for the enterprise employ-
ing him;

That the principle of equal tax treatment required both the avoidance of un-
Justified disparities in the taxation of expatriates and also their effective taxa-
tion in accordance with the tax laws to which they are subject.

Consequently after having studied and discussed the national reports and the
general report submitted to it on the position of temporary expatriates (exclud-
ing salaried employees on assignments of short duration) :
The Congress: for the expatriate's country of temporary residence

Expreme the opinion that without derogation from the principle of equal tax
treatment it is in the interest of sound taxation to recognise the special position
of temporary expatriates.

Considers in this regard that it Is equitable, conformably with the principles of
the national tax laws concerned, to concede--either the deduction of additional
expenses such as housing, the children' education or home leave-or national
deductions or partial exemptions for income derived from abroad intended to take
account of additional expenses Incurred by the temporary expatriate.

Recommends In particular that the temporary expatriate as well as his local
employer be authorized to deduct from his taxable income contributions paid to
governmental and private insurance schemes of which the expatriate remains a
member in his country of origin, at least on the same terms as if the contributions
were paid to local institutions;
For the expatriate's country of origin

Asks that more attention be paid to the temporary nature of the stay abroad,
either by exempting the expatriate from tax, or by subjecting him to tax but tak-
ing account of his additional expenses and of the taxes which he is required to
pay in the country where he is working, even if his spouse and children remain
resident in his country of origin or if he retains accommodation there;
For both counttries

Invites the competent authorities, a tax treaty permitting, to cooperate with a
view to avoiding abuse by exchanging the information at their disposal within
the framework of the administrative co-operation provided for;

Calls the attention of the authorities concerned to the excessive tax burden
which can result from the death of a temporary expatriate, by reason of the
levying of succession duties In both countries, and therefore invites the countries
to take temporary expatriates into account when concluding tax treaties bearing
on succession duties.

In addition the Congress suggests that the United Nations Ad Hoc Group of Ex-
perts on Tax Conventions between Developed and Developing Countries and the
OECD examine the possibility of establishing directives which would permit the
countries party to a tax convention, by way of an additional protocol, to provide
for the case of temporary expatriates by coordinating taxation in the expatriate's
country of origin and the country of his temporary residence and by determining
the information to be exchanged for the avoidance of abuse;
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A8 colcCrnfs developing countries
Notes with interest the proposal made by certain participants from Latin

America that the expatriate's country of origin should exempt him from tax
or grant him a tax credit even if he has enjoyed tax concessions provided as
incentives for development in the country of temporary residence and invites the
nations concerned to study thee possibility of putting this proposal into effect.

The C Ik MAN. I have a request here from Mr. Robert Best who
would like to speak to this issue. I believe he represents some people
who are Americans abroad.

Why do you not identify yourself for the record, Mr. Best.
Mr.' BEST. Mr. Chairman, I do appreciate this opportunity. It was

an informal request and I apologize for the lateness of the request.

STATEMENT OF ROBERT BEST ON BEHALF OF THE AMERICAN
LEAGUE FOR INTERNATIONAL SECURITY ASSISTANCE, INC.

Mr. BEST. I am Robert A. Best, vice president of the American
League for International Security Assistance, Inc. I speak on behalf of
some 31 companies and 3 unions, all of whom are committed to the con-
cept of a positive national export policy, which they earnestly believe
is in the national economic interest of the-United States and would
create jobs in the private sector. A list of our membership is attached.

We feel that the United States is in deep trouble internationally. We
are hemorrhaging from massive trade deficits which are causing a de-
preciation of the dollar abroad and also resulting. in increased infla-
tionary pressures at home, and these things are not unrelated.

If these deficits continue for very much longer, I fear that the situa-
tion with regard to our economy will seriously deteriorate, because
oil will then be pegged on a different set of currencies and the United
States will find itself more or less alone in a competitive world.

There are two false hypotheses that I have heard time and time
again, which I would like to address myself to. One is that flexible ex-
change rates, in and of themselves, are going to solve the U.S. trade
problem. I think that is a canard. I think it has been proved wrong.
We have had flexible exchange rates of one sort or another since 1971-
dirty floats, clean floats, or what have you, and what has happened is
that the countries whose currencies have appreciated; namely the
Japanese and the Germans, have had increasingly larger surpluses and
the countries whose currencies have depreciated, despite all economic
theory to the contrary, have increasing deficits.

So the facts belie the hypotheses that simply relying on flexible ex-
change rates, as this country seems to have based its policies, is going
to somehow get the United States out of this continuous balance of
trade problem.

And, in that respect, Mr. Chairman, I just want to read one sentence
of an article on Japan. This is an article that appeared just 1 month
ago.

Despite the massive appreciation, 32 percent, of the Japanese currency over
the American dollar over the past 15 months and the announced government
policies to somehow curtail exports, shipments of Japanese merchandise to over-
seas markets may actually expand between 5 and 10 percent this year.

Now, here is a country-Japan-which has an appreciating cur-
rency and appreiating trade situation.
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The second, canard is that if it were not for our oil imports the
United States would not have a trade problem. I do not think that is
a policy. I think that is a prescription for disaster.

The fact is, we do import oil. We are going to import oil for many
years. I see nothing on the horizon that is going to change that or the
pricing policies of the cartel.

However, in contrast to our benign neglect policies or even negative
policy we overlook the fact that West Germany and Japan import
actually more oil in relation to their economies than the United States
and somehow, they have huge surpluses despite appreciating cur-
rencies. The reason is that they are committed to a bold, positive export
policy.

Tbe German trade policy is so positive that., with regard to West
Germany's trade with OPEC nations, they showed last year a surplus
of $800 million despite a huge import bill into West Germany. Overall
they had a trade surplus of $18 billion, and in manufactured goods it
was about $45 billion.

Now, this gets us down to the question of 911 and the need for a posi-
tive national export policy. I believe that this is the only country in the
industrialized world without a positive export policy. Everything we
(10, however noble the objective, unwittingly, I feel, discourages Amer-
ican business from competing in the world marketplace.

All of the obstacles that this country throws at our exporters were
documented at some length in a recent Business Week article which I
would like be asked be included in the record after my comments. I
think it will show you in comparison with what other countries are
doing, the disadvantage that the American companies have including
911 as an obstacle, is having a devastating effect on our competitive
situation.

Mr. Chairman, this committee has worked long and hard on resolv-
ing the 911 issue. I think you have struck a happy medium and with
some small changes in the approach that the committee has taken, I
think the issue can be resolved finally for the long term.

There are many, and probably some in my group, that would like
to see much more generous benefits, but I really think that it is urgent
to get a long term solution because of all the factors that were men-
tioned by previous witnesses. And if the Senate bill can be somewhat
simplified, and perhaps some election included in it, I think that the
essence of a solution is there.

Now, Mr. Chairman, I would like to address myself briefly to the
CRS study. I have nothing personal against the authors of the study;
I have great respect for theinstitution. However, I have seen over the
course of the years, both while I was working for this committee and
the private sector, so-:called independent objective analysis by the
Library which defy economic rationale. I have seen analysis that dereg-
ulation of prices is not going to result in increased production, that
somehow eliminating DISC is not going to cause the loss of one job'in
the United States, the same thing with deferral.

I have seen analysis which would indicate that there is no price elas-
ticity in investment decisions. If the price of oil-were $2 a barrel, the
American companies would do just as much to look for that oil as if it
were $12 a barrel. Absolute economic nonsense, in my view.

I have great respect, as I have indicated, for Don Kiefer. He is a fine
man, a former staff aide to Senator Hartke, and I am sure he believed
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that the Hartke-Burke bill, which his Senator cosponsored, was in the
interests of the United States, that simply eliminating the foreign tax
credit, the foreign deferral, imposing massive import barriers in the
United States, virtually having a fortress America economic policy,
was going to somehow in this world of international competition,
create a full employment situation.

I just do not see that it would have worked that way, and I do not
believe in the assumptions. I know that words like "tax neutrality" and
"tax equity" have a nice ring to them, just like "tax reform" has a nice
ring. It sounds like motherhood.

But one man's neutrality and one man's equity is another man's mis-
ery. My concept of neutrabty and equity in this kind of situation is to
allow American firms to compete on an equal basis with the Germans,
the British, the French, the Japanese and all of the other countries
whose companies are going after the business.

Unless we do that, we are going to find ourselves increasingly be-
hind the 8-ball and the same kind of thing can be said for estimates on
revenue gains and revenue losses. When you think something is a loop-
hole, you assume no feedback. When you think something is equitable
or neutral, you assume a huge feedback.

I can recall, in the investment tax credit situation when this com-
mittee was considering the 1969 act, the administration, including the
Honorable George Shiultz, said that eliminating the investment tax
credit would save the United States $7 billion or some such figure.

Well, so the committee assumed that here we can save $7 billion; it is
,9 groat, reform. So we eliminated the investment tax credit and as a
result, the United States got into a massive depression-or at least, re-
cession. We did not save $7 billion. We probably cost the economy $20
billion and the Treasury.

So in 1971, the investment tax credit which 2 years before was cost-
ing the Treasurv $7 billion was somehow a great thing to restore and
would gain the Treasury $7 billion. So we restored it.

That experience taught me a lesson about what tax revenue esti-
mates were all about and I think the committees of the Congress have
to apply a commonsense rule about investment decisions and corporate
planning when incentives are eliminated. In this regard, if the Ameri-
can companies are going to have to employ foreign nationals abroad to
run their businesses, those foreign nationals are going to the source on
foreign supplies. They are not going to buy American products.

Secretary Solomon said this, George Shultz said this. It is common-
sense. Can you measure it? I do not think you can measure it, but I
think you have to ap)ly a commonsense rule.

So, 'in conclusion Mr. Chairman-and the buzzer rang-I would re-
spectfully urge the committee to try to get the issue resolved with some
improvements in the Ribicoff approach, but in sufficient time to meet
this June 15 deadline, which is, as you well recognize, pressing against
theso taxpayers.

Thank you very much.
The CHARMAw'. It seem to me that we have heard everybody's

point of view and that is good. We need to hear all the pointsQf view
and all the theories. But we have had some awfully erroneous sug-
gestions back in the past. For example, there are some who have
thought tlat the smart thing was to rely upon. the foreign oil because
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foreigners could produce it cheaper than we could produce it. Some of
us back at that time were saying that just because they could produce it
cheaper does not mean they will sell it cheaper, if they ever get us at
their mercy. And so the theory that free foreign trade would solve the
whole thing prevailed against the advocacy of some of those who said
we ought to try and defend and save an American industry capable of
producing our energy requirements.

They did not think the Arabs could make it work. Well, they did
make it work. Now, it looks like we will be lucky if we are able to get
back on our feet between now and the year 2000 so far as our energy
problem is concerned.

Then, trying to solve the energy problem, some of them say, well
now look, if you just put more money into it, if you drill twice as many
wells, you will get twice as much oil. So then others came up with the
theory, no, spending more money will not get more energy. And then
we scratched our heads and tried to figure what was that based on?

Well, that theory was based on the assumption that yod-had only
2,000 drilling rigs and that you would have them all active at a price
of $1.75 for gas.

Now, my understanding is that they did not even put in the com-
puter the 300 rigs in the process of being built when they came up with
that. thoughtful theory. Nor did they put in the fact that we could
build 1,000 rigs a year and, over a 2- or 3-year period, we could double
the number of drilling rigs we had operating.

Even there, I think, they are still proceeding under the theory that
if you spend more money, you will not get more energy. We have ap-
parently moved from a prejudice to a conclusion to support the
prejudice.

Now, here again, we see this theory that there is no advantage in
trying to do something to help our people against our competition-
thoe nations which adopt the theory that their people should pay
little or no taxes beyond what they pay to the overseas government
when they work in a foreign place.

Now, at some point I suppose there may be a turning in all of this.
But do you buy the theory that the whole thing can be worked out by
letting the dollar go slap-dab to zero and on that basis that somehow
it will all turn around and move it in the other direction?

Mr. BEST. No; I think that is a prescription for having the United
States being bought up by foreigners Once I testified before the
House committee and the distinguished chairman said, we should just
run the printing presses and give them depreciated dollars, not real-
izing that they take those depreciated dollars and buy up all of the
industry in this country and half of the real estate.

I do not see the economic logic of arguing for a weak currency.
The CHAIRMAN. Well, I have not had the economic courses that

you have had, Mr. Best, or the courses that Mr. Kiefer here has had.
or that George Shultz 'has had. I have not been favored with all of
that. But in discussing this problem with a banker who seemed to
know something about international finance he said, in trying to ex-
plain it all to me, what has been happening, it is a result of some
fine liberal thinking that free trade is the ideal. The idea is we should
not do anything to help our people compete with the other fellow.

Then he pointed out that given our present situation, if it were a
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problem involving two corporations, it would be an ideal situation,
for a merger. The one who is losing everything he has got, which is
us, ought to be taken over by the guy who is inning money hand over
fist.

So we ought to merge with Saudi Arabia somewhere, with them
being the acquiring party and us being the selling party. And that,
to me, is something that I could understand.

In other words, if you have an operation that is making a lot of
money and the other fellow has one that is losing a lot of money,
you ought to be taking him over. But if you are the one who is losing
a lot of money, he ought to be taking you over.

Now, I regret to say with respect to this theory that we should not
worry, if the dollar goes down to zero or below zero, it is going to
all correct itself, I have not quite learned that much economics. You
will have to pardon me for not understanding that part of it..

Thank you very much.
Mr. BEST. Thank you, Mr. Chairman.
[The material submitted by Mr. Best follows:]

AMERICAN LEAGUE FOR INTERNATIONAL SECURITY ASSISTANCE, INC.

ALISA Membership

COMPANIES

Aerojet General Corp. Lockheed Corp.
Amerlcan Hoist and Derrick Co. LTV Corp.
AM General Corp. Martin Marietta Aerospace
AVCO Corp. NAPCO Industries, Inc.
The Boeing Co. Northrop Corp.
Control Data Corp./Commercial Credit Pneumo Corp.

Co. Raytheon Co.
Emerson Electric Co. Rockwell International
F.fC Corp. Rohr Industries, Inc.
Garrett Corp. The Singer Co.
General Dynamics Corp. Sundstrand Corp.
Goodyear Aerospace Corp. Teledyne, Inc.
Hazeltine Corp. TRW, Inc.
Hughes Aircraft Co. United Technologies Corp.
Lear Siegler, Inc. Westinghouse Electric Corp.

UNIONS

International Brotherhood of Teamsters, Chauffeurs, Warehousemen and
Helpers, AFL-CIO.

United Brotherhood of Carpenters and Joiners of America, AFL-CIO.
Marine Engineers' Beneficial Association, AFL-CIO.

[From Business Week, Apr. 10, 1978]

THE RELUCTANT EXPORTER-TUDIONAL U.S. ArrrruDEs AND ANTIEXPORT
POLICIES

The U.S. Is the world's biggest, and most indifferent, exporter. Last year,
American Industries and farms shipped $120 billion worth of goods--from soy-
beans and blue Jeans to machine tools, computers, and aircraft-to foreign
customers, compared with $118 billion for GermAny and $81 billion for Japan.
But U.S. Imports-of oil, autos, TV sets, and thousands of other products-
soared to $147 billion and opened up a yawning $27 billion trade deficit (chart).
Meanwhile, the export-minded Germans and Japanese plied u fat surpluses of
$18 billion and $10 billion respectively, partly by stepping up sales to the U.S.

The unprecedented shortfall in the U.S. trade account, which is likely to be
repeated this year, signals a dangerous erosion In the ability of U.S. industry
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to compete in world markets. That deterioration is not due to traditional busi-
nes factors: costs of labor and capital, or productivity. In those respects U.S.
companies are now competitive. The real problems lie in the attitude of many
corporate managers that exports are marginal business, and in the antlexport
policy of Congress and successive Administrations, which have paid li) service
to promoting exports while actually inhibiting them with laws and regulations.
The U.S. is a reluctant exporter.

One immediate result is the dollar's headlong plunge. It stems, In large part,
from the huge outflow of unwanted dollars as U.S. payments for imports outstrip
U.S. income from exports.

The quick and easy diagnosis is that oil Imports are to blame. Last year the
U.S. bought $45 billion worth of oil from abroad. President Carter insists that
if Congress would only pass his energy 'bill, the problems of the dollar would
evaporate. But economists, such as Rimmer de Vries of Morgan Guaranty Trust
('o., insist that solving the energy problem is only part of what is needed to
put the dollar on a sound basis. The other requirement is a national export
policy. Says de Vries: "I think we have a negative policy on exports. We
sometimes discourage agricultural exports because of domestic price pressures;we discourage military exports for political reasons; we discourage trade with
eastern Europe, and we have the problem of Arab boycott legislation."

The thinking on trade in many U.S. companies and in government is a hold-
over from the days when the U.S. had little need of export markets. But today,
to pay for the oil it imports, the U.S. must find takers for tens of billions of dollars
worth of additional products abroad.

Until It does, the U.S. is likely to be a major obstacle to worldwide economic
recovery. Indeed, the current turbulence and uncertainty in international money
markets threatens to abort the slow recovery of the global economy from the
longest and deepest recession since World War II. And within the U.S., the falling
dollar, by making imported goods more expensive, is adding fuel to inflation.

Longer term, the U.S. failure to earn Its way in international markets is cost-
ing the nation hundreds of thousands of jobs, millions of dollars of corporate
profits, and billions of dollars of added business activity that expanded exports
would generate for industries and communities throughout the country. The
consequence is likely to be lower economic growth and, ultimately, a slower rise
in living standards.

A DEEP-BOOTED DISINTEREST

The response of labor unions, Congress, and many industries to-deteriorating
U.S. trade competitiveness has been to demand restrictions on imports rather
than stepped-up efforts to boost sales of U.S. products abroad. "There is no con-
cern at all about exports," says Senator Adlal E. Stevenson (D-IlL), who is try-
ing to stir interest in the issue by conducting extensive hearings before the Senate
Banking Committee's subcommittee on international finance. "The objective of the
Humphrey-Hawkins bill is jobs, and it has been estimated that each $1 billion of
exports creates 40,000 jobs," he adds, referring to the Administration's proposed
legislation to spur employment. "But Humphrey-Hawkins has something in it for
everybody, except exports, and that demonstrates our indifference to this sector."
Stevenson's comments are echoed by an executive in Brazil of a major U.S. capital
goods exporter. "For American companies, there is no reward for exporting, nor
any penalty for failing to export," he says.

Such widespread U.S. disinterest in exports-despite the success of individual
U.S. companies in foreign markets (table, page 65)-is nothing new. The Amer-
ican colonies exported timber, tobacco, and cotton to Britain to pay for manufac-
tured goods, and Yankee ship captains later traded products of New England's
budding industries on a small scale as far away as China. But the emergence of
a continent-sized internal market in the 19th century turned the attention of U.S.
manufacturers inward. Unlike the Germans and Japanese, most American com-
panies do not need to export to achieve economies of scale.

Following World War II, U.S. companies did participate in the rebuilding of
Europe primarily by exporting. But as country after country regained its
strength, many U.S. companies built manufacturing plants and marketing opera-
tions abroad to serve local markets. U.S. multinationals spread management
skills, capital, and technology rather than U.S.-made products around the world.
The exception was Japan, where restrictions kept out most multinationals as well
as many U.S. exports.

For nearly 20 years the economics of overseas production, compared with high
costs at home, compeUed U.S. companies to continue building plants abroad,
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rather than export, to serve foreign markets. But many of the factors that made
that practice desirable no longer exist. For example, the increase In unit labor
costss in the U.S. from 1974 to 1976 was the second-lowest of the major industrial
countries. (It was bettered only by the rate in West Germany.) The U.S. increase
ini hourly compensation over the same two years was also the second best. (West
Germany again had the best record.) What is still lacking is the determination
to export.

Frank A. Well, Assistant Secretary of Commerce for domestic and international
business, estimates that 20,000 U.S. companies export, but another 20,000 that
could successfully sell in foreign markets are not doing so. The resulting asym-
metry in U.S. trade relations with the rest of the world Is typified by the auto in-
dustry. Detroit designs big cars for the U.S. market and exports very few; Eu-
ropeans and Japanese build Smaller cars for world markets, and last year they
shipped 2 million to the U.S.

THE PROBLEM OF OIL IMPORTS

There are also shorter-term causes of the current lag in U.S. exports. In part,
the trade gap reflects the slow economic recovery in Europe and Japan at a time
when the U.S. Is at the peak of its business expansion. The result is a strengthen-
ing demand in the U.S. for foreign products and weak demand in those countries
for U.S. goods. Eventual reversal of the cycles should sharply improve the trade
balance, as happened in 1975-vhen the U.S. ran up a record $11 billion surplus.

A more fundamental problem is soaring oil imports (chart). In Itself, the huge
bill for foreign oil reflects a leveling-off of domestic supplies rather than a loss of
U.S. trade competitiveness.

In contrast, official doctrine among Administration poleymakers, at least up to
now, has held that the trade gap would automatically be closed by an economic
revival abroad and by depreciation of the dollar under the system of floating ex-
change rates. The cheaper dollar should achieve this, In theory, by giving Amer-
ican goods a price advantage in world markets and making foreign products more
expensive in the U.S.

To some extent, this is happening. John A. Armbruster, general manager for
Asian operations of J. I. Case Co., a subsidiary of Tenneco Inc., for example, ex-
pects to sell more construction equipment in South Korea and Taiwan this year
against Japanese competition because of the depreciating dollar. George F.
Newman, assistant treasurer of Hewlett-Packard Co., a Palo Alto (Calif.) maker
of computers and instruments, sees growing signs that the company's price cuts in
foreign markets, as the dollar declines, are helping to increase exports sales.

Price, of course, is only one factor-along with quality, delivery, service, and
credit terms-in world market competition. Numerous nonprice barriers, ranging
from foreign governments' "buy local" rules to the European Community's "vari-
able levies" on farm imports, also nullify the impact of currency changes on trade
in many products.

MULTINATIONALS' STAKE

Moreover, an increasing share of U.S. exports-anywhere from 25% to 50%-
is now made up of intracompeny shipments of materials, components, and fin-
ished products by parent companies of U.S. multinational concerns to thousands
of their own affiliates abroad. The multinationals' huge financial stake in overseas
production, as well as foreign government pressures against worker layoffs, In-
hibits any moves to cut back foreign output and replace it with stepped-up exports
from the U.S., even if they are cheaper. Thus, the structure of international trade
is moving further and further from the classical model of unimpeded commerce
based strictly on "comparative advantages." Eventually, the large reverse flow
of foreign multinational investment that Is now moving into the U.S. should help
narrow the U.S. trade gap by substituting U.S.-made products for imports of
everything from Volkswagens to Japanese TV sets.

On the export side of the trade ledger, though, U.S. companies that already
have well-established export networks are the only ones 4n position to make ag-
gressive use of the new price competitiveness of American products in order to
sell more abroad. Unfortunately, many U.S. companies turned away from exports
in the 190s when the dollar was overvalued. More recently, they have been de-
terred from making costly investments In overseas sales and service organization
by a rash of laws. executive actions, and court rulings that impede exports (table,
page 57). Unless a more favorable business environment is created for U.S. ex-
porters, they will continue to lose world market shares to foreign rivals, regard-
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less of business cycles and the cheapening dollar. Says David C. Garfield, vice-
chairman of Ingersoll-Rand Co., which annually exports more than $400 million
worth of heavy machinery and equipment: "It doesn't make much difference
what you are willing to sell for if you are unable to represent your product,
service it, and get it into customers' hands."

WASHINGTON'S FEEBLE-AND CONTRADICTORY-EXPOBT POLICIES

"We need a national export policy that assesses continually the impact on
trade of whatever we do," says Frank A. Well, Assistant Commerce Secretary
for domestic and international business. "Right now, not only do we not have
any plus programs for exports, we have a lot of negatives."

In recent years, Presidents and congressmen have given lower priority to ex-
ports than to such issues as tax reform, nuclear proliferation, corporate corrup-
tion, the Arab boycott of Israel antitrust enforcement, human rights, the en-
vironment, and rivalry with Communism. Even the Export-Import Bank, the
oldest and probably the most effective government aid to exporters, increasingly
has been hobbled by restrictions on its lending that reflect public concern over
other issues, regardless of the impact on trade.

Now there are a few indications of more action by the Carter Administration
to boost U.S. exports. Within a few weeks, the President is expected to name
an interagency task force to start drafting a national export strategy.

MOORE'S MOVES

So far, the main push has been to try to increase demand for U.S. products
abroad by prodding the governments of Germany and Japan to stimulate their
economies and thus draw in more U.S. goods. On the supply side of the export
ledger, the Administration's biggest move has been to ask Congress for a record
$15 billion increase over the next five years in the loan ceiling of the Export-
Import Bank, which finances exports of the capital goods that are the country's
greatest strength in foreign trade.

Even before Congress acts, John L. Moore, Ex-Im's new chairman, is mov-
ing to make the agency more competitive with such rival foreign export-
finance agencies as Germany's Hermes, France's Coface, and Japan's Export-
Import Bank. "I have been traveling to the financial centers of the country,"
Moore says, "to tell the board chairmen of the multinational companies that
do most of our exporting that the falling dollar is making exports from this
country price-competitive, and that I Intend to do everything I can, within the
restrictions Congress has put on this institution, to make them credit-
competitive."

To achieve that, Moore has shaved Interest rates on Ex-Im loans to as low as
7 % from 8% or more and has increased Ex-Im's share of financing export
transactions from a standard 45% In the past to 85% in some cases'now. He
even went to 100% for a proposed $16 million sale of gas turbines to Malaysia
by United Technologies Corp. But despite such support, a Japanese: company
won the sale with a government-backed 4%, 20-year loan. ,

Faced with that kind of competition, Moore concedes that even If Congress
grants the new funds, Ex-Im still will not fully match its foreign rivals. Ex-Im
is hampered by the necessity of getting congressional approval for every loan
over $60 million. And to add to the tangle of restrictions, environmental groups
are asking Congress and the courts to require Ex-Im to assess the environmental
impact on foreign countries of the exports it finances.

Apart from the request for more funds for Ex-Im, though, the Administration
has done little to spur exports directly. Despite inflation, the Office of Manage-
ment & Budget has kept a low $20 million ceiling on the Commerce Dept's export
promotion programs in recent years.

Assistant Secretary Well, who runs such programs, proposes a number of
additional steps to "enrich the environment in which exports take place." For
example, he suggests making Ex-Im credits automatic for small exporters, as
do the French and British export-financing agencies, provided the exporters'
local banks help with the total financing, And he proposes a computerized sys-
tem to match inquiries from potential foreign buyers with Information on prod-
ucts available in the U.S., which present reporting by Commerce and U.S.
embassies abroad cannot do.
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ADDED OBSTACLE

But Weil until recently has been a lone voice calling for a hard-hiting na-
tional export policy. The Administration, as part of its tax reform program,
proposes to abolish tax incentives for exporters, who are allowed to defer part
of their corporate taxes on profits from exports that are channeled through
domestic International sales corporations (DISCs). Such sheltered profits, which
must be invested in export-related activiltf6s, now total $11 billion. But offsetting
the loss of tax revenue to the Treasury, businessmen claim, DISCs have also gen-
erated more taxable corporate income by giving a boost to exports. Another Ad-
mnistration proposal-to end the deferral of U.S. taxes on profits of foreign
subsidiaries-would hit hardest at operations in developing countries, business-
men say, including export sales subsidiaries. Congress, heeding such complaints,
may rebuff the Administration on both proposals.

HOW THE U.S. GOVERNMENT HELPS-AND HINDERS-EXPORTS

Aids How they work The outlook

Export-import Bank ------------------ Finances aircraft, nuclear plants, other Congress will ap prove $15.000,000,000
big-ticket items, increase in lending to $40,000,-

000,000.
Domestic International Sales Corpor- U.S. companies use 10,CCO DISC tax Congress wi7l probably reject proposal

ations. shelters to aid exports, to phase out DISC's.
Commerce Department export promotion Help small and new exporters to enter May be expanded following earlier

programs, foreign markets, budget holddown.
Tokyo round" trade negotiations ...... Administration hopes to bargain down Rising protectionism threatens the

foreign barriers to U.S. goods. talks.
U.S. pressure on Germans and Japanese Recovery abroad would stimulate U.S. Germany resists. Japan set buying

to spur their economies, exports, mission to the United Statesbut
its economy lags.

Join United States-Japan Trade Facil- Acts on complaints by U.S. companies Hurdels cleared for GE, Procter &
itation Committee. against Japanese nontariff barriers. Gamble, others. More cases pend-

ing.

Obstacles How they work The outlook

Anti-Arab boycott rules ............ U.S. exporters must forgo Arab con- Stiff additional curbs take effect in
tracts that bar Israel made goods. June.

Reduction of income tax advantage for Raises cost of keeping U.S. sales and Congress is likely to restore some
Americans abroad, service personnel overseas, exemptions.

Trade Act of 1974 .................... Bars Exim credit to most Communist Congress is expected to restore credits
countries, to Hungary.

Foreign Corrupt Practices Act of 1977 .... Imposes jail terms and fines for over- No change expected. European and
seas payoffs by U.S. companies. Japanese competitors unaffected.

Antitrust laws ....................... Prevent U.S. companies from bidding No change expected.
jointly on major foreign pojects.

Restrictions on sale and financing of Designed to halt the spiadof nuclear No change expected. Europeans are
nuclear plants. weapons, replacing U.S. suppliers.

Human rights legislation .............. Exim denies credits to rights violators. No change expected. Not imposed by
Loans withheld from South Africa, other trading natio"e-.
Uruguay Chile

Proposed environmental restrictions... Exim would be' required to assess Pending in Congress, administration,
impact of U.S. exports on foreign and courts. Procedures could be
countries. long and costly.

U.S. trade embargoes ................. Ban exports to Cuba, Vietnam, Rho- Talks on easing ties with Havana
desia, other countries, slowed by Cuban intervention In

Africa.
Strategic controls -------------------- Restrict exports with potential *41itary U.S. enforces more strictly than allies.

uses to Communist bloc. Curbs under review.
Proposal to end U.S. tax deferral on Would mainly affect U.S. plants and No change expected.

multinationals' operations abroad. export sales subsidiaries in develop-
ing countries.

Another tax reform provision that has been delayed would boost personal
Income taxes on Americans abroad. Enacted by Congress in 1976, It has not yet
been put into effect and will probably be modified. If not, businessmen warn, it
will force U.S. companies to bring back most American personnel, including
engineers and managers who promote the use of U.S. equipment in overseas plants
and construction projects.

Still another U.S. government-imposed obstacle to exports, in the eyes of many
businessmen, are antitrust rules that prevent them from teaming up to bid on

27-727 0 - 78 - 7
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major foreign projects against government-backed European and Japanese con-
sortiums. Thus, in Brazil, Geperal Electric Co. and Westinghouse Electric Corp.
are vying independently for pieces of a $450 million generator and turbine con-
tract, the biggest ever, for the Itaipu dam. But a huge European group led by
Germany's Siemens and Switzerland's Brown-Boveri is expected to win most
of the order.

LOSING A TRACTOR ORDER

This month, Deere & Co., which has sold agricultural tractors to Iraq in the
past, ran into an export barrier embodied in legislation that prohibits U.S. com-
panies from certifying in contracts with Arab countries that the products to be
sold are not made in Israel. Deere has no plants in Israel. Nonetheless, Deere had
to withdraw from bidding on an $18 million order for 1,500 tractors to Iraq be-
cause of the language in the proposed contract. The company said such an order
could have provided 20,000 man-days of work In its U.S. plants. Deere Chairman
W'lllam A. Hewitt wrote Illinois and Iowa congressmen, complaining that the
U.S. counter-boycott "hurts American trade but does not seem to us to meet any
important Israeli need."

Charles H. Weaver, an executive vice-president of Westinghouse, is outspoken,
too, about restrictions on nuclear exports. "We haven't sold a nuclear plant over-
seas for two years, largely because of our government policies," he says. "Either
the buyer can't be sure of our policies, or he disagrees directly with President
Carter's no-reprocessing demands, or he won't go along with our inspection pro-
cedures and bilateral agreements."

Sums up George F. Newman, assistant treasurer of Hewlett-Packard Co., of
Palo Alto, Calif., which exported more than $330 million worth of computers and
other equipment last year. "As a general rule, it seems to be getting more and
more difficult to export."

"MADE IN U.S.A." MEANS LITTLE TO THE MULTINATIONALS

Just 1% of U.S. companies-mostly the big multinationals-account for an
estimated 85% of all U.S. exports. Thus, the international production and market-
ing strategies of the globe-girdling companies are crucial to U.S. export per-
formance. But their basic aim is to maximize worldwide profits, without regard
to source of product or national boundaries. U.S. multinational managers have no
business reason, therefore, for preferring to export American-made products
rather than producing the same goods in foreign plants.

"I am conscious of the trade deficit and the value of the dollar," says Charles H.
Weaver, executive vice-president for corporate world relations of Westinghouse
Electric Corp., which operates 55 plants overseas and exported $800 million worth
of products from the U.S. last year. "We do everything we can to make the situ-
ation better and pray for Washington to stop putting up distractions. One of the
things we can do is sell aggressively overseas-either by exporting or building
a plant."

This same basic option is dee-ly embedded in the approach of other multi-
national corporations to world markets. For many, in fact, a big share of exports
is made up of intracompany transfers of components and products within the
same corporate group. As a result, several maior companies had difficulty in
supplying Business Week with data for its ranking of the top U.S. exporters
(table. page 65). International Business Machines Corp. failed to provide a figure
for its exports from the U.S., and General Motors Corp. flatly refused to do so.

FOREIGN GOVERNMENT PRESSURE

The blurring of the distinction between exports from the U.S. and local pro-
duction, in the marketing decisions of multinational managers, is having an
increasing impact on U.S. trade. Foreign governments, eager to improve their
own trade balances, are wielding an array of carrots and sticks to get multi-
national companies to produce more locally and to export to the rest of the world.
In Brazil, for example, 62 of the 100 biggest exporters last year were multina-
tionals. spurred by a combination of official export requirements and subsidies.

Ford Motor Co.'s Philco subsidiary in Brazil exported $131 million worth of
products. many of them radios for T.S. cars, and imported only $66 million worth,
giving it the best corporate trade balance of any company in Brazil. And under
the Brazilian government's policy of promoting the inflow of technology to replace
imports with local production, France's Technip won a contract last year to build
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a big ethylene cracker at a new petrochemical complex in the south over rival
bids by two U.S. engineering companies, Lummus Co. and Stone & Webster Inc.
"Only the French met our conditions for transferring technology," says a Bra-
zilian government petrochemical planner.

Several deals now in the works in Brazil illustrate how General Electric Co.,
the biggest U.S. exporter, meshes exports from the U.S. with those from its
producing subsidiaries around the world. GE's International Sales Group, a head-
quarters team, operates as an in-house trading company with the objective of
promoting exports from any GE manufacturing affiliate around the world, not
just from U.S. plants. Most GE operating units pay a basic fee to support the
ISG, which has offices in 70-odd cities in the U.S. and abroad, and the IS( also
gets a commission from the operating units on sales that it negotiates.

Under one such deal, GE do Brasil will sell $3.5 million worth of refrigerators
to the Middle East this year. The ISG is also trying to sell $20 million worth of
Brazilian-made locomotives to Mozambique. GE do Brasil, which has exported
locomotives to other African countries and Latin America, is seeking Brazilian
government financing for the sale. If the deal falls through, GE will try to sell
locomotives to Mozambique from its Erie (Pa.) plant instead. But if GE do Brasil
gets the contract, the only benefit to the U.S. trade balance will come from
exports of the 30% of U.S.-made components that go into the Brazilian engines.

CONCENTRATING IN THE UNITED STATES

But for another product, numerical control systems, GE in recent years has con-
centrated all manufacturing and export sales within the U.S. Until 1972, GE had
also made such equipment in Italy and in Britain, in cooperation with Hawker
Siddeley Group Ltd. "We were building a complex system that had to be reliable,"
says Werner Rieben, GE's Frankfurt-based European sales manager for indus-
trial controls. "In fact, reliability is all that counted." Rather than make heavy
investments in expensive inspection machinery in three plants, GE shifted all
production to its plant in Richmond, Va., even though 40% of the company's
$50 million annual sales of numerical controls go to Europe.

To do this, GE had to adapt its product to the needs of foreign markets--a
costly requirement that deters many U.S. exporters. It has developed a numeri-
cal control system that is usable in both metric and English measures, and it also
designed the machines to operate despite the wide differences in voltage among
European countries.

For U.S. auto companies, the emphasis on big-car production for the home mar-
ket and production overseas for the rest of the werld has shrunk exports to a tiny
4% of U.S. production for GM, and even less for Ford. Last year, not counting
shipments to Canada under the U.S.-Canadian automotive free trade agreement,
GM exported 204,000 assembled ears and knockdowns outside North America-
less than it did it 1929. Nevertheless, says Richard R. Jensen, executive vice-
president for overseas operations, GM's exports are "big business." He adds:
"And it will get bigger. The organizational structure is in place, and as fast as
people appreciate North American cars, we ought to be able to increase these
sales."

To achieve this, according to Richard McGill, director of marketing for over-
seas operations, GM has been appointing more overseas dealers in recent years.
(Possibly the biggest, worldwide, is Kuwait dealer Jusaf Alghanim & Sons, which
sold 20,000 Chevrolets, Cadillacs, Oldsmoblies, and Pontiacs last year.) "There is
a lot of room out there for both exporting and manufacturing," McGill says,
although there is no sign, so far, that GM is preparing a major export push. But
Ford, which has bigger overseas production capacity than GM, has virtually no
interest in exports from the U.S. "We've got a tremendous product line in Europe,
and we've got English products going to Asia," says a spokesman. Any thought of
exporting in quantity from the U.S., he adds, "Just doesn't figure."

LANDING SOVIET ORDERS

While major U.S. companies have developed worldwide options for "sourc-
Ing" their products, many smaller concerns are successfully winning foreign
market shares strictly by exporting from U.S. plants. Of course, companies with
a distinct technological edge, such as GOA Corp., of Bedford, Mass., are best able
to do this. GCA manufactures semiconductor equipment, and last year custom-
ers outside the U.S. and Canada accounted for more than one-third of total
sales of $52 million. James E. Gallagher, senior vice-president for operations,
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cites one shortcoming of many U.S. exporters. "They are not willing, or have
not been willing in the past, to make a commitment to service their products,"
he says. GCA, for its part, makes almost a fetish of service overseas. In Europe,
It maintains a backup Inventory of critical spare parts, available 24 hours a
day, and it has trained local representatives to service its products. "Every for-
eigner is afraid you will go out of business or won't have spare parts or won't
get there in time," he says. "One of the worst things that can happen is to have
a customer get nervous and tear the equiipment apart."

On a still smaller scale, Alox Corp., a Niagara Falls (N.Y.) producer of corro-
sion Inhibitors and lubricating oils, has based much of its expansion on export
sales, which have risen to 410% of total output in recent years. In turn, tax-
deferred profits from exports that the company accumulates In a domestic Inter-
national sales corporation have helped to finance two plant enlargements, follow-
ing abandonment of earlier plans to put a plant in Holland. 'The expansion has
really been based on the growth of our business in Europe," says Chairman
Clarence A. Weltman.

And in Cleveland, a medium-sized capital goods maker has pursued a delib-
erate strategy of export-led growth. Until 1971. Cleveland Crane & Engineering
l)iv. of Akron-based MeNeil Corp. was a strictly domestic manufacturer of ma-
terials handling systems, mostly for the steel industry. As a result, says President
Karl A. Plamer, it was faced with sluggish sales prospects in a slow-growing
market, and it was also exposed to fluctuations of the capital investment cycle.

To offset that, l'amer six years ago adopted a multi-pronged export strategy.
lie decided to seek sales in the world's biggest market arnas, including the
Soviet bloc, despite apparent political obstacles. As part of te strategy, Cleve-
land Crane began to offer complete turnkey systems by farming out some of
the manufacturing. Painer also decided that Cleveland Crane itself would do the
expanded engineering required by turnkey projects, since engineering is more
profitable than manufacturing.

The strategy, partly as a result of sizable contracts in the Soviet Union, has
helped push Cleveland Crane's sales up from $17 million to between $40 million
and $45 million last year, Pamer says, although McNeil does not break out exact
figures.

Panier began making sa' s trips to the Soviet Union in 1971 but took two years
to land contracts for installations at Russia's huge Kama truck plant. Later,
I'amer says, the supplier-customer rapport he had established with the Soviets
helped him get payment in cash for materials handling systems at the Che-
lioksary tractor plant after the U.S. cut off Export-Import Bank credits to the
Russians. The Soviet contracts have been a major factor in pushing Cleveland
Crane's exports from zero to an average 20% to 25% of total revenues. Now,
following a trip to China a year ago, Pamer expects to return with other Cleve-
land Crane executives in July. After that meeting, Pamer says, lie might not
hear from the Chinese for another two years, but the payoff, if it comes, is likely
to be a big contract.

Like other successful U.S. exporters, particularly of capital goods, Pamer
emphasizes that willingness to invest management time as well as money is
the key. "The average American company will shy away from putting enough
capital in front of an export sale," lie says. "Sales trips and application engi-
neering can be very expensive," he adds. "But you need fore front money-along
with tremendous persistence."

INGERSOLL-RAND'S SECRET OF SUCCESS

"You can't do business out of an empty wagon," says William I. Wearly, chair-
man of Ingersoll-Rand Co., a maker of equipment for mining, construction, oil
and gas production, and industrial use. "In the export field, you have to have
your service organization over there, and at least the standard products on the
shelf."
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For Ingersoll-Rand, based in Woodcllff Lake, New Jersey, having products
"Oil the shelf" overseas means stocking foreign warehouses with items such as
compressors and compactors carrying price tags up to $50,000 and water-well
drillers that sell for as much as $200,000 apiece. Last year the company exported
$40 million worth of goods out of total worldwide sales of $2.1 billion-a 20%
export ratio that is high for an American company.

I-R's foreign marketing strategy is shaped by the necessity of investing
heavily in foreign sales and service organizations to support exports from the
U.S. as well as production abroad, which accounted for an additional $366 million
in 19077 sales. In France, for example, I-R's subsidiary has 405 employees, many
of them specialists, selling and servicing its products even though the company
does no manufacturing there.

('Yostly rcccit'ablc.-"We need about $1 of assets overseas for every $1 of sales,"
\W'early says. "And the big money we tie up is in inventories and accounts recelv-
able." Thus, of I-R's total assets of $723 million outside the U.S. last year, inven-
tories and receivables accounted for $561 million, or nearly 80%. The receivables,
in particular, are what boost the cost of exporting compared with domestic sales
for I-R as well as for other U.S. capital goods makers. In Europe and in foreign
countries elsewhere, explains David C. Garflel.d, I-ft's vice-chairman, customers
take three to nine months to pay, compared with six to eight weeks in the U.S.
That is one of the asymmetries in international trade that favor the flow of for-
eign goods into the U.S. market while making it more costly for U.S. companies to
export.

Garfiehl is chairmann of the Special Committee for U.S. Exports, a group of
1.200 companies that is lobbying to retain the domestic international. sales corpo-
rations ()IS('s ) that the Carter Administration proposes to phase out. I-R has
$4 7.7 million of tax-deferred earnings accumulated in its DISC, invested entirely
in export inventories and receivables. If the DISC were abolished, Garfield says,
'we wvoul have to cut inventories and receivables so the money would be avail-
able to pay American taxes." lie adds: "It would be clearly counterproductive."

('Complri' fl g(10(eCt.-Estllishnint of the DISC system in 1971, and the
initial dollar devaluation under the Smithsonian Agreement, coincided with a
push by Wearly to boost I-ft's exports, which had fallen to 45% of tile company's
total fon,ign sales. Exports jumped from $131 million in 1971 to $436 million in
19711-wvhich represented 56% of total foreign sales-before dropping somewhat
last year under the impact of tie economic slowdown abroad. In I-R's corporate
setup, on international executive vice-president llans the sourcing of produc-
tion from U.S. plants, with authority that cuts across the responsibilities of
three other extvutive vice-presidents wvho are ill charge of standard products,
engineered products. and components, respectively. "This is a complex thing to
administer," says Wearly. "You have two different managements and many
countries to deal with."

Part of I-11's export success \X'early attributes to the use of foreign producing
sut bsidiaries, which make a limited number of products locally, as the "cutting
edge" for larger exports from the I'S. For example. I-11 has had a manufac-
turing plant in South Africa since WNM, but 80% of the goods it sells there are
made in the V.S. "You need a presence, the customers want to see that you are
there," lie says. "It gives the customers a sense of permanence."

APPENDIX A

CHARTS COMPARING ExPORT INCENTIVES OFFERED BY TilE U.S. AND
FOREIGN COUNTRIES

('hart I. Description of Tax Incentives for Exports.
Chart II. 1 description of Nontax Incentives for Exports.

NoTr.--Prepared in 1975 and 1976 from various sources including counsel and
accountants in some countries and published sources in all. Since published
sources cannot be fully current, there may be some changes not recorded.



TAX INCENTIVES FOR EXPORTS

Australia New Zealand

Taxation of foreign branch

Taxation of foreign sub-
sidiarnes.

Dedutibility of forejgn
branch losses.

Taxation of foreign source
dividends.

Fully taxed at usual rate Exemption of % of income Exempt except if has not Fully taxed at usual rate Taxable at usual rate (effec- Fully taxable at usual rate
(progressive rates from (effective tax rate of 17.4 been taxed abroad (tax (tax rates are from 20 tive tax rate of 52 percent). (46 percent). Foreign tax
30 to 55 percent). Deduc- percent). rates from 47.5 to 50 to 45 percent). Foreign Favorable foreign tax credit
tion for foreign taxes percent). tax credit credit system.
paid. Foreign tax credit
upon application.

None. No subpart F income None. No subpart F income None. No subpart F income None. No subpart F income None. No subpart F income Yes, but under conditions
equivalent equivalent equivalent. equivalent equivalent less strlnlW than under

subpart F income.
Fully deductible --------- Fully deductible ---------- Fully deductible ---------- Fully deductible ---------- Fully deductible ---------- Fully deductible.

Exempt if at least 25 per- Excempt if at least 25 per- Exempt in practice --------- Exempt --------------- Fully taxed at usual rate. Exempt when foreign sub-
cent control. cent control. One-third Direct and deemed paid sidiary is controlled (50

taxable in other cases, foreign tax credit percent). Partial exemp-
bon from 1976. Foreign
tax credit

Special deferrals of taxable Investment reserves ----- None --------------------------------------------- None ------------------- Income may be deferred Mone.
domestic income, for: overseas market

development; overseas
investment 1oees: for-
eign exchange losses.

Specific export tax incen- 10 percent writeoff with None ---------------- Deductions and rebates for Deduction of 150 percent of Reserves for overseas mar- None.
tives. respect to acquisition of export market develop- the cost of export related ket development-de-

shires in certain foreign ment expenses. expenditures. Deduction diction of overseas in-
entitie. Custom free of an %mount related to vestments; reserves for
zones, increased export sales- foreign exchange losses;

special deductions for
certain overseas trans-
actions.

Intercompany pricing rules -------------------------------------------------------------------------------------------------------- Favorable treatment for
exporting companies.

Border tax adjustments VAT (rate 16 percent) zero None ---------------- None ---------------- None ---------------- None ---------------- None.
(VAT). rate on exports.

Tax incentive indirectly Accelerated depreciation Reduced tax rate or exemp- None ------------------------------------ None ------------------- Tax reduction for mniufac-
ieefiling exports. or tax-exempt invest- tion from taxation for in- turin Income. Acceler-

ment reserve. troduction of new prod- ated deprclatio. lnest-
ud or processes. Accel- meant tax credit
orated depreciation.

to

Austria Portugal Japan Canada

1k
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Belgium France Germany Italy Luxembourg

Taxation of foreign branch YL the usual rate (48 per-
income, cent).

Taxation of foreign sub-
sidiaries.

Deductibility of foreign
branch losses.

Taxation of foreign source
dividends.

Special deferrals of taxable
domestic income.

Specific export tax incen-
tives.

Intercompany p: icing rules

Border Tax adjustments
(VAT).

Tax incentives indirectly
benefiting exports.

None. No subpart F income
equivalent.

Fully deductible even
though foreign income is
exempt under tax treaty.

Permanent participation
(held for more than 1
year); 95 percent exclu-
sion plus 5 percent tax
credit. Non permanent
participation: 15 percent
tax credit.

None ------------------

N one .. . ........ . ------

Will provide assurances on
allocation in certain cases.
Historically generous to
exporters.

VAT (18 percent rate) up to
25 percent for luxury
items. Zero rate on ex-
ports.

Accelerated depreciation:'
exemption from real
estate tax; reduced in-
come tax rate on certain
reinvested profits.4

Exempts (corporate tax Normal tax rate (51 per-
rate is 50 percent). cent) plus foreign tax

credit or, in certain cases
imposition of a flat S
percent tax rate.

None except if election is Yes, but under conditions
made. No subpart F in- less stringent than the
come equivalent. U.S. subpart F provision.

Not deductible I ---------- Fully deductible even
though foreign income is
exempt under tax treaty.4

95 percent exclusion if Fully taxed at usual rate.
French company owns 10 Foreign tax credit and
percent or more of the deemed paid foreign tax
stock. credit under certain

circumstances.

Income may be deferred Income may be deferred_
for-losses of certain for-losses of foreign
foreign business--cost of branches whose income
investment in certain is tax exempt-losses of
business in LDC's-ex- foreign subsidiaries-
port credit extended to profits realized upon an
foreign buyer. exchange of property for

stock of a foreign cor-
poration.

Joint export programs- None .................
Election to compute in-
come on a worldwide
basis-All special defer-
rals-Exclusion from the
"inflation levy".

As a general rule, not en- Usually enforced although
forced against exporters. relaxation may be grant-

ed in special circum-
stances.

VAT (20 percent rate) up to VAT (I1 percent rate). Zero
33 percent for luxury rate on exports.
items. Zero rate on ex-
ports.

Accelerated depreciation; Accelerated depreciation;
exemption from local reduction of corporate tax
business tax; reduction rate and VAT rates.&
of registration taxes.'

Taxed at usual rate (35 per-cent). Foreign tax credit

None. No subpart F income
equivalent

Fully deductible ..........

Exemption on 50 percent ofincome (progressive tax
rate from 20 to 40 per-
cent). Foreign taxes de-
ductible.

None. No subpart F inocme
equivalenL

Fully taxed at usual rate. 50 percent exclusion if atForeign tax credit. least 25 percent control.
Total exemption for hold-
ing companies. Foreign
taxes deductible.

VAT (12 percent up to 3narcent for luxury items]

Netherlands

Taxed at usual rate. Favor-able foreign tax credit
system.

None .No subpart F income
equivalent.

Fully deductible.

Exempt in majority of cases.

- None -------------- None.

* None . Tax credit for withholding
tax on interest and royal-
ties paid by residents in
certain nontreaty LDC's.

--------- -------------- Usually enforced but special
agreement used. May be
negotiated with the tax
auorities.

10 VAT (rate 10 percent). Zero VAT (16 percent rate). Zero
. rate on exports, rate on exports.

lro rate onexportL
Tax exprnption or reduction Investment credit from 3 to

for financial or govern- 9 percent of cost of car-
ment-owned companies.& tamn capital assets.

Accelerated depreciationAIn eient tax credit from
8 to 16 percent of cost of
certain capital assets.



TAX INCENTIVES FOR EXPORTS-CONTINUED

U.K. Ireland Denmark Norway

Taxation of foreign branch
income.

Taxation of foreign sub-
sidiaries.

Deductibility of foreign
branch losses.

Taxation of foreign source
dividends.

Special deferrals of taxable
domestic income.

Specific export tax incen-
tives.

Intercompany pricing rules-

Border tax adjustments
(VAT).

Tax incentives indirectly
benefiting exports.

Taxable at usual rate (52 Taxable at usual rate. Taxed at half the usuzl rate Exemption on 50 percent of Taxed at usual rate (effec- Fully taxable at usual rate

percent). Foreign tax (Average rate 50 per- (t' of 31 percent). For- income (rate is 2S.5 per- tive income tax rate is 54 (48 percent). Foreign tax

credit- cent). Deduction for for- eign tax credit cent). percent). Foreign tax credit.

eign taxes paid. credit

None. No subpart F income None. No subpart F income None. No subpart F income None. No subpart F income None. No subpart F income Yes, under subpart F pro-

equivalent equivalent equivalent. equivalent equivalent visions.

Fully deductible. Deduct- Fully deductible ---------- Fully deductible --------------------------------- Fully deductible --------- Fully deductible.

ible against foreign source
business income only
when carried over to fol-
lowing years.

Fully taxed at usual rate. Fully taxel at usual rate.. Fully taxel st usual rata. Half-exes';t it at least 9S Fully taxed at usual rate. Fully taxed at usual rate.

Direct and deemed paid Deemed paid foreign percent control. Foreign tax credit Oiiect and deemed paid

foreign tax credit. tax credit, foreign tax credit.

None ------------------------------------ None ---------------- Tax free reserves deduc---------------------About 25 percent of taxable
tible. income may be deferred

under the DISC provisions.

Deduction of business en- Exemption from corporate ------------------------- Tax free reserves deduc- Additional deduction for None. aside from DISC.

teitainment expenses taxes on profits attribut- tible. interest charged on ex-

connected with export able to exports of goods port credit.

activities, produced in Ireland.-Not actively used - Strictly enforced, including

Not actively used ---------------------------------------------------------------------------------------- 
against export industry.

Important cases against
exporters pending.

VAT (8 percent rate up to VAT (19.5 percent up to 36.5 VAT (15 percent rate). Zero VAT (20 percent rate). Zero None ----------------- None at Federal level.

25 percent for luxury percent for luxury teams . rate on exports. rate on exports.
items). Zero rate on ex- Zero rate on exports.
ports.

Favorable rates of deprecia- Acclerated depreciation I_. Tax-free investment re- Accelerated depreciation. Acclerated depreciation _ Accelerated depreciation. In

tion.' serves constituted by 20 Tax-tree reserves de- vestment tax credit (10
percent of annual profits. ductible., percent).

issolved after 10 years.'

Most of the tax incentives are granted in connection with industrial and regional development. 4 When the income has not been taxed abroad, the amount deducted for foreign losses must be
Foreign branch income is taxable at usual rate if the French company elects to be taxed on a put back into income after a number of years.

w2 oide or consolidated bsis. c Most of the tax incentives are granted in connection with industrial and regional development

a Losses of foreign branches are deductible when the domestic company elects to be taxed on a
worldwide or consolidated basis.

Sweden United States
Sweden United States

a



NONTAX INCENTIVES FOR EXPORTS

N . . I- japn Canada

Nontax incentives indirectly Investment allowances' - ----
benefiting exports.

Financing assistance_ . Guarantees for medium- .
term credits. Rate of in-
terest is 7 percent.

Insurance assistance -

Nontax incentives indirectly
benefiting exports.

Financing assistance.....

Insurance assistance ----

AusCraalah,,r

None- _ _

Direct loans for medium-term sales. Long-term
credits at preferential
rates (from 7.5 to 8.75
percent). Financing of
contract value from 49
to 64 percent. Mixed
credits.

Are insured: productionrisks; commercial risks;
political risks; currency
fluctuations, loss of for-
eign investment- Risks
are covered fiom 60 to
80 percent.

Belgium France Germany Italy Luxembourg Netherlands

Interest subsidies. Invest- Grants. Investment sub- Grants
2 
------. Capital grants. Long- and Grants. Loans. Guarantees

2 - Investment subsidies. In-

ment subsidies.
2  sides

2  medium-term loans by terest subsidies.2
specialized aiovernment

Discount at low rates. In-
terest rebates on export
credit. Subsidized medi-
um term export financing.
Average rate borne by
exporters is 9 percent.
Financing of up to 90
percent of contract value.

Are insured: Commercial
risks; political risks; cur-
rency fluctuations. Risks
covered from 80 to 100
percent.

Discount at low rates. Long-term loans at 7.5-percent
rate, to both suppliers or
buyers. financing of up
to 100 percent of contract
value. Mixcd credits.

Are insured: Production
risks; commercial risks;
political risks; currency
fluctuations; market de-
velopment; exhibition ex-

enses; inflation risks.
isks are covered from

80 to 100 percent

Discount at low rates. Guar-antees. Long-term credits
to both suppliers or
buyers. Preferential rates
of 10 percent. Financing
of up to 80 percent of
contract value. Mixed
credits.

Are insured: Production
risks; commercial risks;
political risks; currency
fluctuations; inflation
risks. Risks are covered
from 80 to 100 percent.

institutionsDiscount at low rates. In-
terest subsidies. Long-
term loans at 8.95-percent
rate to both suppliers and
buyers. Financing of up
to 100 percent of contract
value.

Are insured: Commercial
risks; political risks; cur-
rency fluctuations; infla-
tion risks. Risks are 90-
percent covered-

0

Discount at low rates. Guar-antees. Subsidized medi-
um- and long-term export
credits. Average interest
rate borne by exporters is
9.5 percent. Financing of
up to 90 percent of con-
tract value.

Are insured: Commercial
risks; political risks, cur-
rency fluctuations. Insur-
ance usually covers from
75 to 100 percent of the
risks.

Austria Portugal

_ Cash grants.'



NONTAX INCENTIVES FOR EXPORTS-CONTINUED

U.K. Ireland Denmark Norway Sweden United States

Nontax incentives indirectly
benefiting exports.

Financing assistance --------

Insurance assistance --------

Grants. Investment sub-
sidies. Interest subsi-
dies., Employment
subsidies.3

Guarantees. Interest rate
subsidies. Portofolho
refinancing. Support
jr .,ited on a supplier
and buyer basis. Inter-
est rate borne by bor-
rowers: 7.8 percent.
Financing of up to t00
percent of Contract
value. Mixed credits.

- Are insured: commercial
risks; political risks;
production iisks; infla-
tion risks; currency
fluctuations. Perform-
ance bonds. Risks are
covered up to 100 per-
cenL

Investment allowances. Loans. Cash grants I ------.-------------------- Investment allowances None. except limited agri-Training grants. Loan Loan guarantees. cultural subsidies.guarxntees.i

Guarantees. Medium-term
loans at preferential rates
(8 percent). Financing of
up to 80 percent of con-
tr act value.

Are insured: Production
risks; commercial risks;
political risks; currency
fluctuations. Risks are
covered up to 100 per-
cent.

Guarantees. Financingofup ----------------------- Medium-and long-term fi-
to 90 percent of contract nancing at 2 or 3 percent
value. Interest rate is 8.5 above discount rate. Fr-
percent after 1st year. nancing of up to 100 per-

cent of contract value.

Are insured: Commercial ---
risks; political risks, cur-
rency fluctuations. Risks
are covered from 65 to 90
percent.

------------------- Are insured: Commercial
risks; political risks; cur-
rency fluctuations; infla-
tion risks. Riiks are
covered up to 90 percent

Discount at medium rates
Guarantees. Long-term es-
r it credit financing at in-
erest rates from 8.25 to

9.5 percent. No mixed
credits. Financing of 30 to
55 percent of contract
value.

Are insured: Commercial
risks; exhibition expenses;
political risks. Risks are
covered up to 95 percent.

0

I Most of the nontax incentives are granted in connection with industrial and regional development.
2 Most of the nontax Incentives are granted in connection with industrial and regional develop inent. In Belgium, Interest subsidies are granted for the purpose of Investment throughout thecountry and not only In depressed areas.
C Granted in order to encourage employers to retain employees.

A
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[From the Journal of Commerce, Apr. 5, 1978]

DESPITE ANNOVNCEZ) POLICY JAPANESE EXPORT EXPANSION SEEN

ToKYO.-1Despite the massive appreciation (32.1 percent) of the Japanese
currency against the American dollar over the lest 15 months and an announced
government policy to somehow curtail exports, shipments of Jalmnese merchan-
dise to overseas markets way actually expand by between 5 and 10 percent this
year.

This is the belief of a growing number of private Japanese economists who
point to the strong cost competitiveness of the country's manufactured products
and the continued sluggish demand in Japan's domestic market.

This view appeared Tuesday to be supported by a joint announcement of the
finance ministry and the 3aink of Japan which said that an official indicator re-
vealed that the nation's exports are increasing sharply.

HISTORIC HI1G11

In the joint statement, the ministry and the central bank explained that export
letters of credit received last month reached an all-time historic high of approxi-
nmately $6.6 billion at the current exchange rate. This is a jump of 8 percent comi-
pared with March of 1977.

Even after applying seasonal adjustments, it was disclosed, the figure for
March represented a climb of 6 percent over the previous month. Exports on a
letter of credit basis usually are a dependable barometer of trends for several
months ahead.

Among the individual items which showed particularly heavy gains in March
letters of credit, ac-cording to the announcement, were automobiles-up a mas-
sive 77 percent for the United States market alom-and general machinery.

Examining the letters of credit, officials of the ministry and the bank di-,")v-
ered that exports to the U.S. and the countries of Asia in March expanded by
21 percent in the case of the former and 13 percent in the latter,

The announcement said that, in dollar terms, March export from Japan on a
letter of credit basis totaled $624 billion. This was an increase of 30.6 percent
when compared with the same figures for the same month last year.

NO SURPRISE

It came as no surprise, therefore, when Japanese banking officials spoke out
in favor of goverrnental emergency restraints on future exports if such ship-
ments continue to climb. The bankers are worried that as long as Japanese ex-
ports expand there will be no way to prevent the yen from rising in value against
the American dollar.

A number of prolinient Japanese banking executives feel that the nation's ex-
porters are hurrying up their shipments to foreign markets in anticipation of
further drastic appreciation of Japan's currency against the dollar.

Although there has lpei some increase in the dollar-quoted export prices of
Japanese products in recent months, the newly announced pricetags usually re-

-main considerably under the extent of yen appreciation.
Many of Japan's exporting corporations have managed this by slashing profit

margins and forcing financially hard-pressed sub-contractors to lower their
delivery prices.

Also playing an important part in this proce., quite obviously, Is the recent
Iml)rovenlent in the conditions surrounding Japan's export industries. Interest
burdens of the companies involved have been reduced as a result of the steady
slashes in the oficial discount rate--now the lowest In Japan's history-the
unusually stable trend In the nation's wholesale prices, and the slowing down of
wage increases in recent years.

PRODUcTION 08T8

All these factors combined doubtless have worked to hold the costs of produc-
tion for Japan's manufacturing industries comparatively low. This Is especially
true of the country's technology-intensive industries, such as automobile manu-
facturing and the electric and electronics fields.

It should be pointed out as well that each sharp appreciation of the yen the
cost of Imported fuels, raw materials and other Items necessary for manufactur-
ing have fallen at least to some degree.
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As a result of the general situation, however, many Japanese manufactured
products are believed to be exported on more favorable terms than when sold
m the country's own domestic market. It is believed, for example, that these
include pas-senger cars, small trucks, motorcycles, citizen band radios, tape
recorders, stereo equipment, color television receivers and microwave ovens.

MORE EXPORTS URGED

The president of a giant Japanese trading firm urged the United States Tues-
day to step up efforts "to export more to Japan" to correct the giant trade imbal-
ance between the two countries.

Yoshizo Ikeda, president of Mitsui and Co. and head of a recent import pro-
motion mission to the United States, said at a luncheon at the Japanese National
Press Club:

"We now have pitched the ball and it's your (America's) turn to hit it."
Mr. Ikeda .aid many American businesmen tend to look at the Japanese

market "in the short-term perspective.
-Many of then come to Japan and if they see no immediate profits, they simply

pull out in a few years, blaming their failure on tariff barriers."
The 102-meimiber mission headed by Mr. Ikeda concluded $1.95 billion worth of

inimo rt cont racts during its tour of the United States March 2-17.
Mr. Ikeda said ima.ssive crude oil imports are a major cause of the U.S. trade

deficit, which reached a monthly record of $4.52 billion in February.
lie said recent U.S. corporate charges of dumping Japanese products on U.S.

markets were unreasonable and that Japanese goods like color television sets,
autoniolbiles and watches are poi),lar in the United States "simply because they
are efficient and competitive."

[From the Washington Post, Apr. 5, 19781

VYING WITH "PRANCE, INc."

(Rowland Evans and Robert Novak)

lEastern Airlines plans to sign the purchase agreement this week for 23 Euro-
pean wide-bodied airliners, a deal that not only delivers another stunning blow
to the American dollar but also raises serious questions of U.S. industrial sur-
vival in the world of subsidized foreign exports.

The A3(10 airbus is an excellent plane, but that's not why Eastern is buying
it. Airhus Indu.trie. a Western European combine, made an offer that Eastern
Chairman Prank Bormnann could not refuse. The price was right because Air-
bus. !n'distrie is subsidized by the French government, one of its principal owners.

Although the Europeans cannot match the Americans in cost-efficient produc-
tion (if conimercial airliners, they are spoon-fed government funds to compete in
the world market. In the case of the Eastern Airlines deal, the French taxpayer
enables planes to be sold far below co.st. What makes that dangerous for the
Ilnithd States-and the dollar-is its threat to aerospace exports, one of the
last places where Uncle Sam still k(eps his head above water In International
trade.

This is not the ancient conflict between free trade and protectionism. Rather,
the model of Jipan, Inc., Is being duplicated in Western Europe (France, Inc., in
the airbus deal). Here Is a neomercantilist system against which American com-
panies are helpless playing by Adam Smith's rules.

Typically, this overpowering problem has not been addressed at policymaking
levels of the ('arter administration. But almost by accident, it Is coming to the
attention of worried congressmen. A warning slgnal was sounded at a House
Banking subcommittee hearing March 17 by J. B. L. Pierce. treasurer of the
Boeing Company : "We can compete with Airbus and the oilier European aircraft
manufacturers on cost and technical merits, but we cannot compete with the
national treasuries of France and Germany and other Europlean countries."

Rep. Jim Leach of Iowa, a M5-year-old freshman Republican with no aerospace
interests In his district, took notice. That very day, Leach wrote the subcommit-
tee chairman, Rep. Steph(-n Neal of North Carolina, urging a close look at East-
ern's French connection: "We could be witnessing the emergence of a kind of
international trade warfare that has nothing to do with economic competition,
but rather with the skill of Individual governments to establish reverse trade
barriers."
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Ieach, Neal and other congressmen want to see the fine print of the Eastern
deal-a closely guarded secret up to this point. Apart from details, however, the
subsidy for each A300 in the Eastern package is estimated at $10 million.

Tie French subsidy system is revealed by a 1976 French parliamentary report.
The government "loan" of $366 million overs half of airbus production, with
repayment indefinitely halted at $2.5 million, or 0.7 percent. The report vigorously
argues that France's aircraft industry "must be supported by the government."

While Boeing fired the warning signal on Capitol Hill, Lockheed Corporation
faces more immediate damage. Eastern's new A300s will replace Lockheed
1.1011 jetliners, which will then go on the used-plane market. But tile airbus also
competes with the Boeing 747 and the McDonnell-Douglas DC10. Those three
companies can and do offer subsidy plums to buyers, but cannot afford the French
government's juicy level.

Those A300s for Eastern are just the beginning. Similar subsidized deals with
Allegheny and PSA (Pacific Southwest Airlines) are in the talking stage. What's
more, airbus sales to U.S. carriers are the breakthrough for cutthroat competi-
tion against the Americans, with Japan the next target. "The Europeans are
pulling out 11 the stops to win sales in Japan," Aerospace Daily reported last
week. "Aside from normal commercial representation, the governments involved
are applying strong pressure on the Japanese government."

Tihe stakes are high. Last year's U.s. aerospace exports totaled $7.6 billion
against $732 million in imp)rts. For coninercial aircraft, the export surplus was
$2.5 billion in 1977 (down from $3.1 billion in 1976). Considering the record U.S.
trade deficit and its ruinous effect on the dollar, that bulge in commercial air-
craft is one the United State- cannot afford to surrender.

Unlike textiles, electronics or even steel, this is not a case of foreign produc-
tivity and ingenuity outstripping the sluggish Yankees. Tile Americans can still
make jetliners more efficiently than anybody else. The difference is France, Inc.,
aligned against three private American producers.

While the French emulate the Japanese hard-sell subsidies, U S. policymakers
are occupied in loftier pursuits. At the middle level, officials here say they want
to study the Eastern transaction more closely before doing anything rash. But
the role of Adam Smith does not fit the hard world of neomercantilists, threaten-
ing to cloud a rare American bright spot in world economics.

The C1IAIAN, The committee is recessed subject to the call of the
('hair.

(Thereupon, at 12 :50 p.m., the committee recessed to recon\vene
subject to the call of the Chair.)
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A i'iENIUX A

U.S. TAXATION OF CITIZENS WORKING IN OTHER COUNTRIES:
AN ECONOMIC ANALYSIS

Summary

The combination of changes to section 911 of the Internal Revenue

Code in the Tax Reform Act of 1976 and a recent Tax Court ruling that

certain cost of living allowances are fully taxable has increased

the U.S. tax liabilities of some citizens working abroad, and in some

cases by substantial amounts. The resulting controversy has led to

the delayed implementation of the section 911 revisions, and both

the Senate Finance Committee and the Treasury have proposed changing

the tax provision affecting foreign Americans from an income exclusion

to a cost of living adjustment. This study evaluates the alternative

policies according to the principles of tax neutrality, tax equity,

and the achievement of national economic goals.

The principle of tax neutrality would recommend taxing overseas

workers in such a way that the U.S. tax system provides neither an

inducement nor a discouragement to U.S. workers in deciding whether

to accept employment abroad and to U.S. employers in deciding whether

to employ American workers abroad, This principle requires a tax

adjustment for Americans working in foreign locations with very high

living costs because of the progressive rate structure of the U.S.

tax system. However, to achieve neutrality the tax adjustment for

4
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overseas workers should not be a deduction equal to the foreign cost

of living differential, because such a provision would make a foreign

worker better off than a domestic worker. The tax neutrality concept

requires that a foreign worker's compensation for higher living costs

should be taxed at the effective tax rate which would apply to the

worker ignoring the cost of living compensation. Furthermore, the

adjustment should be made only for the cost of living in excess of

the highest cost locale in the United States.

By this standard all of the present alternative tax treatments

of U.S. citizens living abroad are nonneutral. The prior and present

versions of section 911 are nonneutral because they provide flat

across-the-board allowances to foreign taxpayers which are unrelated

to foreign cost of living differentials. The Senate Finance Committee

proposal (H.R. 9251) is also nonneutral because it provides a separate

tax adjustment for housing costs rather than a single cost of living

adjustment, allows outright deductions of cost of living allowances

rather than applying the appropriate effective tax rate to the allowance

amount, bases the allowances on the average cost of living in the

U.S. rather than on the highest cost of living locale, and also bases

the allowances on an assumed salary of $22,000 rather than on actual

salary. The Administration's proposal is also nonneutral because it

would make no general cost of living adjustment, and its allowances
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for housing costs and travel would not be based on the highest cost

U.S. locale, nor would they be subject to the appropriate effective

tax rate of the taxpayer. Example calculations show that, with the

exception of the present section 911 with regard to upper income tax-

payers in higher cost of living foreign locations, all of the alter-

native policies yield lower U.S. tax liabilities for overseas Americans

than would a neutral tax adjustment. Of the five alternative policies

examined, disallowing any tax adjustment for foreign taxpayers appears

to most closely approximate the tax neutrality result overall, although

the present section 911 produces results closer to the tax neutrality

standard in higher cost foreign locations.

There are two aspects of tax equity which are usually considered:

horizontal equity, or the equal treatment of those in equal circumstances

(generally defined as those with equal incomes), and vertical equity,

which is concerned with how the tax burden is distributed across

income classes. In general, the points regarding tax neutrality also

pertain to the consideration of tax equity. Thus, to avoid discriminating

among taxpayers with equal abilities to pay taxes, any cost of living

adjustment for citizens working abroad should be based on the highest

cost locale within the U.S., and the amount of the deduction should

be subjected to the appropriate effective tax rate. Specifically,

a provision allowing deduction of living costs in excess of average
4
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costs in the U.S. would be unfair to the large number of Americans

who live in areas or cities within the U.S. where the cost of living

is higher than the average. Example calculations and data illustrate

the degree of this inequity with regard to a general cost of living

allowance, and also with regard to specific allowances for housing

costs and travel. With regard to vertical equity considerations,

because citizens working abroad have comparatively high incomes, tax

provisions benefitting them tend to reduce the progressivity of the

U.S. income tax structure.

The alternative tax treatments for overseas Americans are also

evaluated in terms of achieving other economic goals, specifically

in terms of their impact on foreign trade and employment. First,

it must be observed that the relationship between U.S. tax treatment

of citizens working in other countries and the quantity of U.S. ex-

ports is indirect and uncertain. However, even if there were a direct

relationship, a tax subsidy would not have a permanent effect on the

balance of payments because, under a system of flexible exchange rates,

international currency price adjustments will render innefective poli-

cies which attempt to have a long-term impact on a nation's balance

of payments. With regard to employment and unemployment policy goals,

tax subsidies for overseas Americans do not contribute directly to

solving the causes of either cyclical or structural unemployment

27 7 2 7 ( ,B- R
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problems. Even if preferential tax treatment for Americans working

in other countries creates jobs-in the export industries, under a

system of flexible exchange rates this policy will likely accelerate

the decline of import competing industries and lead to less employ-

ment in those sectors. A recent study by the General Accounting Office

performed an econometric analysis to estimate the maximum impact on

U.S. trade and employment which could be anticipated from the 1976

changes in section 911 and calculated that the impacts would be very

small.

An additional argument which has been used in support of sec-

tion 911 is the impact of U.S. taxes on the foreign "competitiveness"

of U.S. industries and workers. However, the standard of tax policy

with respect to business and employee location decisions should be

to achieve neutrality so that tax provisions do not cause distortions

in location decisions unless some clear national purpose is served

by such nonneutralities. As indicated in the analysis, there is no

clear evidence that artificially encouraging Americans to work abroad

through the tax code serves any identifiable national purpose. Therefore,

the resulting increased "competitiveness" of American firms and citizens

in foreign locations appears to be at the expense of other Americans.

AL
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U.S. TAXATION OF CITIZENS WORKING IN OTHER COUNTRIES:
AN ECONOMIC ANALYSIS

I. Introduction

The Tax Reform Act of 1976 amended section 911 of the Internal

Revenue Code to reduce the benefits from allowing certain exclusions of

income earned abroad under the Federal individual income tax. In addition,

the Tax Court has ruled that certain allowances paid by employers on

behalf of employees working abroad, which heretofore had been excluded

from income by some employees, were subject to taxation. These allowances

generally relate to housing, education and travel. The combination of

these changes increased the tax liabilities of some Americans working

abroad, and in some cases by substantial amounts.

As a result of this effect, considerable controversy has been

generated over the issue of the tax treatment of U.S. citizens working

abroad. Americans working abroad and their employers have argued that

more liberal tax treatment is justified because of high costs of living

abroad, particularly for housing, and because of the potential effect of

the tax changes on U.S. foreign trade and investment. Proposals have been

made to return to the pre-1976 version of the law; in fact, the imple-

mentation of the 1976 changes has already been delayed for one year

and may be delayed again. Other proposals have been made to restructure

the allowance from an income exclusion to a cost of living adjustment,

a change which would alter the level of benefits and the distribution
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across different groups of taxpayers. This type of proposal has been

adopted in the Senate Finance Committee and a similar, although more

limited, proposal has been made by the Treasury Department.

Others propose that the present version of the law, reflecting 0

the 1976 changes, be retained, or that no provision at all be made for

lower taxation of Americans abroad. These proposals reflect the view

that reduced taxation of Americans abroad is unfair to taxpayers living

in the United States and that the provision is a nonneutral tax adjust-

ment.

The Treasury Department has estimated the revenue loss from

the version of the law prior to the 1976 changes and Tax Court decisions

at $563 million. The Tax Court changes reduced this amount by $65 mil-

lion to $498 million. The 1976 changes reduced that loss by $318 mil-

lion for a total loss of $180 million. The Senate Finance Committee

bill is estimated to cost $310 million, while the Treasury proposals

would involve a revenue loss of $255 million. Therefore. in aggregate

revenue loss terms, the prior law is the most liberal, followed by the

Senate Finance Committee proposal, the Treasury Department proposal

and the present law, which is the most restrictive.

In response to the legislative issues, the General Accounting

Office prepared a report which focused on the impact of the tax changes

I/ Estimates provided to CRS by the Office of Tax Analysis, U.S. Depart-

ment of the Treasury. All of these revenue loss figures are compared
to full taxation of foreign income and imputed in-kind income.
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1/

on U.S. trade, and the Treasury Department has prepared an extensive
2/

statistical study of the current and proposed revisions of the law.

The present study, while relying in part on the GAO and Treasury studies,

is more general in nature and focuses on evaluation of the alternative

policies according to the basic principles of tax policy: neutrality,

equity, and achievement of national economic goals.

1/ General Accounting Office, Impact on Trade of Changes in Taxation
of U.S. Citizens Employed Overseas, February 21, 1978. Hereafter
referred to as the GAO Report.

2/ U.S. Department of the Treasury, Taxation of Americans Working Over-
seas, Revenue Aspect of Recent Legislative Changes and Proposals,
February, 1978.
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II. Past and Present Law and Current Proposals

There are four ape *fic tax alternatives which must be considered

in an evaluation of U.S. taxation of Americans working in other countries.

Section 911, "Earned Income From Sources Without the United States,"

is the relevant section of the Internal Revenue Code. This section was

amended substantially by the Tax Reform Act of 1976; thus, the first

two tax provisions which necessitate consideration are section 911 prior

to the Tax Reform Act of 1976, and the present section 911. The 1976

amendments to section 911 generated considerable controversy because

they resulted in higher tax bills for many overseas Americans. Because

of the controversy, implementation of the new section 911 was delayed

until January 1, 1977 (the 1976 Tax Reform Act would have made the change

effective January 1, 1976) and may be delayed further. Also, alter-

native tax treatments of Americans working abroad have been proposed.

The two most prominent alternative proposals are the Senate Finance

Committee proposal which the Committee amended into H.R. 9251 and

generally follows the form of S. 2115, introduced by Senator Ribicoff,

and secondly the Administration proposal, presented by Donald-Lubick,

Acting Assistant Secretary of Treasury for Tax Policy, to the Ways and

Means Committee on February 23, 1978. These four alternative tax

treatments of U.S. citizens living in other countries are described

below.
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A. Prior section 911:

U.S. citizens are generally taxed by the United States on their

worldwide income with the allowance of a foreign tax credit for foreign

taxes paid. However, for years prior to 1977, U.S. citizens (other

than employees of the U.S. Government) who were working abroad could

exclude up to $20,000 of income earned during a period in which they

were present in a foreign country for 17 out of 18 months or during

a period in which they were bona fide residents of a foreign country

(sec. 911). In the case of individuals who had been bona fide residents

of foreign countries for three years or more, the exclusion was increased

to $25,000 of earned income. Further income tax savings could be ob-

tained where foreign taxes were paid on the excluded income because

those taxes could be credited against the U.S. tax on any foreign

income above the $20,000 (or $25,000) limits.

Under prior law individuals claiming the standard deduction

were not entitled to claim the foreign tax credit.

B. Present section 911:

The Tax Reform Act of 1976 generally reduces the earned income

exclusion for individuals working abroad to $15,000 per year. However,

1/ The descriptions of the provisions, except for the Administration
proposal, are taken, mostly verbatim, from Proposals for Taxation
of Americans Working Overseas, Prepared for Use by the House Ways
and Means Committee at Hearings on Feburary 23-24, 1978, by the
Staff of the Joint Committee on Taxation.
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the Act retained a $20,000 exclusion for employees of charitable

organizations. In addition, the Act made three modifications in the

computation of the exclusion.

First, the Act provided that any individual entitled to the earned

income exclusion is not to be allowed a foreign tax credit with respect

to foreign taxes allocable to the excluded income.

Second, the Act provided that any additional income derived by

individuals beyond the "ncome eligible for the earned income exclusion

is subject to U.S. tax at the higher rate brackets which would apply

if no exclusion were allowed.

Third, the Act made ineligible for the exclusion any income earned

abroad which is received outside the country in which earned if one

of the purposes of receiving such income outside of the couratry is to

avoid tax in that country.

In addition to the changes made in the computation of the exclu-

sion, the Act provided an election for an individual not to have the

earned income exclusion apply. The election is bindic% for all subse-

quent years and may be revoked only with the consent of the Internal

Revenue Service.

Finally, the Act provided that individuals taking the standard

deduction are to be allowed the foreign tax credit.

Under the 1976 Act as originally enacted, the changes in the

taxation of Americans working abroad would have become effective for
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taxable years beginning in 1976. However, implementation of the new

section 911 in the 1976 Act was delayed for one year by the Tax Reduction

and Simplification Act of 1977. Implementation of the provision would

be further delayed by enactment of H.R. 9251, the Tax Treatment Exten-

sion Act. Thig-bill is presently pending in the Senate. The House

version of the bill would delay effectiveness of the new section 911

for an additional year, until January 1, 1978. The Senate Finance Com-

mittee version of the bill would extend the application of the prior

section 911 until January 1, 1979, and then would change the nature of

the allowances for Americans working abroad to a series of deductions

for "excess" living costs as described below.

C. Senate Finance Committee Proposal:

H.R. 9251 (the Tax Treatment Extension Act) was amended by the

Senate Finance Committee to revise the treatment of income earned abroad.

Special itemized deductions for excess foreign living costs would be

provided in three areas: cost of living, housing, and education. The

deductions would be adjustments to gross income and thus would be

allowed in addition to the standard deduction. The deductions would -

generally be allowed only to the extent that the employer pays directly

or provides reimbursement for the employee's excess cost-of-living,

housing, and education expenses. In addition, employees would be

required to file with their returns an employer certification attesting

to the fact that the reimbursements are in addition to normal compensation.

Specifically, the bill would allow special deductions as follows:
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Cost of living.--The cost-of-living deduction would be limited

to amounts set forth in tables prepared by the IRS showing the excess

of the cost of living (excluding housing and education) in the particu-

lar foreign place over the average cost of living in the U.S. for fam-

ilies of various sizes with an income of $22,000, which will be adjusted

for inflation.

Housing.--The excess housing costs deduction would be limited to

the excess of the mount expended on housing in the foreign place over

an mount representing the housing cost the individual typically would

have incurred if he were working in the U.S. For this purpose, typical

U.S. housing costs are considered to be en amount equal to one-sixth

of the individual's base salary (earned income less excess housing,

cost of living, and educational costs).

Educational expenses.-The deduction for reimbursed educational

expenses would cover the cost of tuition, fees, books, and local trans-

portation for elementary and secondary education of dependent chil-

drent at local American-type schools. Reimbursed expenses for room

and board would be allowed in situations where no local American-type

schools are available.

Charitable employees and employees furnished lodging.--The prin-

cipal exception to these rules involves employees of charitable organi-

zations, employees who reside in camps because of their employment,

and employees who would qualify under section 119 for exclusion of

4



119

CRS - 9

employer-supplied housing (the special deductions are available only

if an election is made not to claim the sec. 119 exclusion). These

employees are required to deduct, in lieu of their actual reimbursed

excess foreign living costs, an amount equal to the average deductions

claimed for cost of living, housing, and education by all other taxpayers

in that foreign place for the previous year (the educational deduction

is limited to the amount actually expended). Appropriate average deduc-

tion tables would be issued by the IRS.

Self-employed and employees of foreign businesses.--Special rules

are also provided for self-employed individuals and employees of foreign

businesses (other than U.S. controlled foreign corporations). Because

employer reimbursements are either not possible or not meaningful in

these situations, the deductions are not limited to employer reimbursements

but rather to the average amount deducted by employees of U.S. companies

for the foreign place for the previous year.

D. Administration Proposal:

The Administration proposal would allow Americans working abroad

three special deductions for costs associated with housing, education,

and home travel. The total amount of the deductions would be limited

to the amount of earned income from foreign sources. The deduction

for housing costs would be nearly identical to the housing deduction

under the Senate Finance Committee proposal. The educational expense
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deduction would also be similar under the Administration proposal to

that in the Finance Committee bill, except that the amount of the deduc-

tion would be limited to $4,000 per student per year, and the Administra-

tion proposal would allow deduction for two round trips per year between

the school and the foreign residence. The transportation deduction,

but not the deduction for other educational costs, would also be available

for college students.

The Administration proposal would not allow an adjustment for

general costs of living. However, it would allow a deduction for one

economy round trip fare every other year for each member of the tax-

payer's family between a foreign post and the taxpayer's residence, or

last place of residence, in the United States.

The Administration's proposal also includes changes in Internal

Revenue Code sections 119 (employer furnished meals or lodging), 217

(moving expenses), and 1034 (sale or exchange of residence) to adapt

these provisions to the special circumstances of overseas Americans.

These changes, primarily affecting the eligibility criteria for the

tax benefits under these sections, are not analyzed in this study.
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III. Evaluation in Terms of Tax Neutrality and Equity

Over the years a number of principles or canons of taxation have

been developed to offer guidance in developing and evaluating tax policy.

As with all such guiding principles, they are primarily ethical and

subjective in nature; they cannot be proved or disproved, but they seem
l/

to have wide a priori appeal.- These principles include concepts such

as the tax system should be simple to administer, simple for taxpayers

to understand and comply with, should cause minimum interferences in

the economy, should raise revenue on an equitable basis, should operate

in a manner consistent with attainment of other goals, for example,

maximizing employment, and real incomes and minimizing inflation, and,

of course, in addition to these other objectives the tax structure should

raise the necessary revenue for the operation of government. One of

the difficulties of policy making is that it is frequently impossible

to satisfy all of these principles simultaneously. For example, a tax

provision designed to be the most equitable may be very complicated,

necessitating some compromise between the competing objectives. None-

theless, the various principles serve as useful abstract 3oals in

1/ The principles are, of course, subject to differing interpretation
and application with regard to specific issues. See, for example,
Karegeorgas, Dionisios, Taxation of Foreign Firms: Discriminative
and Allocative Effects, Public Finance Quarterly, Vol. 1, No. 3,
July 1973, pp. 239-265, which disagrees with the standard applica-
tion of the neutrality principle in taxation of foreign corporate
income.
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designing and evaluating tax policy, and they may be employed in the

study of the taxation of citizens living abroad.

The two taxation principles which would seem to be the most

relevant to this analysis are the principles of tax neutrality and tax

equity. The principle of tax neutrality maintains that the tax system

should be structured to minimize unintended economic effects. Any tax,

of course, will reduce after tax income and thereby affect economic

activity, but tax neutrality counsels avoidance of unintended changes

in relative prices which would induce substitution of one economic activity
1/

for another. The principle of tax equity, of course, prescribes that

the tax system should be fair both horizontally (that is, treating people

in equal circumstances equally) and vertically (i.e., achieving appropriate

relative treatment of those in different circumstances). Obviously,

the concept of horizontal equity provides a more objective (although

not entirely objective) criteria for judgment; regarding vertical equity,

objective analysis can measure impacts but usually cannot offer judg-

ments.

I/ Of course, some tax provisions, such as the investment tax credit,
are intended to change relative prices and induce economic substitu-
tions, in this case to stimulate higher investment in qualifying
assets.
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A. Tax Neutrality

1. The Principle:

The principle of tax neutrality would reco end taxing overseas

workers in such a way that the U.S. tax system provides neither an in-

ducement nor a discouragement to U.S. workers in deciding whether to

accept employment abroad and to U.S. employers in deciding whether to

employ American workers abroad. This principle requires looking at

two aspects of foreign employment: foreign taxes and foreign costs of

living.

The present U.S. tax treatment of citizens living abroad under

section 911 clearly does not achieve neutrality with regard to foreign

taxes (for the moment ignoring foreign living costs) because there are

tax benefits to working in a low tax foreign country. The low taxes

of the foreign host country, combined with the exclusions of section 911,

yield a lower total tax liability than would be experienced by remaining

and working in the United States. Thus, the U.S. tax system provides

an inducement to U.S. workers to accept jobs in low tax foreign countries.

Because of the operation of the foreign tax credit, the U.S. tax system

1/ In this discussion, "low tax" foreign country and "high tax" foreign
country refer to foreign tax systems which produce tax liabilities
lower and higher, respectively, than the U.S. tax system .
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does not provide incentives or disincentives to U.S. workers with regard
1/

to employment in high tax foreign countries.

Examining the neutrality aspects of taxing income of individuals

earned abroad in light of widely varying foreign costs of living is

less straightforward. In the first place, it must be observed that

considering costs of living in a discussion of appropriate treatment

under the U.S. tax code is itself unusual. The U.S. tax system is not

inflation-indexed to account for rising costs of living each year,

nor is the system indexed to account for variation in costs of living

among areas within the United States, though such variation is con-

siderable. In the substantial literature on the taxation of foreign

earned income of corporations there is no suggestion that U.S. taxes

should be lower on income earned in countries where the cost of doing

business is higher. Additionally, the legislative history of section

911 suggests that consideration of foreign costs of living is a relatively

I/ If the concern were the neutrality aspects of the worldwide tax
structure, rather than just the U.S. tax system, attention would
have to be focused on foreign taxes which are higher than U.S. taxes
and thereby discourage foreign employment by U.S. workers in high
tax countries. To achieve worldwide neutrality, such "excess" tax
liabilities would have to be refunded.
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1/

recent issue in the discussion. Nonetheless, considerable attention

has been focused on the high cost of living in foreign countries in the

recent discussions of section 911.

To be strictly consistent with the remainder of the U.S. tax code,

no special tax treatment should be accorded foreign individual income

on the basis of living costs. However, it may be countered that the

variation in living costs abroad is larger than the variation within

the U.S. (see discussion on pages 37 and 38 for evidence of this fact)

and, therefore, the lack of an adjustment for domestic cost of living

variations may not be compelling. The question of whether special treatment

of income earned abroad to adjust for high costs of living can be defended

without also extending such treatment to domestic workers is, thus,

an empirical and judgmental question regarding relative variability

of living costs.

If costs of living abroad are extremely high compared to the U.S.,

the combination of cost of living reimbursement for foreign employees

I/ See Levine, Mel, Section 911: The Foreign Earned Income Exclusion--
Death Blow or Recovery? Taxes--The Tax Magazine, March 1978, pp.
169-178. Apparently the original reason for adopting the predeces-
sor to section 911 in 1926 was to insure that U.S. citizens working
abroad had the same overall tax burden as citizens living in the
U.S. Later reasons for changes in section 911 were to stimulate
U.S. exports and to put U.S. expatriots in a similar tax position
to foreign workers from other countries who enjoy home country tax
benefits. Since the late 1950's the legislative direction has been
toward reducing the benefits available under section 911 to tax
overseas American workers more similarly to domestic workers.

27.727 - 78 - ,
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and the progressive rate structure of the U.S. tax system may suggest

a tax adjustment based on the principle of tax neutrality. The neutrality

concept would require that if, in the absence of tax considerations,

it would cost, say, 50 percent more to employ a U.S. worker in a given

foreign location than in the U.S., then this relative cost differential

should also exist when tax"s are considered. If the tax structure

reduces the differential it would provide an incentive to foreign

employment; if the tax structure increases the differential, it would

discourage working abroad. If no adjustment were made to the tax

liabilities of foreign workers in high cost areas this would increase

the cost differential, and thus discourage employment in such areas,

due to the progressive tax rate structure. This is because the 50 per-

cent higher wages paid by the employer to the foreign worker to compen-

sate for the higher living costs become part of taxable income. This

taxable income will be taxed at higher marginal tax rates under the

progressive tax rate structure. Thus, an employer must increase an

employee's salary by more than 50 percent to leave the employee with
1/

an after tax income which is 50 percent higher. In this sense dis-

allowing an adjustment for high costs of living in foreign locations

may be nonneutral.

Given this consideration, how should an adjustment for foreign

living costs be structured to achieve locational neutrality? Clearly

1/ This statement is. of course, true whether the salary increase is
to compensate for higher foreign living costs or merely to provide
a salary increase. However, the issue of locational neutrality
arises only with the former purpose.
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the adjustment should not be a deduction of an amount equal to the

compensation for higher living costs, because such a procedure would

make the foreign worker better off than the domestic worker. Consider

a domestic worker earning a $20,000 income and paying $5,000 in tax, for

an effective tax rate of 25 percent. A U.S. citizen working abroad in

an area with a 50 percent higher cost of living would require a $30,000

income to have the same real income before taxes. If the $10,000 cost

of living salary adjustment were allowed as a deduction, the foreign

worker would pay only $5,000 in U.S. taxes for an effective tax rate of

16.7 percent ($5,000/$30,000). Thus, the foreign worker's after tax income

is 83.3 percent of his before tax income and the domestic worker's is only

75 percent even though their real before tax incomes are the same. Their

real after tax incomes would be $15,000 for the domestic worker and
1/

$16,666.66 for the foreign worker. As an alternative way of looking at

the relationship, if the foreign employee is allowed to deduct the cost

of living allowance, his employer can pay him a salary in his foreign

location of $27,000 (still assuming a 25 percent effective tax rate

on income after adjustment) and leave the employee with the same real
2/

after tax income. Thus, the tax system would reduce the cost differen-

1/ The foreign worker's after tax income is $25,000, which equals
$16,666.66 in real terms after adjustment for the 50 percent higher
foreign living costs.

2/ The worker's taxable income would be $18,000 ($27,000 x 2/3) pro-
ducing a tax liability of $4,500; his after tax income of $22,500
equals $15,000 in real terms after adjustment for the 50 percent
higher living costs.
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tial to the employer of employing the individual in the foreign location

from a 50 percent higher cost to a 35 percent difference.

2. The Tax Neutrality Standard:

To achieve tax neutrality, i.e., a condition in which the percen-

tage differential in after tax employment costs is equal to the before

tax differential, the compensation for higher living costs should be

taxed at the effective tax rate which would apply to the worker ignoring

the cost of living compensation. Under this system, if the cost of

living in a foreign location is 50 percent higher than in the U.S.,

an American citizen who moves to the locality and receives a 50 percent

higher salary would pay a 50 percent higher U.S. income tax (rather than

more than a 50 percent higher tax in the absence of any adjustment).

Another way of perceiving the system is that whatever a worker's

effective tax rate in the U.S., if he takes a foreign job and is

compensated for the cost of living differential, his effective tax rate

would remain constant. Thus, for example, a U.S. citizen who pays 25

percent of his income in Federal income taxes would still pay 25 percent

of income in U.S. income taxes if he accepted a foreign job with cost
1/

of living compensation. This system would preserve the relative before

tax costs of U.S. versus foreign locations; thus, a location in which

living costs are 50 percent higher, ignoring taxes, would also be 50

percent more expensive when taxes are considered.

1/ Of course, his effective tax rate would increase if his foreign
salary more than compensated for the cost of living differential.
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For illustrative purposes, and for reference in the remainder

of this report, it will be useful to specify the mechanics involved

in a hypothetical tax provision which would allow neutral adjustments for

foreign living costs as described above, This hypothetical tax provi-

sion is offered not as a proposal or recommended policy, but merely

as a specific reference for measuring the neutrality aspects of the

alternative proposals. Such a provision would work as follows:

1. Special deductions from total income would be allowed
foreign taxpayers for the costs of elementary and secondary educa-
tion of dependent children at English language schools. The amount
of the deduction would be the minimum cost associated with attaining
such educational services at each location (which may be zero
in certain English-speaking countries) to include transportation
and room and board in areas where no English-language schools
are available locally. A special deduction is required for educa-
tional expenses because they will generally not be included in -
normal cost of living indices and because public primary and
secondary education is provided free of charge in the U.S.; thus,
a percentage adjustment for costs abroad is unworkable. A special
deduction for educational expenses is also more neutral because the
tax benefit will be conferred only on those who incur the additional
expenses.

2. The Treasury would be responsible for determining each year
the amount by which costs of living in relevant foreign locations
exceed the living costs in the highest cost of living location
in the United States. 1/ Based on these determinations the Treasury
would devise adjustment factors for each foreign location to
be used by taxpayers in determining their "equivalent U.S. income."
For example, if the cost of living in a given foreign location

I/ The approach of most of the cost of living adjustment proposals
is to peg the adjustment to an average cost of living in the
United States. This is clearly inappropriate since the provision
would be nonneutral, inequitable, and inconsistent with regard to
the tax treatment of citizens living within the U.S. who live in
locations of above average living zosts. See further discussion

,of this point in the Equity section below (especially pp. 37-43).



130

CRS - 20

exceeded by 50 percent the highest cost locale in the U.S., the
adjustment factor for that location would be 66 2/3. 1/

3. Foreign taxpayers would multiply their actual adjusted
gross income, after subtraction of any foreign educational expense
deduction,by the Treasury cost of living adjustment factor to
determine their "equivalent U.S. adjusted gross income." Taxpayers
who itemize deductions would also multiply their total itemized
deductions by the cost of living adjustment factor. They would
then compute their U.S. income tax liability based on their
"equivalent U.S. adjused gross income" and adjusted itemized
deductions. Their total U.S. income tax liability would then
be determined by the following formula: 2/

/ income tax based on /Total adjusted gross
Total U.S. equivalent U.S. income after foreign Foreign
income tax adjusted gross income x educational ex- - tax

""equivalent U.S. / pense deduction credit
djusted gross income"

A simple example will serve to illustrate this hypothetical

neutral tax adjustment for foreign living costs. Assume a family of

two adults and a child has an income, earned by one of the adults and

consisting entirely of wages and salary, of $20,000 in the U.S. They

move abroad to assume a foreign job with the same company and are

exactly compensated for their higher living costs. General living costs

are 50 percent higher in their foreign location, and American-type

I/ To be perfectly neutral with regard to cost of living in foreign
locations, the adjustment should also account for locations which
have lower costs of living than the lowest cost of living locale
within the U.S. This adjustment would require an addition to
actual income (rather than a deduction from income) to determine
U.S. tax liability on the basis of an equivalent real income.

2/ This adjustment mechanism would achieve the same thing as indexing
the income tax for the appropriate cost of living adjustment
specific to each foreign location.
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education for the child will cost $2,000; therefore, their income in

the foreign location is $32,000.

Under tax law applicable to calendar year 1977, the family's

U.S. income tax on its $20,000 income earned in the U.S. would be $2,711

(assuming use of the standard deduction and no special deductions or

exemptions). Under the hypothetical neutral tax adjustment provision

outlined above its U.S. tax liability in the foreign location would

be computed as follows:

Total foreign income $32,000
Minus foreign educational expense deduction 2,000
Total adjusted gross income 30,000
Equivalent U.S. adjusted gross income

($30,000 x .66 2/3) 1/ 20,000
U.S. income tax on equivalent U.S. adjusted gross income 2,711
Total U.S. income tax before foreign tax

credit (.13555 x $30,000) 2/ $ 4,066.50

Ignoring the special foreign educational costs, this U.S.

tax liability leaves the family with an after tax income of $25,933.50

($30,000 - $4,066.50). Since this is exactly 1.5 times the family's

after tax income in the U.S. of $17,289 ($20,000 - $2,711), the family

is left with the same after tax real income. Thus, under this system

the U.S. tax structure would introduce no distortion in the relationships

between foreign and domestic costs to a company of employee location,

and relationships between foreign and domestic incomes to employees.

I/ Ignores any difference in the cost of living adjustment due to the
adjustment being pegged to the highest cost of living location in
the U.S.

2/ $2,711 - .13555- 20,o0
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The pre-tax relationships in these quantities would be preserved by

the tax system; the tax structure would offer neither an incentive nor

a disincentive with regard to foreign location of employees.

3. Evaluation of the Alternatives:

Since this hypothetical tax provision would make the U.S. tax

system locationally neutral with regard to both foreign taxes and foreign

living costs, it may be used as a standard for evaluating the neutrality

of other adjustment provisions for overseas Americans. To the extent

that taxes in a given location or under specified circumstances under

another provision would be less than or greater than the hypothetical

neutrality adjustment would suggest, the tax provision would provide

an incentive or disincentive to foreign employment.

The prior and present versions of section 911 outlined in

section II above clearly are not neutral by this standard. Neutrality

requires tax adjustments based on foreign living costs. The past and

present versions of section 911 provide flat across-the-board allowances

to foreign taxpayers which are unrelated to living costs. Thus, these

provisions would make neutral adjustments for foreign living costs only

by chance in isolated circumstances.

The foreign tax provision in H.R. 9251 is also nonneutral by the

above measure, although it may be less arbitrary in impact than the

past and present section 911. In particular it would not bestow bene-

fits on low cost foreign locations as do these provisions.

.5
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H.R. 9251 includes a general cost of living adjustment and two

specialized separate allowances: housing and education for elementary

and secondary students.

It is not clear why housing costs should be adjusted for

separately rather than built into a single cost of living adjustment

as suggested in the hypothetical neutral tax adjustment provision out-

lined above. A separate adjustment could potentially lead to overcom-

pensation for cost of living differentials because the overall cost of

living in a given locale may not be high, but there may be a relatively

higher cost of housing as compared with, say, food or local transporta-

tion. Since there is no penalty in the proposal for a lower cost of

living on non-housing items, an individual could receive a deduction

for housing where the overall cost of living is not higher than--or is

even lower than--the U.S.

However, if separate treatment is desirable for measurement or

administrative reasons, a more neutral provision would allow a deduc-

tion based on the housing cost differential between the foreign location

and the highest cost location within the U.S., and the amount of the

deduction would be taxed at the taxpayer's effective tax rate based on

"equivalent U.S. income." To allow an outright deduction overcompensates

for the higher foreign living cost, as explained above on page 17.

The cost of living adjustment in H.R. 9251 is also nonneutral

because it is based on average cost of living within the U.S. rather
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than the highest cost locale, and because it also does not apply the

taxpayer's effective tax rate based on "equivalent U.S. income" to the

mount of the deduction. These aspects of the provision tend to over-

compensate for foreign living costs. At the same time, however, the

cost of living adjustment is based on an assumed salary of $22,000 rather

than the actual salary. Thus, although the adjustment varies by locale,

it does not vary by income class, and this factor, looked at in isola-

tion, tends to undercompeneate for higher foreign living costs for upper

income people. The result of this variety of circumstances is that the

cost of living adjustment contained in H.R. 9251 has substantial elements

of arbitrariness which, in theory, could overcompensate some individuals
l-

and have the potential for undercompensating others.

An additional observation on the tax neutrality aspects of H.R.

9251 is warranted regarding a provision which is primarily administrative

in nature. With the exception of employees of charitable organizations,

self-employed persons, and employees of foreign corporations (other

than U.S. controlled foreign corporations), the bill would allow deduc-

tions for higher living costs only to the extent that the taxpayer's

employer pays directly or provides reimbursement for the higher costs.

For purposes of tax neutrality, in attempting to minimize locational

incentives or disincentives in the tax system, direct payment or reim-

bursement by the employer is immaterial. The interaction of the higher

I/ In fact, H.R. 9251 would overcompensate in most circumstances
compared to the neutrality standard. See analysis in next subsec-
tion, pp. 27-34.
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foreign living costs and the U.S. progressive income tax are the factors

which necessitate an adjustment to achieve locational neutrality; the

method of compensating for the higher living costs, or whether they

are compensated for, does not affect the appropriate neutrality

adjustment.

"he Administration's proposal would make adjustments for

educational expenses and housing costs similar to those in H.R. 9251,

and, therefore, the comments above regarding H.R. 9251 also apply to

the Administration proposal. The proposal does not include a general

cost of living adjustment for two stated reasons: (1) it would be dif-

ficult to administer because of measurement problems, would lead to

demands for more tax relief, and add complexity to the tax laws; and

(2) a cost of living adjustment for Americans living abroad would be

unfair to taxpayers at home who receive no tax relief for wide variations
i/

in living costs.-

With regard to the first stated reasons, of course, simplicity

is frequently one of the tax policy goals with which the goals of tax

equity and efficiency conflict and, therefore, some policy tradeoffs

are inevitable. It ic correct that administration of a general cost

of living adjustment might be somewhat complicated; however, the other

proposals made by the Treasury also involve complexity. With regard

1/ See statement of Donald C. Lubick, Acting Assistant Secretary for
Tax Policy on Taxation of Americans Working Outside the United States,
before the Committee on Ways and Means, February 23, 1978, p. 7.
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to the second criticism, the element of unfairness (and nonneutrality)

with respect to U.S. residents also applies to the housing cost adjustment

and to the Administration's proposed travel allowance discussed below.

However, under the neutral tax adjustment standard outlined above this

problem does not exist because the basis for adjustment is the highest

cost locale in the United States, rather than average costs.

The Administration proposal would allow a deduction for the cost

of one round trip visit to the most recent place of residence in the

U.S. for each family member every two years (two round trip fares per

year between school and home are also allowed for college students and

pre-college students in boarding schools). This aspect of the proposal

seems inconsistent with the Administration's second reason stated above

for rejecting the general cost of living adjustment, namely that no

such allowance is provided domestic taxpayers even though they may travel

considerable distances to and from their place of employment or schooling

and "home" to visit relatives. In many cases the domestic trips would

cost more than the foreign travel (see discussion on p. 42).

Thus, overall, all of the provisions would result in a nonneutral

allowance for the cost of living abroad. The prior and current versions

of section 911 tend to favor lower cost of living, low tax countries

as compared to the neutral standard and the other proposals. The Senate

Finance proposal would tend to favor high cost of living jurisdictions A
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and particularly those which have high housing costs. The Treasury pro-

posal also favors jurisdictions with high housing costs.

4. Illustrative Examples:

In order to explore these relative effects of the different tax

provisions more fully, a series of hypothetical examples has been prepared.

Table 1 compares tax liabilities under the prior section 911, current

section 911, allowing no benefits, applying the tax neutrality standard

previously described, and the Senate Finance Committee proposal. This

table assumes that housing costs are in line with other costs of living

and, therefore, the Treasury proposal will have no impact. Education

and travel expenses are not considered because of their special nature.

The tables cover income levels equivalent to $25,000, $50,000 and $100,000

for the highest cost U.S. location of Anchorage.

The table covers five countries with varying cost of living

situations: Japan (the highest cost of living area), Frankfurt (which

is also a high cost area), Riyadh, Saudi Arabia (whose cost of living

is approximately the same as Anchorage), Rome (whose cost of living

is lower than Anchorage but higher than the U.S. average) and London

(where the cost of living is relatively close to the U.S. average).

The following results can be gleaned from the table:

(1) Prior section 911 departs most from the neutral standard,

particularly for lower cost of living locations. It provides sub-

stantial tax benefits in every example.



138

CIS - 26

TALE I

W0WPAIRATIV5 U.S. TAR LASILITI I U01.1 P0itIGN TAX CPUWIT UMU
ALTIUMATIVPl PW80AL (ANCI 1lWOOMB a 100) 1/

AacboraSe I cm
Levels $5,0oo $100,000$25,000

!g yo. Jatn (122)

Income level ($30,555)

Effective

($61,111)

affective

($122,222)

Effective
Tax ate (2) Tax lrate (2) Tax Rate (M)

Prior 911 $710 2.3 $6,053 13.2 $33,254 27.2
Current 911 3,383 11.1 14,834 24.3 40,807 33.4
No Provision 2/ 5,630 19.1 17,282 26.3 43,254 35.4
Neutral Stemdrd 5,255 17.2 15,400 25.2 41,311 33.8
Senate Finance
(l.R. 9251) 3/ 3,012 9.9 12,605 20.6 31,504 31.5

Frankfurt, West GerMs (111)

Income Level ($27,777) (55,555) ($111,111)

Effective Effective Effective
Tmu atee (2) Tax Rate (Z) Tax Le (2)

Prior 911 -- 4307 1.1 $6,226 11.2 1z5,323 25.6
Current 911 2,608 9.4 12,473 22.4 34,085 32.5
No Provision 2/ 5,055 18.2 14,920 26.9 3S,532 34.7
Neutral Stadard 4,777 17.2 13,999 25.2 37,555 33.6

(1.1. 92551) 3/ 2,937 10.5 11,378 20.5 34,814 31.3

Kiyadh, Sdi Arabia (101)

Incoee level ($25,250) ($050,500) ($101,000)

Effective ffective Effective
Tax late (1) Tax late (I) Tax late (M)i ~~~~ ~,e~J iiIIz. ... .. .. .ui[ i I

Prior 911
Current 911
No Provision 2/
Neutral Skeadard
Seute Finance

(H.. 9251) 3/

$ 0
1,922
4,369
4,343

2,862

0
7.6

17.3
17.2

4,90JO
10,377
12,624
12,726

V.6
20.5
25.3
25.2

VA4,JX3
31,784
34,235
34,138

31.5
33.9
33.6

11.3 10,282 20.4 31,441 31.1
A
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T 1A I (Coetimed)

sam, Italy (91)

($12,777) (45,555) ($91,111)

Effective Effective Effective
Taxn late (2) Tan Rate (2) Tax &ate (M)

Prier 911 f 0 13,602 Y.9 020,03Z 220
Crrest 911 1,333 6.0 6442 18.5 27,565 30.3
So Previsie 2/ 3,780 16.5 10,669 23.9 30,032 33.0
Ietral tad~rd 3,760 16.5 10,669 23.9 30,032 33.0
Seate lme

(,.1. 9251) 31 2,799 12.3 9.293 20.4 25,165 30.9

Loede. !stld (75)

Iacons level ($181846 ) ($37,777) ($75,555)

Effective Effective Effective
Tam Eats (2) Ta ate (2) Ta Late (2)

Prior l1
Crren 911
no Provisie. 2/
5etral Stsed
Senate Fiamce(B.S. 9251) 3/

00
452

a,98
2,98

2, 6"

0
2.4

15.3
15.3

14.3

91,754
5,671
8,117
6,117

3.Z
15.0
21.5
21.5

113,446
20,943
23,420
23.420

17.5
27-.8

31.0
31.0

7,603 20.7 23,010 30.5

1/ Asemes joint return, two eamptioes, itmised deduction equal to 15 per-
cent of actual lacti. Ike calculatious also ignore the general tax
credit since it would be the same under each alternative sad, therefore,
does Not affect the ralatiosehips. lousing costs are auemd equal
to 16.) percent of lcme (average for U.S.) so that so bmefits
occur under Treasury proposal. Lsns so travel or education eipeses.
EquivaLent indices for U.S. urban average - 100 are:

Amchorage 140
Tokyo 172

Frankfurt 156
Riyadh 142

Sose 125
London 106

(Indices are takes from State Departuent lodar,_.April 1977, Labor Deport-
met Isdex, utim, 1976. State Deprtmeat Index excludes housing.

2/ Squat to Treasury Proposal under assumptions.

3/ Aaies ipleoeutatio of proposal viii index for cost of living
equal to one-half of statutory amunt ($11,000).
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(2) Current section 911 leads to beneficial taxation at the

lower end of the income scale and for lower cost of living jurisdictions

as compared with the Senate Finance Committee proposal which tends

to favor individuals in the higher cost locations. Both current

section 911 and the Senate Finance proposal confer benefits in every

case as compared with the neutral standard.

(3) Overall, a policy of no adjustment provision tends to match

the neutrality standard more closely than any other alternative.

(4) After the no exclusion option, current section 911 tends

to match the neutrality standard most closely at high income levels

where the cost of living is higher than the cost in the highest cost

U.S. locale. The Senate Finance Committee proposal tends to come closer

at lower income levels in lower cost jurisdictions.

Table 2 provides examples for the same income levels and juris-

dictions under the alternative assumption that housing costs are twice

the percentage of income as housing costs in the United States. This

assumption, while somewhat arbitrary, allows analysis of the impact

of the proposals, including the Treasury proposal, in the circumstance

which has generated the most controversy, namely, the situation of

very high foreign housing costs.

The following results can be gleaned from Table 2:

(1) Prior section 911 departs most from the neutral tax standard

for the $25,000 income in every case and for other ir ome levels in

lower cost of living jurisdictions. The Senate Finance Coinittee proposal
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TAILS 2

WOWMAATIVS U.S. TAX
ALTUETWI1

Aftborae lsae
Levels

Lacem level

LIILITIES &TMt F0I3C TAX CREDIT U31
PIOOOSALS ASSUMING 1193 MOUSING O6SW
(Amcborage Icome a 100) 1/

$25,000 $50,000

Tokyo. Japes (152)

($38,210) ($76,267)

$100.000

($152,591)

Affective Effective Effctive
Tax Rite (1) Tea Rate (1) Ta Rate (2)

Prior 911 1Z,035 5.3 $13,736 14.0 46,101 30.3
Cerrest 911 5,6L4 15.2 21,276 27.9 53,714 35.2
No Provision 8,261 21.6 23,723 31.L 54,161 36.8
Neutrel kedard 6,572 17.2 19,219 25.2 51,575 33.8
Senate Fimace
(M.. 9251) 2/ 2,723 7.1 11,492 15.1 36,116 23.7

Treasury ropo-fa1 5,673 15.3 17,355 22.7 43,420 26.5

"aakfirt, West Germimy (144)

Imcme level ($34,743) ($69,429) ($138,972)

affective Effective affective
Tax Rate (2) Ta late (1) Tax Rate (Z)

Prior 911 $1,3U7 4.0 411,040 16.0 40,323 29.1
Carreet 911 4,665 13.4 18,391 26.5 47,926 34.5
no Provieiou 7,112 20.4 20,838 30.0 50,373 36.2
Seutral Staedard 5,975 17.2 17,508 25.2 46,973 33.8
Seite Fifasce

(K.8. 9251) 2/ 2.675 7.7 10,436 15.0 32,724 23.5
Treasury Propoeal 5,093 14.7 15,037 21.6 38,769 27.8

Riyadh, Saudi Arabia (126)

lacose level ($31,581) ($63,163) ($126,325)

Effective Effective Effective
Tax Rite (Z) Tea Rte (2) Tea late (I)

rr!or Wi1
Current 911
160 Provision
Neutral Steadard
Semite Fiftafte

TW.Cr 9251) 2/
Treasury Proposal

0613
3,696
6,143
5,432

z .6
11.7
19.5

17.2

2,625 8.3
4,402 13.9

go, 37v
15,707
18,154
15,917

13.5
24.9
20.7
25.2

W34,775
42,551
4 4.998
42,697

26.0
33.7
35.6
33.8

9,464 15.0 29,543 23.4
12,927 20.5 34,449 27.4

() - - - V
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TAALK 2 (Continued)

me. Italy (114)

($21,451)Income level ($56,978) (113.957)

Effective Effective Effective
Tx Rate (Z) Tax Rate (I) Tax Late (I)

Prior 911 6400 1.4 16,715 11. 129,742 26.0
Current 911 2.792 9.8 13,078 23.0 37,294 32.7
No Proisilom 5.239 16.4 15,526 27.2 39,741 34.9
Ientral stadard 4.894 17.2 14.358 25.2 38,517 33.8
Smstoe Fimance

(I.. 9251) 2/ 2,578 9.1 6,579 15.1 26,452 23.2
Treasury Proposal 3.801 13.4 10.977 19.2 30,227 26.5

London, Etlamd (95)

Income level ($23,625) ($47,250) (94,535)

affective ffective Effective
Tax Rate (Z) Tax Late (".) Tax Late (Z)

rrLor 711
Current 911
no Exclusion
leutral Stamdard
Senate Finance
(E.R. 9251) 2/

Treaenry

IQ
$1,336
3, W2
3,982

U
6.5

16.9
16.9

2,521 10.7
2,919 12.4

54, O3
9,090

11,537
11,537

9.,
19.2
24.4
24.4

4I2 ,147
29,040
31,487
31.487

ZZ.7
30.7
33.3
33.3

7,248 15.3 21,600 22.8
6,181 17.3 23,594 25.0

/ Auese joint return, tvo ezemptions, itemized deductions, equal to 15 per-cost of aictual income . he calculationsaelso ignore the 8esral tax

credit since it would be the same under each alternative and, therefore,
does not affect the rlatioebipa. Mousis costs are assmed to be 33.4
percent of income (twice U.S. averaSe) (assumed no travel or education
expenses). Aquivalest indexes for U.S. urban average a 100 are:

Anchorage 140 Frankfurt 195 Lome 160
Tokyo 214 kiyadh 177 London 132

(Indices recomputed from State Department Inde, April, 1977, Lobor Department
Index, Autumn, 1976.)

2/ A s mes impl mtation of proposal viii index for coat of living equal to
one-half of statutory ount ($11,000).
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departs from the neutral standard mosc for the high cost jurisdictions

and higher income cases. The Treasury proposal results in lover tax

liabilities than prior section 911 in the highest income cases ($100,000

equivalent) in the higher cost jurisdictions.

(2) Prior section 911, the Senate Finance proposal and the

Treasury proposal confer benefits in every case, as compared with the

neutral standard. Current section 911 also confers benefits except

in higher income level, higher cost jurisdictions.

(3) Overall, the no provision alternative comes closest to

the neutrality standard in the lover cost areas, whereas current

section 911 more closely approximates the neutrality standard Tn the

higher cost areas.

While it is difficult to generalize from these examples, they

do suggest certain results. If it were decided to account for greater

variability in foreign living costs by reducing taxation in those juris-

dictions where costs of living were higher than the United States, a

tax neutrality standard has been developed. If this neutrality standard

is not a legislative option, then the closest approximation to it

among the five alternatives examined would be to repeal section 911

and allow no adjustments for Americans living abroad. This result is

substantiated in part by the examples, and also by the fact that the

examples are weighted toward high cost of living locations. If this

option were not adopted, current section 911 appears to come closer
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to the neutrality standard than the other options, especially in the case

of the higher income levels and higher cost of living locations.

In every case examined, prior section 911 and the Senate Finance

Committee proposals confer benefits compared to the tax neutrality standard

and therefore provide an incentive to Americans to work abroad. In general,

the Senate Finance Committee proposal, and the Treasury proposal to

a lesser extent, tend to favor higher income taxpayers. Current section

911 tends to favor lower income taxpayers more than the Finance Committee

and Treasury proposals.

As suggested earlier, the Senate Finance Committee and Treasury

proposals tend to favor upper income individuals in higher cost juris-

dictions as compared to prior and current versions of section 911.

A4
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B. Tax Equity

The second major tax policy principle applicable to an evaluation

of the tax treatment of overseas Americans is that of tax equity. There

are two aspects of tax equity which are generally considered: horizontal

equity, or the equal treatment of those in equal circumstances (generally

defined as those with equal incomes), and vertical equity, which is

concerned with how the tax burden is distributed across income classes.

1. Horizontal Equity:

The basic idea behind the concept of horizontal equity is that

people with equal income and who are equal in other characteristics

deemed relevant (such as family size) have an equal ability to pay

taxes. The decision as to what constitutes a relevant characteristic

is a subjective one; however, the horizontal equity standard tends in

most respects to have a basic intuitive attraction to most people. For

example, family size and income are generally accepted as relevant

characteristics on intuitive grounds, while hair or skin color is

rejected.

Horizontal equity tends in most cases to be consistent with tax

neutrality since it generally suggests that individuals not be taxed

differently due to, among other things, their patterns of consumption

or their choices of investment or employment. Those provisions which

violate horizontal equity standards usually tend to violate tax neutrality

standards as well, although this result is not always the case.
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Whether residence abroad should De considered as a relevant

characteristic for horizontal equity considerations is, of course, a

subjective question. In general, location has not been viewed as a

relevant characteristic in the United States in terms of horizontal

tax equity. Thus, it would seem initially that a person earning an

income abroad should be regarded as having an ability to pay taxes

equal to that of an individual earning the same income in the United

States, a view consistent with fully taxing income earned abroad and

allowing a foreign tax credit. Under this standard, the past and present

versions of section 911 are inconsistent with horizontal equity. In

both cases, they allow substantial tax benefits to individuals living

abroad which are not available to those in equal positions in the United

States. The past version of section 911 allowed tax savings up to a

maximum of $12,500 ($25,000 times the 50 percent maximum tax rate).

The present version provides savings up to approximately $3,000--a saving

noz available to people in the United States with similar real incomes.

There are two arguments which have been advanced to counter this

general view. The first is based on cost of living differentials. The

second suggests that another standard of tax equity, the benefits

received principle should govern, or partially govern, in the case of

income earned abroad.

A
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(a) General Cost of Living Differentials

Location and the differences in cost of living which result from

location choice have generally not been treated as relevant characteris-

tics to the standard of horizontal tax equity in the U.S., and thus a

family of four with an income of $15,000 would pay the same Federal income

tax whether they lived in different States, in urban rather than rural
L/

areas, etc. This approach has obvious administrative advantages, and

adjusting taxable incomes for cost of living differentials within the

United States has never been seriously considered. Arguments have been

made, however, for making such adjustments for those living abroad.

The argument is often made that the variability of cost'of living

abroad is greater than the variability in the United States. Data from

various sources tend to support this argument although they assume that

the "basket of goods" purchased abroad will be the same as that pur-

chased in the-United States. This method of measurement might tend

to increase the apparent cost of living abroad if it includes goods

which are in scarce supply or are expensive because they are imported

(e.g., Western-style housing in Japan). Using this standard, however,

it would appear that there are some very high cost countries and some

I/ Assuming other tax characteristics were the same.
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very low cost ones, and the higher variability of cost-of living argument
I/

cannot be rejected outright.

In general, the points made above regarding tax neutrality also

pertain to the consideration of tax equity. Thus, to avoid discrimina-

ting among taxpayers with equal abilities to pay taxes, any cost of

living adjustment for citizens living abroad should be based on the

highest cost locale within the U.S., and the amount of the deduction

should be subjected to the taxpayer's effective tax rate based on his

'equivalent U.S. income." The latter point was demonstrated by example

above (see page 17). The first point can be illustrated by sample

cost of living adjustment calculations.

A provision allowing deduction of cost of living in excess of

average costs in the U.S. would be unfair to the large number of

Americans who live in areas or cities within the U.S. where the cost

of living is higher than the average. This effect can be substantial

as illustrated by the following paired U.S. and foreign cities where

the cost of living is roughly equal, listed with the deduction which

would be allowed foreign taxpayers under a cost of living adjustment

based on the U.S. average. The comparisons assume an average cost

of living in the U.S. of $22,000, which is the statutory basis for

1/ Based on Washington, D.C. 1 100, costs of living for the nineteen
largest cities in the U.S. vary from 122 to 86 (Department of Labor
Autumn, 1976 Index). Using the same base, costs of living for the
twenty cities in countries with the largest number of Americans working
abroad vary from 165 to 78 (State Department Index, April 1, 1977).
See discussion in the GAO report, op. cit., p. 99.
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determining the cost of living adjustments in H.R. 9251 (although the

deduction will actually be figured in a different manner under the bill

and could be larger or smaller).

DEDUCTION ALLOWED WITH A COST OF LIVING EXCLUSION BASED ON THE
U.S. AVERAGE COST: PAIRED U.S. AND FOREIGN CITIES

Deduction Allowed
Cost of Cost of Foreign Resident
Living Living Not Allowed

Foreign City Index I/ U.S. City Index l/ U.S. Resident 2/

Riyadh, Saudi Arabia 142 Anchorage 140 $9,240
Rome, Italy 128 Honolulu 127 6,160
Hong Kong 125 New York 125 5,500
Tehran, Iran 123 Boston 123 5,060

I/ Based on Department of State Index for April, 1977; Department of
Labor Urban High Budget Index for August, 1978. The foreign indices
exclude housing.

2/ This is the deduction which would result from a straight cost of
living allowance. It is not equivalent to the expected allowance
in H.R. 9251, which is comprised of a general cost of living allowance
relating to consumption outside of housing, plus a separate housing
allowance.

A provision which allows a $5,060 deduction based on cost of living

for a family in Tehran and which does not allow a similar deduction

for a family in Boston with an equal income and facing similar living

costs, or for a similar family in New York, Honolulu or Anchorage where

living costs are even higher, is inconsistent with standards of horizontal

equity.
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To avoid this violation of the horizontal equity standard would

require a cost of living adjustment limited to amounts in excess of the

most expensive place in the United States.

(b) Relief for Specified Extraordinary Expenses

Horizontal equity as practiced in the United States has allowed

tax relief for particular expenses or circumstances whizh are deemed

to involuntarily reduce the ability to pay taxes. Examples of provisions

embodying this principle include the deductions for excess medical expen-

ses and casualty losses. Some proposals for reducing the tax liability

of individuals living abroad are similarly couched in terms of an adjustment

for extraordinary specified expenses or excess financial burden. Examples

are the special deductions included in the Treasury proposal and H.R.

9251 for the "excess" cost of housing abroad, and in the Treasury proposal

for the cost of traveling home.

However, the housing and travel costs experienced by foreign

employees are distinguished from the present hardship deductions for

medical expenses and casualty losses by the fact that foreign employment

and its concomitant expenses are a matter of choice, whereas medical

expenses or casualty losses represent involuntary reductions in ability

to pay taxes. Thus, the sme principles of tax equity are not applicable

to the two categories of expenses.
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Nonetheless, if the decision is made to provide tax relief for

specified extraordinary expenses rather than, or in conjunction with,

a general cost of living-adjustment, two additional points should be

made. First, the mechanism of making separate adjustments for specified

categories of expenses may, itself, fail to provide appropriate cost

of living adjustment when considered on an overall basis. This is clear

in the Treasury proposal which provides adjustments for specified extra-

ordinary expenses but allows no general cost of living adjustment. It

also may be true in some cases under the provisions of H.R. 9251 if a

separate housing cost adjustment leads to larger allowances than would be

suggested if overall living costs are considered. (See discussion on p. 23.)

The second additional point about relief for specified expenses

is, as mentioned above for general allowances: any relief should be

for expenses exceeding the highest levels in the U.S., not average

levels. Relief based on average levels of domestic expenditures would

discriminate against domestic taxpayers. This was demonstrated for a

general cost of living adjustment above; it can also be illustrated

for specific adjustments for housing and foreign travel. There is a

variation among locations in the U.S. in the average percent of a family's

budget spent for housing. According to family budget data from the

Department of Labor, Boston appears to have the highest ratio of average
11

housing cost to income in the U.S. at approximately 22 percent. Thus,

I/ Labor Department Cost of Living Index, August, 1976.
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for example, if an allowance for "excess" housing costs were provided

to overseas Americans based on housing costs exceeding one-sixth of

their incomes, this provision would discriminate against the residents

of Boston by denying them equal treatment despite experiencing similar

extraordinary" expenses. The denied tax benefit would be a deduction

averaging 5 percent of Bostonians' incomes.

Similarly, the allowance of a deduction for the cost of travel

home in the Treasury proposal would-seem to violate the principle of

horizontal equity. This proposal, or some modification of it, would

be less violative of equity principles if the U.S. were small geographi-

cally so that foreign travel almost always involved comparatively high

costs. However, this is not the case. Under the Treasury proposal

a family living and working in Toronto visiting relatives in New York

could deduct the cost of the trip, while a family working in San Francisco

also visiting relatives in New York would receive no such deduction.

Even when overseas travel is involved, the costs do not necessarily

exceed the costs of domestic travel within the U.S. Round trip coach

air fare between Boston and London is $409, Boston to Paris is $409,

and Boston to Bonn is $434; on the other hand, tound trip fare Boston

to San Francisco is $462, Boston to Anchorage is $524, and Boston to
1/

Honolulu is $584. Given the mobility of the American population,

millions of people within the U.S. live and work long distances from

I/ Trip fares provided by Library of Congress Travel Office.

4



153

CRS - 43

their close relatives. Therefore, providing a tax benefit for home travel

for people who choose to work in foreign locations may be especially

difficult to defend against complaints of unfair treatment from Americans

who work far away from "home" but within the U.S.

(c) Taxes as Payments for Benefits Received

The concept of judging the horizontal equity of a tax system

based on the ability to pay taxes is one of the two common approaches

to the equity issue and the one most appropriate to analysis of the

Federal income tax. A second approach to tax equity issues is called

the "benefits received" concept, and measures the equity of tax payments

by comparing the amount of tax payment to the amount of direct benefit

thQ taxpayer receives from government services financed by the taxes. This

concept thus attempts to view taxes as being like prices in the private

sector of the economy, i.e., direct payments for goods and services

received. While this approach to the equity issue has a certain intuitive

appeal, it is obviously limited to the financing of government services

which produce benefits which are primarily direct in nature rather than

social or humanitarian. For example, judging the appropriate level of

taxes to be paid by each taxpayer for support of government services

on the basis of their consumption of the services may be appropriate

when considering fees to pay for public swimming pool usage or gasoline

taxes which are used to finance highways; it is obviously inappropriate
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when considering the financing of welfare payments and inapplicable for

national defense (how are personal benefits measured?).

The argument is occasionally made that individuals living abroad

receive smaller benefits from U.S. Government services than those living

in the United States, and therefore overseas Americans should be exempt

or partially exempt from the Federal income tax. However, no one

seriously argues that the U.S. Federal income tax is based on the bene-

fits received principle of taxation. It is clearly based on the ability

to pay principle because most of the expenditures funded by the income

tax are services which produce primarily social or humanitarian bene-

fits--national defense, income maintenance, general government, foreign

affairs and foreign aid, basic research, natural resource development,

health care, and contributions to culture and arts. All of these expen-

ditures primarily provide general benefits to all Americans rather than

private benefits to specific individuals who could be charged for the

services. Although this issue is obviously more judgmental than others,

there seems no strong reason to argue that American citizens living

abroad do not share in these general benefits.

2. Vertical Equity:

Another equity standard for judging tax policy is that of

vertical equity. Judgment of a tax provision on this ground usually

involves the examination of tax levels by income class. The U.S. tax

system is progressive, based on the notion of ability to pay and
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reflecting the idea that a wealthy individual can afford to pay in

taxes a larger fraction of marginal earnings than a poor individual.

Overall the tax provisions benefitting individuals living abroad

tend to reduce the progressivity of the U.S. income tax structure. This

effect occurs because, by and large, those individuals living abroad

tend to have such higher incomes than those in the United States. According

to a recent Treasury study, 47 percent of the individuals claiming a

deduction for the prior section 911 had adjusted gross incomes of more

than $20,000, as compared with 14 percent in the United States. Taxpayers

4ith incomes of over $50,000 account for 10 percent of section 911 taxpayers

while accounting for only 1 percent of U.S. taxpayers. This study indicates

that 84 percent of the tax benefit under prior section 911 accrued to

individuals earning over $20,000, 65 percent accrued to those with

incomes over $30,000, and 31 percent accrued to those with incomes of

over $50,000. Therefore the bulk of the tax reduction accrues to individuals

in the richest 15 percent of the population.

The 1976 tax increase on overseas Americans which resulted from

the revision of section 911 tended to fall more heavily on high income

individuals; 96 percent of the increased taxes accrued to those earning

over $20,000, 79 percent accrued to those earning over $30,000 and 40

I/ Taxation of Americans Working Overseas, Department of the Treasury,
February 1978. The Treasury study notes that higher salaries abroad
may reflect higher living costs which would mean real income may
be lower than nominal income. However, the reported income levels
are net of in-kind allowances for excess housing, education and
travel, partially offsetting this effect.
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percent accrued to those earning over $50,000. Thus, the current version

of section 911 favors lower income taxpayers relative to the prior version.

It



157

CRS - 47

IV. Effects on Trade and Employment

A. Tax Incidence and Relationship to U.S. Exports

Although the basic policy principles most appropriate for

evaluation of the tax treatment of Americana working in other

countries are neutrality and equity, provisions vhich violate those

standards may still be desirable policies if they achieve some other

beneficial public purposes. The other public purposes most often related

to the taxation of Americans living abroad are the effects of the tax

treatment on international trade and American "copetitiveness"--generally

expressed in terms of seeking employment and balance of payments objec-

tives via increasing exports. However, since the link between the level

of taxation of Americans working abroad and the level of U.S. exports

is somewhat indirect, it is useful to discuss the relationship and the

related issue of the incidence of taxes on overseas Americans.

Tax incidence refers to the final burden of taxes after they

have been shifted among economic agents, e.g., through higher prices,

lover wages, or reduced profits. This shifting process has effects

on economic behavior. For example, if taxes are increased on U.S.

citizens working abroad, the initial burden of those increased taxes

will fall on the employees reducing their after-tax income. This will

diminish the willingness of those employees to work abroad, thus,

reducing the supply and increasing the cost of American workers to

27-727 0 7 ?8 - I i
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foreign employers. In this manner some of the burden of the higher

taxes is shifted to employers.

The process may also occur in another manner. Many U.S. companies

operating abroad have tax protection or tax equalization programs

designed to shelter their employees from any higher taxes associated

with foreign employment. If the employer has such a practice and pays

the employee higher wages folloving a tax increase, the initial burden

of the tax is shifted immediately to the employer. However, if the

resultant increase in employment costs (and decrease in profits) leads

the employer to hire fewer American workers, then the wages paid to

these workers may decline, thus shifting some of the increased tax burden

back onto the employees. The employer may also attempt to pass part

of the tax increase on to customers by raising prices. This will likely

result in reduced sales and output.

Therefore, U.S. tax benefits to citizens working in foreign

countries beyond the treatment which would be suggested by the tax neutrality

principle serve to subsidize the operations of business located in foreign

countries which employ American workers. Since foreign investment and

production by U.S. multinationals is in many cases a substitute for

domestic production and exporting to the foreign markets, it seems ironic

that subsidizing foreign operations should be perceived as stimulating

U.S. exports. The argument is made that foreign operation by U.S.

multinationals expands their foreign sales and, because their foreign
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production uses U.S. produced inputs, thereby expands U.S. exports.

Whether this effect outweighs the effect of foreign production sub-

stituting for U.S. produced exports is unknown and cannot be assumed

without supporting evidence.

Thus, the relationship between U.S. tax treatment of citizens

working in other countries and the quantity of U.S. exports is indirect

and uncertain. The GAO report on the trade impact of section 911 sug-

gested that a more direct relationship may exist because "it is essen-

tial to maintain a large force of U.S. citizens abroad to promote and

service U.S. products and operations"; however, there seems to be no

specific evidence in the export experience of the United States or other

countries to support this assertion (e.g., the substantial success of

imported automobiles, televisions, calculators, etc. in this country

has not been accompanied by an influx of foreign nationals to sell and

service them).

B. Balance of Payment and Employment Effects

Even if there were a direct relationship between U.S. tax treat-

ment-o-f citizens working abroad and U.S. exports, a tax subsidy would

not have a permanent effect on the balance of payments. This is because

a flexible exchange rate system will automatically move, through market

adjustments in exchange rates, toward a position of balance in the

international payments accounts of each country. This movement may be

1/ GAO Report, op. cit., p. i.



160

CRS - 50

somewhat unsteady and protracted, and may be moderated or retarded by

the policies of interested governments (as the world is presently

experiencing), but in the long run any policy which attempts to increase

permanently net export receipts without also increasing exports of

investment capital will be rendered ineffectual by market forces. For

example, if a tax subsidy were successful in temporarily increasing

U.S. exports, under flexible exchange rates this initial effect would

eventually cause an increase in the price of the dollar on foreign

exchange markets. This exchange rate change would reduce U.S. exports

and increase imports, thus offsetting the effects of the original incen-

tive as far as the balance of payments is concerned. Thus, under a

system of flexible exchange rates, international currency price adjust-

ments will render ineffective policies which attempt to have a long-

term impact on a nation's balance of payments.

These adjustments are part of the normal economic process by

which supply and demand adjustments in international markets occur under

a system of flexible exchange rates. There might occasionally be reasons

a country would wish to intervene on a short-term basis in the foreign

exchange market. First, all countries have an interest in mooth adjust-

ments in the exchange markets because erratic adjustments erode planning

capabilities and cause a deterioration in trade and investment conditions.

This concern for stable adjustments is particularly strong with regard

to the U.S. dollar, not only within the U.S. but abroad, because the

4.
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dollar is the exchange medium for such of the world's trade. Secondly,

net exports (exports minus imports) enter into the aggregate demand of

a nation's economy whicb determines levels of income and employment.

Thus, for example, the U.S. may be concerned about an initial deficit

in the trade account and wish the price of the dollar to fall more quickly,

while foreign countries may be concerned, once the price of the dollar

begins to fall, about the effect on their export sector and wish it

to fall more slowly. In the case of some foreign countries whose eco-

nomies are heavily dependent on the international trade sector, this

concern may be greater than in the United States.

These reasons for intervening in the foreign exchange markets

are short term in nature. They require policies which are temporary,

easily controlled, quick acting, and capable of coordination with the

policies of other nations. Market adjustment mechanisms such as the

buying and selling of foreign currencies meet these criteria; tax sub-

sidies for Americans working in foreign countries do not.

Another argument which has been used in support of tax preferences

for foreign employment is the effect of these provisions on employment

in the United States through the impact on exports. It is argued that,

because tax subsidies for citizens vorkiag abroad lead to higher exports

(which, as discussed above, is a questionable assertion on at least two

grounds), the tax policy will increase domestic employment and there-

by help solve the unemployment problem. Unemployment is generally
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considered to result from structural and cyclical problems. The structural

problems may be considered long tern in nature and the cyclical problems

short term, although even the short term may be somewhat protracted

as demonstrated by current economic conditions. Cyclical unemployment

results from a greater number of job seekers than job openings and can

result from a number of factors such as a recession (or "growth recession"),

an unusually large influx of new labor force entrants, and downwardly

rigid wages. Appropriate policy responses to cyclical unemployment

include countercyclical fiscal and monetary policy and programatic

responses such as job programs, public works projects, and countercyclical

revenue sharing. Tax subsidies for overseas Americans are not candidates

for short-term countercylcial policies because they are not amenable

to increasing or decreasing as the cyclical pattern of the economy may

require, nor can their impact be targetted toward the unemployed.

The structural unemployment problems involve the distribution

of skills and the location of the labor force compared to the require-

ments of the job market. Policy responses to structural unemployment

include training, relocation programs, and income maintenance programs.

Tax subsidies for overseas workers do not contribute directly to a solu-

tion to these structural unemployment problems. Additionally, even

if preferential tax treatment for Americans working in other countries

creates jobs in the export industries, under a system of flexible

exchange rates this policy will likely accelerate the decline of

it
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import competing industries and lead to less employment in those

sectors.

Despite these points it is true that expansion or contraction

of exports can have temporary impacts on employment and the balance

of payments. These impacts were the focus of the recent GAO Report

on section 911. The GAO study employed the Data Resources, Inc. (DRI)

econometric model of the U.S. economy to estimate the effects on U.S.

trade and employment of the 1976 amendments to section 911. The chapter

of the GAO Report which gives the results of this analysis is reproduced

as an appendix to this report. Basically, the GAO Report concludes

that the impact of the tax change on U.S. exports and employment is

extremely smell. With regard to er-lo)%went, the report states:

The largest effect on domestic employment is produced in 1981,
when approximately 21,000 jobs are lost. To give some perspec-
tive to this number, it should be noted that the average growth
rate of the United States creates 30,000 jobs a week. Thus,
the largest effect on employment will be about t;;-thirds of a
normal week's job creation. In 1978, the estimated job loss
is only 4,000 or about the number of jobs added to the U.S.
economy in one normal day. 1/

The effect of the increased taxes on the balance of payments is actually

to improve it due to the elasticities of demand for exports contained
2/

in the DRI model. The improvement-is, however, very small.

1/ GAO Report. Op. cit., pp. 22-23.

2/ These results seem inconsistent with the policy recommendation in
the GAO Report which was "that consideration be given to continuing
some type of incentive, at least -intil more effective policy instru-
ments for promoting exports and commercial competitiveness abroad
are identified and implemented."
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Despite the small impact of the tax changes estimated by the

GAO study, the methodology employed can be regarded as yielding a maxi-

mum, or worst case estimate, because the assumptions made in the analysis
1/

bias the results in this direction- (this is not necessarily a criticism;

in doing this type of analysis assumptions must be made and, where uncer-

tainty exists, it is often desirable that the assumptions be biased in

the opposite direction of the results).

The first assumption in the GAO analysis is that all Americans

affected by the revision in section 911 are occupied in selling U.S.

produced exports. This is unlikely since at least some Americans abroad

are involved in foreign production which might act to substitute for U.S.

exports or to increase U.S. imports. To the extent this effect occurs,

section 911 acts like a subsidy, not to exports, but to foreign investment.

The GAO simulation also assumes that overseas taxpayers are totally

reimbursed by their employer for the higher U.S. tax and do not bear

any of the burden of the tax themselves, an assumption which tends to

maximize the effect of section 911 on wage costs. GAO's survey of busi-

ness firms operating abroad indicates that only about one-half of indiv-

I/ The GAO Report, op. cit., p. 14, states:

"Our approach to estimating the effect of changes in Section 911
on the U.S. balance of payments, domestic employment, gross national
product, and Federal budget position is to make several assumptions
that are apt, if anything, to exaggerate the number of Americans
abroad engaged in promoting U.S. exports; to compute the maximum
effect that the tax increase might have on the prices of U.S.
products sold abroad; and to trace the effects of the subsequent
decline in export demand back to the domestic economy."
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iduals working abroad receive tax allowances from their employers. While

the GAO Report notes that the results of the survey cannot be used as

input to the simulations because of its non-random nature, nevertheless

the survey results and tax incidence theory suggest that this assump-

tion overstates the wage impact of the section 911 change.

The GAO study assumes that the increased wage costs resulting

from compensating employees for their higher U.S. taxes are completely

passed through to foreign customers in the form of price increases for

exports, which, in effect, assumes a perfectly horizontal supply curve.

Finally, the GAO analysis assumes a marginal tax rate of 50 per-

cent, which is the maximum tax rate on earned income.

The GAO Report also points out that the estimates do not include

two other effects which would tend to offset the impacts of the tax

policy changes. The first is the effects of flexible exchange rate

adjustments which are not included in the DRI model and which would

tend to mitigate the impact of the changes in section 911, as discussed

above. The second is the assumption of an absolute tax increase,

rather than an increase in taxes on employees in foreign countries

and a decrease in taxes in other areas. Given the Congressional budget

process, one would expect an offsetting tax reduction which would reduce

the impact of the policy change on employment.

These assumptions could act to significantly overstate the

quantitative results in the GAO study. The possible magnitude of this

overstatement can be illustrated by changing two assumptions in entirely
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reasonable ways. First, assume that only one-half of the foreign firms

reimburse their employees for higher taxes, consistent with the GAO

survey data. Secondly, assume the average marginal tax rate on U.S.

citizens abroad is 40 percent rather than 50 percent, a rate consistent

with distributions of the tax benefit across income classes. If these

assumptions are more realistic, the effect of the original assumption
i/

was to overstate the price effect by 140 percent.- If the first assumption V

were also modified--only one-half of U.S. citizens abroad in jobs related

to export sales, plus one-half of higher taxes reimbursed, plus the 40

percent-marginal ta rate--the overstatement would be 380 percent. However,

as noted earlier, since the resultant effects are so minor, it is use-

ful to have maximum impact assumptions, since they provide assurance

that the true effect will be smaller, and therefore also insignificant.

C. Effects on Competitiveness

An argument which has been used in support of section 911 and which

.is related both to the effects on trade and employment and to tax neutrality

is the issue of competitiveness. U.S. firms operating abroad maintain

that increasing U.S. taxes on their employees will increase their wage

I/ To illustrate this effect, assume the higher taxes on overseas
Americans amounted to $100. Under the GAO assumptions the price
increase would be twice that amount or $200. Under the new assumptions
only one-half, or $50 would affect firms. Furthermore, because the
marginal tax rate is 40 percent rather than 50 percent, wages would
be increased only by $83.33. The percentage overstatement is then
$200/$83.33, or 2.4 times as large, or a 140 percent overstatement.

V
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costs, thus forcing their prices up and reducing their competitiveness.

Similarly, U.S. citizens working in other countries claim that higher

U.S. taxes will make them less competitive in the foreign job market

with foreign nationals who are not taxed by their hore countries.

The argument that reduction of tax benefits for overseas Ameri-

cans would lead to a small reduction in U.S. business activities abroad

is correct, and is viewed by firms as reducing their competitiveness" .

Similarly, the argument that increased taxation of Americans working

abroad would tend to lead to a substitution of foreign for U.S. employees

(a substitution which has been occuring for years for other reasons)

is also correct-and viewed by U.S. employees as a reduced ability to

compete. The implications of this argument must be considered care-

fully, however.

The standard of tax policy with respect to business and employee

location decisions should be to achieve neutrality so that tax provi-

sions do not cause distortions in location decisions unless some clear

national purpose is served by such nonneutralities. As indicated in

the analysis above, there is no clear evidence-that artificially encouraging

Americans to work abroad through the tax code serves any identifiable

national purpose. Therefore, the resulting increased "competitiveness"

of American fire and citizens in foreign locations appears to be at

the expense of other Americans--through higher and more inequitable

taxes and through less efficient allocation of economic resources.

9-.
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APPENDIX
CHAPTER 3

IMPACT OF 1976 TAX CHANGES ON U.S.

BALANCE OF PAYMENTS AND DOMESTIC ECONOMY I/

The full economic impact of the reduction in tax
incentives for overseas employment cannot be measured
precisely not only because needed data are lacking but
also because the secondary benefits to the Nation from
having Americans abroad are so difficult to determine.
Recognizing these limitations, to qage the impact we
(1) secured the views of U.S. company officials experi-
enced in foreign sales and/or operations with respect to
the probable impact and (2) estimated the effects upon
the U.S. economy assuming the tax increase would be
passed along to customers.

The tax change may affect not only the company that
employs Americans overseas but also other U.S. companies.
A contract lost due to the hiqher costs of tax reimburse-
ments may have a ripple effect on subcontractors and/or
suppliers of the primary company. Also, if a company
loses or must replace Americans with third-country
nationals, the effect may be similar since foreign
employees in influential positions may be inclined to deal
with their own country's firms rather than those of the
United States. These potential impacts were of concern
to company officials we interviewed at overseas affiliates
of U.S. companies and at domestic headquarters.

About 55 percent of the overseas affiliates responding
believed that at least 5 percent of the U.S. companies in
host countries would close down operations as a result of
the tax change; about 88 percent believed that the change
would result in at least a 5 percent reduction in U.S.
exports worldwide.

Most of the headquarters of U.S. companies surveyed
believed that few if any U.S. companies in their industries
would close down operations as a result of the tax change.
However, although only 57 percent of them ventured esti-
mates, most of these believed that the change would result
in at least a 5 percent reduction in U.S. exports world-
wide.

I/ Reproduced from: General Accounting Office, Impact on Trade
of Changes in Taxation of U.S. Citizens Employed Overseas,
February 21, 1978.
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ANALYSIS OF ECONOMY-hIDE EFFECTS

The actions of American citizens residing abroad may
have a pervasive effect on the international payments of
the United States and thus on domestic income and
employment.

As an example, some American citizens abroad may be
sales representatives soliciting orders to be filled by
U.S. production for export. If the favored status granted
their incomes under Section 911 is revoked or modified and
U.S. firms must compensate them for their increased taxes,
U.S. production costs and product prices may rise, thereby
decreasing the competitiveness of U.S. goods abroad. How-
ever, in this era of massive multinational corporations,
there is no guarantee that U.S. representatives are selling
goods produced in U.S. plants the goods may well be pro-
duced in total or in part abroad. If so, revisions of
Section 911 should have no detrimental effect on the
international trade accounts.

Similarly, American citizens abroad who are likely
to bear the burden of a change in Section 911 may be
executives in U.S.-based companies who are strategically
placed to influence the purchasing decisions of the foreign
operations. Higher tax liabilities on these executives,
to the extent that they raise the company's production
costs, may lead to the recall and replacement of the
Americans by less costly foreign nationals, who may then
divert purchases to non-American goods. To the extent
that such a diversion'takes place, U.S. exports will
decline.

For analytical purposes, these two examples can be
equated to other situations. If one believes that the --
original Section 911 imposed a fair tax on income earned
in foreign countries, its repeal amounts to the imposition
of a special tax on those exported commodities sold through
the efforts of Americans abroad. On the other hand, if
one views the original Section 911 as orantinq favored
treatment to income earned abroad as opposed to similar
income earned domestically, its repeal can be viewed
as the ending of a special subsidy for certain categories
of U.S. exports. Viewed either way, the effect should
be the same--certain classes of U.S. exports may suffer
a decline in demand.
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Before one concludes that Americans residing in
foreign countries only contribute positively to the U.S.
balance of paymel'ts, it should be noted that their con-
tribution may instead be negative.

%bile the growth of the multinational corporation
may be due to many causes (e.g., lower production costs,
to get around high or rising tariffs and other impediments
to trade imposed by foreign countries or trade blocs,
etc.), it certainly is aided by the ease with which U.S.
managerial talent can be sent abroad to superintend opera-
tions. Production in foreign countries may serve either
to replace exports or to increase U.S. imports. This
is not to suggest that all production abroad by U.S.
firms necessarily has a negative impact on the Nation's
balance of payments. To the extent that rising tariff
barriers or other trade restrictions would have decreased
U.S. exports anyway, U.S. production abroad does not
necessarily displace exports. Moreover, it is possible
that if U.S. firms did not go abroad to set up production
for eport to the United States, foreign-owned firms
may have come to dominate the U.S. market. To the extent
that foreign production by U.S. subsidiaries is either
export-replacing or import-increasing, any tax abatement
on foreign-earned incoige may be viewed as a subsidy
encouraging U.S. firms to move production abroad, which
they use, in turn, to serve foreign markets or to ship
to the United States.

As a final example of-the effect of U.S. citizens
abroad, one should examine their consumption habits and
any desire on the part of foreiqners to emulate them
that may be stimulated. To the extent that these habits
require the use of U.S.-produced goods, they may lead to
increased U.S. exports.

These examples, which are typical, are constructed
in part to indicate that the contribution of U.S. citi-
zens residing in foreign countries to the American
balance of payments is not unambiguously positive and
may, on balance, be negative. Moreover, capturing all
of these effects in a single number is by no means
easy, for many assumptions must be made whose realism
will undoubtedly affect the confidence with which the
conclusions are received.
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What effects can be measured?

Role of individuals and companies

An increase in taxes on Americans abroad may affect
U.S. exports in several ways. It has been represented to
us that many overseas Americans occupy positions in which
they are well placed to influence procurement decisions
for millions of dollars of goods and services. In these
positions they are said to favor American suppliers, to
the economic benefit of the United States. It is also
claimed that the success of a single American company
abroad may be responsible for a large volume of orders
for other American firms, assuming as seems reasonable
that the company is better acquainted with suppliers of
its own nationality than with those of other nationalities.
If the increased costs of employing Americans abroad cause
them to be discharged from their-positions of influence
or cause American companies to lose contracts that would
have provided orders for many other Americalf firms, the
ultimate -impact of the tax increases on the U.S. economy
may be sizable.

We have not attempted to judge the merits of this
position or to appraise its quantitative importance, not
because the position seems implausible to us but because
we know of no way to evaluate it objectively. Had we
tried to do so, we would have had to devise a new research
methodology unlike any that has been devised before.
Almost surely we would have had to depend on the volun-
tary cooperation of many firms, foreign and American,
as well as foreign governments. A major investment
of time and money would have been needed.

Price impact

However important personal or commercial relationships
may be in determining trade flows and export success, a
rich fund of exnerience-proves that prices and quality
also matter. Increased taxes on Americans abroad will
also affect export sales by affecting prices, willingness
to invest, and willingness to work. To the extent that
overseas Americans who are employed in selling U.S.

-exports remain in their jobs and are compensated by their
employers for at least a part of their tax increase, the
compensation must come either from the employers' profits
or from the prices that foreign customers pay. Or the
employees themselves may bear the tax increase and suffer
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a reduction in their take-home waQes. Any of several
assumptions are possible; but whatever assumption one
makes, it is possible in principle to trace out the
consequent effects on the U.S. economy.

In our analysis we focused solely on the price
impact of the tax increase--the impact that the tax
increase may have on the prices of U.S. exports. The
increase will have no immediate effect on export prices
if it is absorbed in full by the American employees or
their ULS. employers. (It will have a belated effect if
it causes Americans to withdraw from their overseas jobs
and they are replaced by other nationals, or if American
companies, discouraged by lower profits, abandon some
foreign markets.) But we concluded that it would be
unreasonable to expect a major part of the tax increase
to be borne by employees or employers, since in the long
run both capital and labor are highly mobile, an opinion
shared by many of the businessmen and employees we inter-
viewed both in the United States and abroad. (See p. 77
for an elaboration of the view that the tax increase
will not be borne by American employees overseas.)

In conducting our analysis, we assumed complete
shifting of the tax increase to foreign customers in
the form of an increase in export prices, because that
assumption seemed more reasonable than any alternative.
Other assumptions about shifting of the tax increase
would have yielded somewhat--not dramatically--different
results.

METHODOLOGY

Our approach to estimating the effect of changes
in Section 911 on the U.S. balance of payments, domestic
employment, gross national product, and Federal budget
position is to make several assumptions that are apt, if
anything, to exaggerate the number of Americans abroad
engaged in promoting U.S. exports; to compute the maxi-
mum effect that the tax increase might have on the prices
of U.S. products sold abroad; and to trace the effects of
the subsequent decline in export demand back to the
domestic economy. Vb assumed that:

1. All Americans affected by a revision in
Section 911 are occupied in selling U.S.-
produced exports.
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2. All reductions in the disposable income
of Americans abroad brought about by a
revision in Section 911 are offset by
increases in gross salaries. If it is
assumed that these individuals are in
the maximum marginal tax bracket (50
percent), their gross salaries will have
to be raised by a sum equal to twice
the possible increase in tax to enable
after-tax salaries to remain constant.

3. All increases in the qross salaries of
individuals due to a revision in Section
911 will raise the production costs of
exports. These additional costs, in
turn, are passed on to customers in the
form of price increases.

4. Not all exports are likely to be equally
subject to price increases. The prices
of some exports should not be affected,
either because they are sold in geographic
regions where few Americans reside who are
affected by a revision in Section 911 or
because these products are unlikely to be
sold by Americans abroad. Using the export
classification of the Data Resources, Inc.
(DRI) econometric model, the increase in
export prices has been assumed to be con-
centrated in (a) industrial supplies and
materials, (b) capital Qoods, except auto-
motive, and (c) consumer qoods, except
automotive. 1/

1/ The cateqories of exports excluded were (1) foods,
feeds, and beveLaqes, (2) auto vehicles, parts, and
enqines, (3) military sales and donations and reex-
ports, and (4) services and repatriated investment
earnings. Items 1 and 3 were excluded because their
sale is unlikely to be promoted by Americans livinq
abroad. Item 2, related mainly to trade with Canada,
was excluded because the effect of Section 911 changes
on Americans living in Canada is relatively small.
Item 4 was excluded because it chiefly contains
dividends and interest payments repatriated
from U.S.-owned foreiqn assets.

27-727 0 - 78 - 12
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In summary, the approach used to estimate the macro-
economic impact of a change in Section 911 is to regard
the effects as identical to those that would follow if
the Government imposed an excise tax on certain exports
equal in size to the increase in qross salary needed to
maintain disposable income at the same level as before
the change in Section 911.

In deciding on the size of the tax that the Govern-
ment is assumed to impose upon exports, three possible
revisions to Section 911 were considered.

1. Section 911 as it stood until 1975 is
repealed.

2. The 1976 Amendment and the decision of
the U.S. Tax Court on the taxable status
of income received in kind are allowed
to stand and qo into effect.

3. Only the 1976 Amendment is allowed to qo
into effect.

Each of these three cases is complicated by the fact
that if the gross income of Americans abroad is increased
to compensate for the effects of possible changes in
Section 911, their tax liabilities to foreign governments
may rise. These tax liabilities are used to offset taxes
due the U.S. Government. To incorporate this effect into
the estimates, two additional assumptions were made.

1. The marginal rate of foreign taxation is
zero so that all the increase in taxes
accrues to the U.S. Treasury.

2. The marginal rate of foreign taxation is
50 percent so that the increase in taxes
is shared equally by the U.S. and foreign
governments.

The majority of Americans who are employed overseas
and who are affected by the 1976 tax changes probably
confront a foreign marginal tax rate that is neither
zero nor 50 percent but something between. W believe
that the true weighted average of these marginal tax
rates is nearer zero than 50 percent and therefore that
the estimates prepared under the first assumption are
the more realistic ones. Others who prefer another
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marginal rate can use the DRI figures to construct new
estimates corresponding to their preferred rate simply
by interpolating between the estimates in tables 1 and 2
below that correspond to the zero and 50 percent rates.

Each assumed change in Section 911 will yield a
certain dollar amount by which the tax revenue of the
Treasury will increase. Each change will also cause
export prices to rise by twice the amount of the increase
in taxes. The increase in export prices and the rise
in tax revenue are then introduced into the DRI econo-
metric model to compute values of U.S. gross national
product, domestic employment, exports and imports, and
Federal budget deficit for the next 5 years.

The size of the decline in the quantity of exports
purchased by foreigners depends on the sensitivity of
their demand to an increase in the price of American
goods. This sensitivity is related to the availability
of substitute products. Thus, an increase in price
of one product is likely to decrease the quantity that
individuals are willing to purchase if a close substitute
is available. If no close substitutes are available,
consumers are unlikely to cut back purchases substan-
tially, especially if the product is-a necessity.

Numerous attempts have been made to estimate the
relationship between changes in relative product prices
(the prices of U.S. products compared with those of
foreign substitutes) and the quantity of American goods
that foreigners are willing to purchase--called the price
elasticity of demand. Price elasticities are an integral
part of the DRI econometric model and they span a range
from -1.168 for consumer goods to -.277 for industrial
supplies and materials. These values mean that if American
export prices rise relative to a weighted average of
foreign prices by 1 percent, the quantity of American
goods that foreigners are willing to purchase will decline
by between 1.168 percent and .277 percent. The reasonable-
ness of the DRI price elasticities was verified by con-
sulting some 120 other studies on the same general topic
prepared by the International Monetary Fund, the Board of
Governors of the Federal Reserve System, and private
individuals (primarily academic economists). The DRI
estimates were found to be generally compatible with those
reported by the other studies.
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To put the DRI elasticity measures into Perspective,
they can be compared to two extreme cases cited by econo-
mists. %hen the quantity of a commodity that people are
willing to purchase is completely insensitive to price
changes, the elasticity is zero. If it is completely
sensitive, the elasticity approaches infinity. Measured
against this scale, the DRI elasticities are small.

.hy questionnaire replies were not used

The replies to the questionnaires that are discussed
in chapters 4 and 5 indicate that revising Section 911
would probably most strongly affect certain U.S. indus-
tries operating in a few countries. Although it would
have been desirable to have used this information in
computing the impact on the U.S. balance of payments and
other selected macroeconomic variables, it was impossible
to do so for the following reasons.

First, the DRI macroeconomic model does not have a
highly developed international sector providing a detailed
breakdown of exports by commodity and geographic desti-
nation. Civilian exports are disaggregated into just five
classes by type of product and not at all by destination.
Other macroeconomic models are no more detailed. It was
therefore impossible to assign all of the increase
in costs stemming from a change in Section 911 to as
narrow a class of U.S. exports as those that respondents
predicted would be most severely affected. Nevertheless,
so far as the model permitted, an effort was made to
focus on the most relevant exports. The increased costs
stemming from a chanqe in Section 911 were assigned
to just three of the five classes distinguished in the
DRI model on the grounds that producers of the other
two would not be much affected.

Second, the replies were gathered from a non-random
sample of individuals and companies and we were therefore
reluctant to depend on them for quantitative estimates
of the economy-wide impact of changes in Section 911.

Finally, even had the sample been randomly chosen,
it was too small to support quantitative inferences
about individuals in particular countries and occupa-
tions. Selecting and interviewing a suitably large
sample would have been time consuming and very costly.



177

CRS - 67

THE DRI RESULTS

It is through changes in both tax revenue and the
relative prices at which foreigners can purchase American
goods versus foreign substitutes that the contemplated
changes in Section 911 will have their impact on U.S.
gross national product, employment, and the balance of
payments.

According to data furnished by the Treasury Depart-
ment, if Section 911 as it stood until 1976 were abolished,
an estimated revenue gain of $412 million would have
resulted in 1977. When the effect of the decision of
the U.S. Tax Court on the taxable status of income
received' in kind by U.S. residents abroad is added to
the effect of the 1976 Amendment to Section 911, the
revenue gain is estimated at $292 million. When only
the 1976 Amendment Is considered, the revenue gain is
estimated at $228 million.

In table 1, using the DRI model, the macroeconomic
Impact of each of these three possible tax increases is
considered. The impacts on the U.S. balance of payments
and Federal budget deficit are reported in table I under
two assumptions: that foreign governments impose no
tax on the extra wages paid to overseas Americans to
compensate them for the increase in their U.S. taxes, and
that foreign governments do tax the extra wages at a
marginal rate of 50 percent. The impacts of the three
tax changes on U.S. gross national product, domestic
employment, and exports and imports were also-calculated
under the same two assumptions; but the two sets of
estimated impacts differed so little, that only one was
included in table 1, the set that assumed no foreign
taxation.

The immediate impression from table I is that the
effects of changing Section 911 are very small in relation
to the values of the variables that they would affect.
This is not surprising, in view of the fact that in 1976
American merchandise exports totaled over $114 billion,
and the maximum addition to export costs assumed here
would be only $824 million.
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Table I

Selected 14acroeconomic -Imects of Tax Changes, 1978-82

Impact on gross national product (in 1972 prices) (note a)

Projected
grose national of 1976 amendments to

year product of repealing of 197$ amndents Section 911 and 1976
(in 1972 prices) Section 911 to Section 911 Tax Court decisions

millionss) ................ (millions) ----------------

1978 $ 1.393 $-290 $ -160 $ .200
1979 1,449 -660 -360 -470
1980 1,517 -820 -450 -580
19$1 1,582 -640 -470 -600
192 1,635 -780 -430 -550

Impact on domestic employment (note a)

.... Projected of 1976 amendment@ to
Year dometic of repealing of 1976 mandmsts Section 911 and 1976

employment Section 911 to Section 911 Tax Court decisions

......................... (000 omitted) -----------------------

)978 92,910 -6 -3 -4
1979 95,030 -20 -11 -14
1980 97,380 -27 -15 -19
191 99,790 -29 -16 -21
192 , 101,690 -26 -15 .20

lupact on balance of payments (note b)

of 1976 mndments to
of repealing of 1976 sdmanta Section 911 and 1976
Section 911 to Section 911 Tax Court decisions

Projected %et marginal foreign Marginal foreign Marginal foreign
exprts lae tax rate is tax rate is tax rate is

year transfer payment ----------------- ................ ................
to foreigners &ero 50 % Zero 50 % Zero 50 %

(billions) --------------------- (millions) ----------------------

1978 $-13.4 $+600 $+190 $ +330 $+100 $ +430 $+130
1979 -1.7 4430 -50 +240 -20 +300 -30
1980 -6.6 +490 .50 +270 .30 +340 -.40
1981 -3.5 +580 -20 +320 -10 +410 -20
1982 +2.3 +660 -10 +360 .20 4470 -20

(Footnotes at end of table)

31

&
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Table 1 (continued)

Impact on exports (in 1972 prices) (note a)

Projected of 1976 mmendaente to
Year exports of repealing of 1976 amendments Section 911 and 1976

(in 1972 prices) Section 911 to Section 911 Tax Court decisions

(billions) ................ (millions)- .................

1978 $ 102.8 $-150 $ -80 $ -110
1979 110.0 -300 -160 -210
1960 115.2 -320 -180 -230
1981 120.7 -340 -190 -240
1982 126.8 -360 -200 -260

Impact on imports (in 1972 prices) (note a)

Projected of 1976 amendments to
Year imports of repealing of 1976 amendments Section 911 and 1976

(in 1972 prices) Section 911 to Section 911 Tax Court decisions

(billions) ---------------- (millions) ------------------

1978 $ 90.4 $ +10 $ 0 $-10
1979 93.2 -30 -20 -20
1980 96.4 -60 -30 -40
1981 101.0 -70 -40 -50
1982 104.4 -60 -10 .50

Impact on Federsl budget deficit

Cincresses (+), decreases (@)]

of 1976 amendments to
of repealing of 1976 amendments Section 911 and 1976
Section 11 to Section 911 Tax Court decisions

Marginal foreign Marginal foreign ,trgnal foreign
Projected tax rate is tax rate t tax rate is

Year Federal budget ................ ................ ................
deficit Zero so " Zero 50 1 Zero 50

(billions) --------------------- (millions) .......................

1978 S 51.7 $ -b50 S -230 $ -360 $ -130 $ -460 $ -160
1979 54.1 -510 -20 -280 -10 -360 -10
1980 31.4 -490 +70 -210 +40 -340 450
1981 19.2 -560 +70 -310 +40 -400 +50
1982 20.2 -720 +10 -380 0 -510 .10

Source: Data Resources, Inc., econo4itric model of U.S. economy

a/ Assuming a zero marginal foreign tax rate; figures computed using a 50-percent
marginal foreign tax rate were nearly identical.

b/ Impact measured in DRI model was actually on net exports less transfer payments
to foreigners. Assuming no significant change in the capital account, this is
the sawe a the impact on balance of payments.
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The following conclusions, taken from table 1,
summarize the macroeconomic effects that may be expected
from the 1976 Amendment to Section 911 and the Tax Court
decisions.

1. Gross national product will qrow
less each year than it would have
done in the absence of the tax
changes. The shortfall below
projected output will reach a
maximum of $600 million (in 1972
prices) in 1981.

2. Exports will also grow less than if
there were no tax changes, the maxi-
mum effect amounting to $260 million
(in 1972 prices) in 1982. The small
size of the decline is due to the
small value of the weighted price
elasticity of foreiqn demand for
American goods.

-3, U.S. imports will increase more slowly
as a result of the decline in U.S.
income produced by the fall in exports
and the rise in Government tax revenue.

4. The U.S. balance of payments--or balance
on current account, measured here by
net exports less transfer payments--
actually improves. The improvement is
produced by a rise in the nominal value
of exports, a result of the fact that
the increase in export prices more than
offsets the decline in volume. The
slight increase in the deficit when
foreign governments tax additions to
wages at 50 percent stems from the fact
that the U.S. Government must then share
a part of the tax revenue with the govern-
ments of the countries where U.S.
citizens are workinq.

5. The largest effect on domestic employ-
ment is produced in 1981, when approxi-
mately 21,000 jobs are lost. To give
some perspective to this number, it
should be noted that the average growth
rate of the United States creates some
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30,000 jobs a week. Thus, the largest
effect on employment will be about two-
thirds of a normal week's job creation.
In 1978, the estimated job loss is only
4,000, or about the number of jobs added
to the U.S. economy in one normal day.

6. The effect on the Government budget is
generally positive. If foreign govern-
ments impose no tax on the wage increases
granted to Americans overseas, the deficit
is reduced each year in the range of
$340 million to $510 million. If the
Treasury must share the tax revenue with
foreign governments, the reduction in the
deficit will be smaller.

OTHER RFLEVANT CONSIDERATIONS

The estimates that appear in table 1 do not include
the effects of two responses to the assumed rise in U.S.
export prices. Both would help offset the macroeconomic
effects of the rise. One of the responses would be auto-
matic: a change in exchange rates between the dollar and
foreign currencies. The other would be discretionary:
a change in fiscal and monetary policies to offset the
fall in foreign demand for U.S. exports. Only the latter
response can be incorporated into the DRI model to pro-
duce revised estimates of macroeconomic effects. In the
present state of knowledge, it is impossible to predict
how large the exchange rate responses would be, although
some general observations on the subject can be offered.

Flexible exchange rates

Since March 1973 the United States has allowed the
exchange rate between the dollar and foreign currencies
to float in the international money markets. The purpose
of the float is to allow market forces to bring the supply
of and demand for dollars into equilibrium in order to
insure that the flow of dollars from the United States
equals the flow to the United States.

Under a regime of floating exchange rates, the
balance of payments accounts can have no direct effect on
gross national product or employment. For example, the
decrease in demand for U.S. exports will cause the dollar
exchange rate to fall (each dollar now exchanges for fewer
units of foreign currency) decreasing the foreign price

27-127 0 - .8 - 13
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of American goods and encouraqina some foreign pur-
chase of U.S. goods. This also raises the American price
of foreign qoods, i.e., imports are now more expensive.
Americans are therefore led to switch their purchases
from foreign qoods to the now less expensive domestic
substitutes. The depreciation of the foreign exchange
rate will continue until the net fall in exports is
matched by an equivalent fall in imports.

Thus, the original decrease in exports will have no
direct impact on U.S. income or employment because it is
offset by Americans switching their purchases from foreign
goods to domestic substitutes. While a decline in export
sales'will normally decrease U.S. income and employment,
the diversion of American purchases from imports to domes-
tic substitutes will serve to expand Iu.S. income and
employment. The net direct effect is zero.

Within this framework, the contemplated changes to
Section 911 can be easily analyzed. Given our assumptions,
the tax revisions will serve to raise U.S. export prices,
which will serve to decrease foreign demand for American
coods. This will cause the exchange rate to depreciate,
setting in motion the two forces described above to
restore equilibrium: cheaper export prices and higher
import prices. The former serve ,s to offset some of the
higher prices induced by the revisions to Section 911
while the latter diverts American demand from foreign
qoods to domestic substitutes. 1/

Fiscal and monetary policy

A decline in oross national product and employment
produced by a fall in export demand is analogous to a
decline produced by a decrease in domestic demand for
domestically produced goods. Since the latter type of
unemployment is freQuently addressed by a combination of
compensatory monetary and fiscal policy, the same tools
can be used to correct unemployment that originates in
the international sector.

1/ There may be some indirect, short-term effects on
employment if the employment/output ratio in the
export sector is not the same as in the sector
producing import substitutes. In addition,
there may be some qeoqraphical employment effects
if the export and imporf substitutes are not Pro-
duced in the same parts of the country.
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A decrease in individual and corporate income taxes
was introduced into the DRI model that was just large
enough to restore qross national product and domestic
employment to their projected levels. The new values of
net exports less transfer payments to foreigners and the
Federal budget deficit are shown in table 2. These
economic variables will be affected differently depend-
inq on whether or not foreign governments tax the addi-
tional wages that we assume will be paid to overseas
Americans. If they tax the waqes at the rate of 50 per-
cent, the tax increases on Americans abroad will increase
the U.S. balance of payments deficit (or decrease the
surplus) and Federal budget deficit in every year between
1978 and 1982. Under the more realistic assumption that
foreign governments will tax the additional wages at a
relatively low rate, the effects will be mixed: a decrease
in both deficits in 1978, an increase in 1979, and little
or no change in 1980, 1981, and 1982.

CONCLUSIONS

ie attempted to estimate as accurately as possible,
using a model of the U.S. economy, what effect changes in
Section 911 would have on the U.S. balance of Payments,
oross national product, domestic employment, exports and
imports, and the budget position of the Federal Government.
Initially, these estimates were made on the assumption
that exchange rates between the dollar and other foreign
currencies were fixed and that no compensatory changes
would be made in the U.S. monetary or fiscal policy.
The net economic effect due to the changes to Section
911 , as very small.

In an effort to make these estimates more realistic,
individual and corporate income tax collections were
assumed to be reduced by an amount sufficient to restore
employment and output to the levels they attained before
Section 911 was changed. The effect of this compensatory
fiscal action plus the chanes in Section 911 was to
cause actual net exports to fall short of projected net
exports by $310 million in 1982 and to increase the Federal
budget deficit by $500 million in 1982.

Flexible exchanoe rates, a recent innovation in the
international monetary system, shoulO mitigate the effect
of changes in Section 911 on the external dCuunts Of
the United States and, as a consequence, on the value
of aross national product and employment.
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Table 2

Selected Macroeconomic Impacts of Tax Changes
With a Compensatin& General Tax Cut to Restore

Employment and Output to Projected Levels, 1978-82

Impact on balance of payments (note a)

of 1976 amendments to
of repealing of 1976 amendments Section 911 and 1976
Section 911 to Section 911 Tax Court decisions

Projected net Marginal foreign Marginal foreign Marginal foreign
exports less tax rate is tax rate is tax rate is

Year transfer payments -------------------------------- ----------------
to foreigners Zero 50 % Zero 50 % Zero 50 %

billions) -------------------- (millions) ----------------------

1978 $ -13.4 $ +560 $ -180 $ +310 $ -100 $ 4400 $ -130
1979 -8.7 +300 -350 +160 .200 +210 -250
1980 -6.6 +310 -380 +170 -210 +220 -270
1981 -3.5 +350 -400 +190 .220 +250 .290
1982 +2.3 +370 -440 +210 .240 +260 -310

Impact on Federal budget deficit

[increases(+), decreases(.)A

of 1976 amendments to
of repealing of 1976 amendments Section 911 and 1976
Section 911 to Section 911 Tax Court decisions

Marginal foreign Marginal foreign Marginal foreign
Projected tax rate is tax rate is tax rate is

Year Federal budget ---------------- - ----------------
deficit Zero 50 Zero 50 % Zero 50 7

millionss) -------------------- (millions) -----------------------

1978 $ 51.7 $ -300 $ +120 $ -160 $ +70 $ -210 $ +90
1979 54.1 +150 +640 +80 +360 +110 +460
1980 31.4 -10 +550 -10 +310 -10 +390
1981 19.2 +10 +630 0 +350 +10 +450
1982 20.2 0 +710 0 +390 0 +500

S,.urce: Data Resources, Inc., econometric model of U.S. economy

a/ Impact measured in DRI model was actually on net exports less transfer payments
to foreigners. Assuming no significant change in the capital account, this is
the same as the impact on balance of payments.
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Finally, whether or not flexible exchange rates and
compensatory monetary and fiscal policy are taken into
account, so lonq as one views the tax treatment under
Section 911 as a subsidy to exoortsL a fundamental ques-
tion remains unanswe-red--could the forgone tax receipts
represented by the subsidy be more effectively employed
to promote U.S. exports?
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(Communications Received by the Committee Expressing an Interest
in These Hearings)

STATEMENT OF THE CHAMBER OF COMMERCE OF THE UNrrED STATES

(By John L. Caldwell)I

The Chamber of Commerce of the United States appreciates this opportunity
to present its views on the need for equitable tax treatment under Section 911 of
the Internal Revenue Code for American individuals working outside the United
States. We commend this Committee's recognition of the complex nature of this
important issue.

The National Chamber is the largest federation of business in this country. Its
membership consists of more than 69,000 businesses, 2,600 chambers of commerce
in the United States and abroad, and 1,100 trade and professional associations.
Many of our members are vitally concerned about this issue.

SUM MARY

Time is rapidly running out for Americans employed overseas. Most of them
must file their individual income tax returns for 1977 by June 15 of this year.
Great uncertainty exists as to how their income earned abroad will be treated
for tax-purposes under Section 911. In view of the pressing need for relief on the
part of these taxpayers and the complexity of the issue involved, the National
Chamber urges an additional postponement of the effective date of the changes
to Section 911 contained in the Tax Reform Act of 1976, while Congress works
out an equitable solution to this problem.

BACKGROUND

Prior to the Tax Reform Act of 1976, Section 911 of the Internal Revenue
Code provided that United States citizens who were bona fide residents of foreign
countries for at least one full calendar year or were physically present in foreign
countries for 17 out of 18 consecutive months could exclude from their federal
income tax the first $20,000, or in some cases the first $25,000, of compensation
received for services performed outside the United States.

The Tax Reform Act of 1976 made several significant changes in the tax treat-
ment of income earned by U.S. citizens working abroad. The earned income ex-
clusion provided under Section 911 was reduced to $15,000 ($20,000 for employees
of U.S. charitable organizations). Taxpayers can no longer claim a credit against
their U.S. taxes for the foreign taxes paid on amounts excluded from income. In
addition, income in excess of the exclusion is taxed at higher rates than it would
be subject to if no income were excluded. Finally, the Act makes ineligible for
the exclusion any income earned abroad which is received outside the country
in which earned if one of the purposes of receiving it outside of the country is
to avoid tax in that country.

As part of the Tax Reduction and Simplification Act of 1977, Congress delayed
the effect of the 1976 Tax Reform Act changes in the earned income exclusion
until taxable years beginning after December 31, 1976. The House of Representa-
tives last October overwhelmingly passed, as part of H.R. 9251, an additional
one-year extension to the effective date of the 1976 changes. In February of this
year, this Committee approved extension of the pre-1976 law for taxable years
beginning prior to January 1, 1979. The Chamber welcomes this recognition on
the part of Congress that a reasonable period of time is essential to work out a
satisfactory solution to a difficult problem.

The National Chamber presented testimony on Section 911 before the House
Ways and Means Committee on February 28, 1978. A copy of that testimony is
attached to, and is part of, this statement.

Manager, International Division, Chamber of Commerce of the United States.
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ECONOMIC ANALYSIS

A recent economic study on Section 911, "T.S. Taxation of Citizens Working
in Other Countries: An Economic Analysis," was prepared by the Congressional
Research Service (CRS) of the Library of Congress. This study purports to
evaluate alternative 911 policies "according to the principles of tax neutrality,
tax equity, and the achievement of national economic goals." In the study it is
agreed that reduction of tax benefits for overseas Americans would lead to a
decline in U.S. business activity abroad and that increased taxation of Amer.
icans working abroad would tend to lead to a substitution of foreign for U.S.
employment. The analysis concludes, however, that ". . . there is no clear evi-
dence that artificially encouraging Americans to work abroad through the Tax
Code serves any identifiable national purpose. Therefore, the resulting increased
'competitiveness' of American firms and citizens in foreign locations appears to
be at the expense of other Americans-through higher and more inequitable
taxes and through less efficient allocation of economic resources." The National
Chamber disagrees with this conclusion on two main points.

First, the CRS analysis of presumed trade and employment effects of Section
911. Second, the argument that any tax incentives for Americans working abroad
would not have ia permanent effect on our balance-of-payments because of the
operations of the flexible exchange rate system.

The argument is made that foreign investment and production by U.S. multi-
nationals is in many cases a substitute for domestic production and exporting to
the foreign market. This generally is organized labor's argument for restricting
U.S. direct investment abroad, i.e. direct investment abroad substitutes foreign
for domestic production and thus foreign for domestic employment. The avail-
able evidence indicates that this argument is not convincing and not widely
shared by professional economists. Generally speaking, since the demand for
products and not the supply of funds is the determining factor in an investment
decision, multinational corporations probably do not substitute foreign for do-mestic investment. In addition, research shows that large U.S. multinational
firms account for a substantial percentage of U.S. exports, while their imports
from foreign affiliates constitute only a small percentage of total U.S. imports.
On balance, U.S. direct investment abroad has been shown to contribute sig-
nificantly and directly to domestic employment and economic activity and the
increased economic activity from our direct investment abroad has Increased
foreign demand for our exports indirectly.

The argument is also made that even if there were a direct relationship be-
tween U.S. tax treatment of citizens working abroad and U.S. exports, a tax
subsidy would not have a permanent effect on the balance-of-payments because
of the operations of flexible exchange rates. The example given on pp. 49-50 of
the study is correct theoretically, but the analysis is quite superficial and in any
event is not realistic. It is quite true, other things being equal, that a tax subsidy
could increase U.S. exports which, in turn and over time, could cause the dollar's
exchange value to rise, imports to increase and a tendency toward equilibrium
in the balance-of-payments to occur. However, this argument works best for a
much smaller country, such as Canada, but it doesn't work for the United Sta4e&
Generally speaking, automatic exchange rate adjustments and their effects ad-
mittedly are not as predictable as the CR8 study suggests. When governments
elect-as they often do-to intervene through the use of monetary and fiscal
policies to partially or totally offset exchange rate movements whose sectoral
effects they often find unmanageable, the consequences of their actions not only
affect the actual value exchange rate but also may reinforce the objective of a
given national policy. More specifically, Yor the United States, whose economy is
capital account oriented, changes in the value of the dollar are likely to be more
responsive to developments in capital markets such as the capital market con.
sequences of changes in the demand for oil, the Eurocurrency market, etc., since
the U.S. dollar is used also as the international means of payment.

Finally, it should be noted that the report concentrates on balance-of-payment
effects and says nothing about the sectoral consequences of tax incentives. While
Section 911 may have little impact on the overall U.S. balance-of-payments situa.
tion (i.e. its macroeconomic impact may be small) it does generate significant
microeconomic effects. Generally speaking, tax incentives are not neutral in
terms of their impact on sectors of an economy or on factors of production, For
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the United States, Section 911 tax incentives promote a more export-oriented,
high technology and high skill level U.S. economy that reinforces the U.S.
comparative advantage in foreign trade.

THE PRZSSING NEED FOR LEGISLATIVE SOLUTION

As we indicated in our February 1978, testimony, the changes made in Section
911 by the 1976 legislation have already begun to Jeopardize.the competitive posi-
tion of U.S. firms operating abroad. The National Chamber believes that to haIt
this effect, the tax laws should be amended to provide equitable treatment in the
taxation of Americans employed abroad. The tax treatment of income for these
individuals provide under Section 911 should be restored at least to the level
that existed prior to the Tax Reform Act of 1976.

Over the past several months, both members of Congress and the Administration
have proposed changes to Section 911. Each of these proposals is complex, and
each deserves careful and adequate legislative consideration. This takes time.
Meanwhile, thousands of American workers abroad face uncertainty as to
whether pre- or post-1976 Section 911 will govern their 1977 earned Income, since
the House of Representatives has passed a one-year extension, and this Com-
mittee has agreed to a two-year delay.

The National Chamber urges that Congress quickly adopt a delay to the
effective date of the changes to Section 911 contained in the Tax Reform Act of
1976, while pursuing an equitable legislative solution to this problem.

STATEMENT ON INCOME TAX TREATMENT OF AMERICANS EMPLOYED ABROAD BEFORE
THE HOUSE COMMITTEE ON WAYS AND MEANS FOR THE CHAMBER OF COMMERCE
OF THE UNITED STATES, BY JOHN L. CALDWELL, FEBRUARY 23, 1978
My name is John L. Caldwell. I am Manager of the International Division of the

Chamber of Commerce of the United States.
I am accompanied by Robert R. Statham, Director of the Tax and Finance

Section of the National Chamber.
Mr. Chairman, the Chamber appreciates this opportunity to present Its views

on the need for equitable tax treatment under Section 911 of the Internal Rev-
enue Code for American Individuals working outside the United States.

The National Chamber is the largest federation of business in this country.
Its membership consists of more than 67,000 businesses, 2,600 chambers of com-
merce in the United States and abroad, and 1,100 trade and professional associa-
tions. Many of our members are vitally concerned about this issue.

SUMMARY

The tax treatment of income for American individuals working abroad pro-
vided under Section 911 of the Internal Revenue Code should be restored at least
to the level that existed prior to the Tax Reform Act of 1976. Further, equity
would suggest that the inflationary effects on income in the Intervening years
should be aken into consideration. Various ways of restoring tax equity Include
use of a standard exclusion, deductions, or a combination of both a standard ex-
clusion and appropriate deductions. Equitable tax treatment of an American tax-
payer residing in a foreign country would include allowing a standard exclusion,
indexed for inflation, plus deductions for certain housing, education, cost of living,
travel and moving expenses.

In view of the complexity of this Issue and the pressing need for relief on the
part of Americans abroad, the Chamber urges an additional postponement of the
effective date of the changes to Section 911 contained in the Tax Reform Act of
1976, while Congress works out an equitable solution to this problem.

BACKGROUND

Prior to the Tax Reform Act of 1976, Section 911 of the Internal Revenue
Code provided that United States citizens who were bona fide residents of foreign
countries for at least one full calendar year or were physically present In
foreign countries for 17 out of 18 consecutive months could exclude from their
federal income tax the first $20,000. or in some cases the first $25,000, of com-
pensation received for services performed outside the United States.

The Tax Reform Act of 1976 made several significant changes in the tax
treatment of income earned by U.S. citizens working abroad. The earned income
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exclusion provided under Section 911 was reduced to $15,000 ($20.000 for em-
ployees of U.S. charitable organizations). Taxpayers can no longer claim a
credit against their U.S. taxes for the foreign taxes paid on amounts excluded
from income. In addition, income in excess of the exclusion is taxed at the
higher rates than It would be subject to if no income were excluded. Finally,
the Act makes ineligible for the exclusion any income earned abroad which is
received outside the country in which earned if one of the purposes of receiving
it outside of the country is to avoid tax in that country.

As part of the Tax Reduction and Simplification Act of 1977, Congress delayed
the effect of the 1976 Tax Reform Act changes in the earned income exclusions
until taxable years beginning after December 31, 1976. The House of Represen-
tatives last October overwhelmingly passed, as part of H.R. 9251, an additional
one-year extension to the effective date of the 1976 changes. Earlier this month,
the Senate Finance Committee approved a two-year delay, until the end of
1979. The Chamber welcomes this recognition on the part of Congress that a
reasonable period of time is essential to work out--a satisfactory solution to
a difficult problem.

The foreign source earned income exclusion has been part of our tax law since
1926. Initially, U.S. citizens who were bona fide foreign residents were entitled to
an unlimited exclusion. In 1953, Congress adopted a $20,000 ceiling for citizens
physically present abroad for 17 out of 18 months, which was intended to correct
abuses of Section 911 but at the same time not to penalize taxpayers residing
abroad for legitimate business reasons. Both the House and the Senate fully con-
sidered this issue again in 1962, when Congress put a $20,000 limitation on earned
Income except for income received by bona fide foreign residents who had been
abroad for over three consecutive years, which became subject to a $35,000 lim-
itation. The $35,000 exclusion permitted to certain bona fide foreign residenTh-by
the Revenue Act of 1962 was reduced to $25,000 in 1964. Section 911 then re-
mained basically enchanged until the Tax Reform Act of 1976. The ceilings on
the amount of earned income that could be excluded from tax under pre-1970
law served as limitations that were sufficient to prevent use of the exclusion as
a tax avoidance device.

The reduction of the exclusion to $15,000 by the Tax Reform Act of 1976 rep-
resents a substantial departure from the original unlimited exclusion, and was
vigorously opposed by the National Chamber. Because of inflationary trends
throughout the world, any adjustment In the Section 911 exclusion should have
increased rather than decreased them.

IMPACT OF 1976 CHANGES

In order to operate on an International basis, American companies must em-
ploy some of our citizens to work in foreign subsidiaries and branches. These
American employees are necessary because local nationals often do not possess
the needed skills, ex-perien,. nr smilliarity with American business methods.

United States citizens representing American businesses abroad frequently
have many years of experience with the language, laws, customs, and business
techniques of the foreign country in which they live. They are invaluable, and
are as essential to companies operating abroad as American capital.

The 1976 changes to Section 911 have begun to substantially increase the finan-
cial burden on Americans working abroad, and on the companies that employ
them. The Treasury Department has recently estimated that the U.S. tax liability
of Americans abroad, already increased as a result of recent Tax Court decisions,
will more than double as a result of the 1976 Tax Reform Act changes, from $250
million to $569 million.

Responses to an informal survey conducted by the National Chamber last
fall indicate that American companies face significant increased costs of main-
taining American workers abroad as a result of the 1976 Act.

Many employers of U.S. citizens abroad use so-called tax equalization pro-
grams, under which the employees are provided with the same after-tax Income
they would have received had they been employed in the U.S. under similar work
conditions. The changes in Section 911 have Increased these costs substantially.
The net effect is to make American businesses abroad less competitive with for-
eign businesses. because other major industrial nations generally do not tax
the Income of their non-resident citizens.

Some companies have indicated that increased costs will force them to replace
their American employees abroad with foreign workers. This could have a Sig-
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nificant impact on U.S. exports, since American employees who have the discre-
tion to determine which goods and supplies will be used in their foreign operations
are more likely to seek U.S. products. As Secretary of the Treasury Michael
Blumenthal remarked at a press conference last September:

"Most Americans that are employed abroad are employed by American con-
cerns and play an important role in the sale of American products abroad and
are really pursuing American economic interests around the world."

The long-range effect of the unfavorable changes in Section 911 will be to
undercut our competitive position abroad at a time when inflation and rising
operating costs have made it increasingly difficult to compete in foreign markets.
The erosion of the ability of U.S. business to compete in international markets
would exacerbate our worsening trade deficit, with the effect of increasing our
unemployment situation. Additional costs of foreign operations could result in
a loss of business, which would have an averse impact on our balance-of-pay-
ments. Increased costs could also contribute to a decrease in U.S. corporation
tax receipts.

THE NEED FOR A LEGISLATIVE SOLUTION

As we have Indicated, the change ; made in Section 911 by the 1976 legislation
have already begun to jeopardize the competitive position of U.S. firms operating
abroad. The National Chamber believes that to halt this effect, the provisions
of Section 911 should be changed to provide equitable treatment in the taxation
of foreign source earned income.

Critics of the Section 911 exclusion assert that it entices Americans with tech-
nical and professional skills not available in foreign countries to work abroad,
by offering them tax-free earnings. The assertion completely overlooks the fact
that the income of these employees may be subjected to foreign income taxes
as well as other foreign taxes. And foreign taxes such as value-added taxes,
sales taxes, and customs duties, are not eligible for the foreign tax credit, and
may not be deducted or credited in computing U.S. taxes.

American citizens working abroad do not have the benefit of many public
series available at home that are paid for by taxes. For Americans overseas,
the tax exclusion provided by Section 911 should help to offset the additional
costs they incur to obtain comparable services for such essentials as schooling,
housing, and transportation. For example, armed forces personnel enjoy facilities
at foreign bases whi,!h provide an environment comparable to a base in the
United States. Civilians employed abroad by the private sector must attempt
to create a comparable cultural environment for their families on an individual
basis.

In many foreign countries, the cost of living is substantially higher than it
is iii many major U.S. cities. As this Committee's Task Force on Foreign Source
Income recognized, Americans employed abroad often encounter living costs
unique to foreign locations. The Task Force Report offers the example of the
apartment in a Middle Eastern country which may rent for as much as $20,000 to
$30,000 a year. This is not an isolated example, but rather represents a signifi-
cant problem. In order to enable Americans employed abroad to maintain a
standard of living comparable to that enjoyed by their U.S. counterparts, some
measure of relief must be provided through our tax system. At a minimum this
could most easily be accomplished by restoring tax treatment under Section 911
to its former level. Over the last twenty years, the rates of inflation experienced
throughout the world have reduced the value of the $20,000 fixed dollar exclu-
sion far below its 1964 level. The plain fact is that $20,000 is just not worth what
it was in 1964. By further reducing the value of the exclusion, which is already
so diminished by inflation, Congress has subjected Americans working abroad
to substantial additional hardship. As we said before, any adjustment in the
exclusion should have been up rather than down.

United States Government employees abroad remain subject to U.S. income
taxes on their earnings, but under Section 912 of the Code they are not taxed
on shelter, cost of living, education, travel, and other differential cost payments.
On the other hand, cost of living and similar allowances are taxable compensa-
tion to employees of private businesses. U.8. citizens employed abroad should
not be subject to U.S. tax at steep progressive rates when certain costs of living
are borne by their employers. For example, employees who receive reimburse-
mnts for tuition expenses they incur in order to provide their children with
schooling comparable to that obtainable in U.S. public schools should not be
treated as having received additional compensation, since these payments do
not represent real income to these individuals,
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RECOMMENDATIONS

The National Chamber remains deeply concerned about the need for equitable
tax treatment for Americans who work abroad. We have been "w orking closely
with representatives of American Chambers of Commerce abroad, trade and
professional associations, corporations, law firms, and committees of American
citizens abroad in a joint effort to formulate a measure of tax relief comparable
to that provided under Section 911 prior to the 1976 changes. Tile consensus
of this group is to support a standard exclusion, indexed for Inflation, plus
deductions for housing, education, cost of living, travel, and moving expenses.
While the Chamber has not yet considered and therefore cannot take or offer an
official position on the recommendations, we present them as one workable and
equitable solution to a difficult problem.

It is tile view of this group that a standa-rd exclusion indexed for inflation
should be available in order to take into account the foreign taxes paid by
Americans working abroad that are not eligible for the foreign tax credit, or
for deductions or credits against U.S. tax. An exclusion would be far simpler
from an administrative standpoint than would providing deductions for these
items based on tax tables developed on a country by country basis.

This group has recommended mat, in addition to the exclusion, the following
deductions should be allowed:

Deductions should be provided for housing expenses, including maintenance
and utilities, which exceed 162/1 percent of an employee's base salary, or the
earned income of a self-employed taxpayer, or the income of a retired individual.

Americans who work outside the United States should be able to deduct
education expenses incurred for educating their dependents through the 12th
grade and, ill those cases Wvhere adequate schoi)ls are not available locally, room
and board and periodic transportation expenses should also be allowed. Rea-
sonable travel costs between the foreign residence and the educational institution
for college age dependents should also lie allowed.

Deductions for cost of living--excluding housing and education expenses-for
the particular foreign area of employment, not to exceed aa amount to be deter-
mined by Treasury Department indices, should be allowed.

Deductions should be provided for travel expenses equal to the actual cost for
transportation, including meals and lodging en route:

(a) for the taxpayer and members of the taxpayer'v family between the
taxpayer's foreign assignment location and t-he-United States, not to exceed
one trip per year per person;

(b) for the taxpayer and members of the taxpayer's family from tile ovei-
seas assignment ill a "hardship" post to a cosmopolitan area, other than the
United States;

(c) to obtain emergency medical care not otherwise readily available;
(d) for emergency evacuation from a location at which there is imminent

danger to life; and
(e) in the event of serious Illness, injury or death of an imnmediate family

member.
The tax treatment of moving expenses permitted under Section 217 of tile Code

should be amended to allow deductions to Americans employed abroad for actual
moving expenses, including so-called indirect moving costs, incurred during a
period not to exceed 90 days, and for storage expenses, necessarily incurred inl-
cldent to establishing the employee, spouse, and dependents at the foreign place
of employment. The tax law should recognize that international moving often
requires a taxpayer to obtain temporary living accommodations for a longer time
than ordinarily required in domestic moving. This Committee's Task Force on
Foreign Source Income offered such a rationale in support of providing an ex-
panded deduction for the moving expenses of Governnent employees.

Finally, the group has recommended that foreign tax credits be available to
U.S. taxpayers employed abroad to the same extent that they were available
prior to adoption of the Tax Reform Act of 1976, and that these taxpayers be
permitted to take the standard personal exemption of $750 for themselves and
their dependents.

CONCLUSIONS

We have attempted to set forth the nature of the problems that the Tax Re-
form Act of 1976 has created regarding tax treatment of Americans employed
abroad. Considerations of equity demand that Congress carefully reexamine
this complicatekl area of the tax law. Accordingly, the effective date of the 1976
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changes should he postponed until a reasonable solution has been fashioned. The
National Chamber urges this Committee at the very least to provide pre-1976
Section 911 treatment to foreign source earned income, and requests that you
give serious consideration to the recommendations set forth in this statement.

On behalf of the National Chamber I wish to thank you, Mr. Chairman, and the
members of the Committee for this opportunity to testify on the subject of the
Income tax treatment of Americans employed abroad. We hope we have been
helpful in presenting the views of American business, and we again thank you for
the opportunity to appear and be heard.

STATEMENT OF THE U.S. SECTION, IRAN-U.S. BUSINESS COUNCIL BY
WALTER S. SURREY'

The U.S. Section of the Iran-U.S. Business Council is grateful for this opportu-
nity to present its views on Section 911 of the Internal Revenue Code; the sec-
tion concerning taxation of personal earned income abroad.

There is increasing concern on the part of American business about the heavy
burden and impact of Section 911 on the U.S. competitive position abroad and on
the U.S. economy. We believe the entire nation shares this concern. We hope
that through these hearings, the Congress will be able to enact a more equitable
system of taxing Americans working overseas.

As a result of the Tax Reform Act of 1976. which amended, inter alia, Section
911 of the U.S. Code, it has become prohibitively more expensive for U.S. citizens
to work abroad and for firms abroad to employ them. The Act specifically affected
U.S. citizens overseas in three main ways :-the foreign earnings that U.S. citi-
zens abroad could exclude from their U.S. income tax was reduced from $20,000
or $25,000 to $15,000 per year, depending on how long they had been abroad ;--it
eliminated a tax credit for foreign taxes paid on any of the $15,000 excluded;
and the income left after exclusion was subject to the higher tax.

This exclusion, in one form or another, has been a part of our tax law since
1926. The issue was fully considered by both the House and Senate in 1962, 1964,
and 1976 with the result that the original unlimited exclusion has been substan-
tially reduced to the present $15.000 level. Furthermore, the exclusion has been
more than enough limited to prevent its use as a tax avoidance device.

Critics of the exclusion assert that it permits Americans overseas to be "high-
living, mink-swathed, jet setters, living at the taxpayers expense." Such asser-
tions, however, completely fail to recognize economic realities.

There are approximately 1.3 million Americans, including dependents, in the
private sector overseas who have been 6r will he overwhelmingly burdened by the
1976 Section 911 provisions. Many of these Americans are generating a vital
stimulus to the domestic economy by directing business and jobs to American
industry. Yet, over the last 25 years living costs abroad have skyrocketed and
U.S. citizens have been hard pressed to maintain a living standard comparable
to Americans In the States. Under these circumstances, it is often necessary for
overseas Americans to receive as much as $70,000 in allowance-to cover hous-
ing, schooling. moving, travel an,1 other expenses. As a result of two U.S. Tax
Court decisions in 1976, almost all of these allowances are ta'sable. Thus. even
given additional aid by their employers, many Americans overseas simply cannot
afford to pay their taxes and will be forced to return to the United States. In-
deed, information received by the Iran-U.S. Council indicates this tax law has
already caused many U.S. employees to return to America.

In order to operate on an international basis. American companies must em-
ploy some of our citizens to work in foreign subsidiaries and branches. These
American employees are necessary because local nationals, in many cases. do not
possess the needed skills, experience or familiarity with American business
methods. United States citizens representing American businesses abroad often
have many years of experience with the language, laws, customs, and techniques
of the foreign country which they live. They are invaluable and are as essential
to companies operating abroad as American capital. It is absolutely essential to
have American citizens in overseas positions to manage these investments, as well
as to train local personn-l.

Moreover, the return of U.S. employees from overseas creates a loss of jobs in
the United States which, in this time of high unemployment, can have an ab-
solutely devastating affect on our national economy. Many companies are re-

I Walter S. Rurrev. Esq.. General Counsel, U.S. Section, Iran-U.S. Business Council,
1615 H Street NW., Washington, D.C. 20062.
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placing their American employees abroad with foreign nationals who tend to
source subcontracting requirements in countries other than the United States
thereby generating non-U.S. exports. This significantly reduces our exports, and
correspondingly, the significant number of jobs which are related to supplying
those requirements. It is estimated that 40,000 U.S. jobs are dependent on every
$1 billion in U.S. exports. With a $26.6 billion trade deficit in 1977, the U.S.
needs a substantial and vigorous export program.

Furthermore, American business abroad is being placed at a serious competitive
disadvantage since the 1976 revision of Section 911 has effectively increased the
cost of keeping an American civilian abroad many times over. This is due In
large part to employment terms which require companies to maintain their over-
seas employees in an after-tax position that is comparable to employees work-
ing in the United States. Most companies operate on an overseas profit margin
of less than 10 percent and many cannot afford the added costs. Information on
these corporate costs indicate the 1976 Section 911 provision will cost many com-
panies an average of almost $2 million in 1977. One company with a large U.S.
labor force in the Middle East will have over $10 million in additional costs in
1977 because of the 1976 tax provision.

These huge cost increases have required many businesses to replace many of
their American employees with foreign nationals. According to our figures, some
companies have reduced their American workers overseas by as much as 30 to 50
percent over the last two years. Data developed for our council clearly show it
is far cheaper to employ an Englishman, a German, or a Frenchman than an
American (see al)pendiy to this statement).

High personnel costs are also forcing U.S. companies to abandon existing con-
tracts and to refrain from competing for new ones. This comes at a time when
U.S. exports of goods and services are running into extremely tough competition
from Japan, West Germany, France, Italy and numerous other nations, none of
which tax their citizens or corporate earnings overseas.

The Middle East is the world's fastest growing market and is an important area
of the world for our exports. For instance, the Saudi Arabian market has been
dominated by the U.S. for many years. According to the Wall Street Journal, in
1976, U.S. exports to that country climbed to $2.8 billion from $1.5 billion the
previous year. Yet, the U.S. share of the market fell from 31 percent in 1974 to
an estimated 25 percent today. American sales to Iran actually declined in 1976 to
$2.8 billion from $3.2 billion in 1975. Simultaneously, West Germany's sales to
Iran increased by 11 percent and France's by 19 percent.

In general, according to that study, U.S. nonmilitary trade with 19 Middle East
and North African countries increased by 10 percent in 1976 from 1975, after an
increase of more than 300 percent from 1972 to 1975. Much of this decrease has
come from the competitive disadvantage which U.-I. tax laws have created for
its companies overseas. Hundreds of millions of dollars have already been lost
and billions more will follow unless the 1976 Section 911 provisions are amended.
As an offset to these tremendous losses, the Department of Treasury estimates a
mere $318 million additional tax revenue in 1977 as a result of the 1976 law.

Given the complexity of this issue and the pressing need for effective relief for
our citizens working abroad, the U.S. Section of the Iran-U.S. Business Council
fully supports a postponement of the effective date of the Section 911 provision
of the Tax Reform Act of 1976. As you are aware, a one-year extension of the
1976 law, embodied in I.R. 9251, was overwhelmingly passed in the hIouse by a
vote of 411 to 5 during the last session. Just a few weeks ago, the Senate Finance
Committee approved that bill and increased the delay to two years. after which
timhe a bill on the substantive provisions of Section 911, S. 2115. would take effect.
Moreover, Secretary of the Treasury, Michael Blumenthal, has stated a post-
ponenient is necessary to give Congrexs adequate time to develop new tax rules
wivich would provide "sufficient incentive for Americans to continue to want to
live abroad . . ." and to carry out their "very important job for our economy." We
urge you to expeditiously enact.at least a one-year delay so as to provide a rea-
sonable time cushion to work out an equitable alternative to the 1976 law.

As for the substantive changes of Section 911. the U.S. Section of the Iran-U.S.
Council supports, as a minimum, the restoration of tax treatment to pre-1976
levels, either by means of a standard exclusion off the top, with foreign tax
credits applicable to the excluded amount, or comparable adequate deductions, or
a combination of both a standard exclusion and specific deductions.

The pre-1976 Section 911 exclusion represents a measure of relief and justice
for the American citizens abroad. However, because of inflationary trends
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throughout the world, any adjustment in the level of tax relief should be up
rather than down.

It is worthy to note that United States Government employees abroad remain
subject to our income taxes on their earnings, but they are not taxed on fringe
benefits such as shelter, cost-of-living, education, travel and other differential cost
payments. On the other hand, as we have emphasized, cost-of-living allowances
are taxable compensation to employees of private business.

Armed forces personnel enjoy facilities at foreign bases which provide an en-
vironment comparable to a base in the States. Civilians employed abroad must at-
tempt to create a comparable cultural environment for their families on an indi-
vidual basis. Thus, the reduction of the exclusions and the other Section 911
changes of the Tax Reform Act of 1976 discriminate against nongovernment
employees.

We sincerely believe in the need for Congress to act promptly by enacting an
equitable approach to a complex problem-a problem that affects directly hun-
dreds of American workers upon whom much of our presence and growth in world
markets depend. We urge you to give this need your fullest consideration.

On behalf of the U.S. Section of the Iran-U.S. Business Council I wish to
thank you, Mr. Chairman, and the members of the committee for this opportunity
to testify on the subject of taxation of personal earned income abroad. We hope
we have been helpful in presenting the views of American business, and we again,
thank you for the opportunity to appear and be heard.

IRAN'-U.S. BUSINESS COUNCIL STUDY OF THE EFFECT OF INCOME AND SOCIAL
SECURITY TAXES ON THE COST OF EMPLOYING EXPATRIATES IN IRAN

The accompanying table illustrates the effect of home country Income and So-
cial Security Taxes on citizens of the United States of America, United Kingdom,
West Germany and France employed in Iran for three years by an Iranian firm.
To eliminate factrs extraneous to the consideration of home country taxes, the
following assumptions have been made:

1. "The "Net Cash" to the expatriates would be identical. Therefore, any dif-
ferences in home country taxes would result in a cost difference.

2. All compensation elements, other than tax costs, would be Included in "Net
Cash." Thus. no consideration was attempted for cost of living or base compen-
sat ion differences.

3. The expatriate employee would be married with no children.
4. The computations are based on existing laws or practices. The notes to the

study point out the major change expected in respect of U.S.A. taxation of U.S.
nationals employed overseas. The change, when implemented, would significantly
reduce the cost differences shown.

5. The employer's costs, such as Iranian S.I.O. contributions are not included
in the study as it would be identical in the case of each expatriate.

6. For tax purposes, each employee is assumed to be resident in Iran. United
Kingdom. Germany and France tax their citizens when they are employed outside
their countries for only short periods of time.

IRAN-UNITED SlATES BUSINESS COUNCIL-COMPARISON OF EXPATRIATE EMPLOYEE COST IN IRAN. FEBRUARY
1978

Compensation required to yield
net cash to employee of-

Country of citizenship $40,000 $50,000 $60,000

United States of America:
Ist year ----------------------------------------------------- $59,529 $75,658 $92,014
2nd year ----- ---------------------------------------- 62,065 81,123 100,610
3rd year --------------------------------------------- 62,515 82.141 102,020
4th year .............................-- --- -- -------- ---- - 3,802 8,272 12,288

Total ----------------------------------------------------- 187,911 247,194 306 932
Average annual cost (3 years) ------------------------------- 62,637 82,398 102.310

United Kingdom ------------------------------------------------- 57 426 73, 555 88 991
West Germany --------------------------------------------------- 57, 426 73, 555 88, 991
France ........................................................... 57,426 73,555 88, "1



195

NOTE

1. The study assumes the employee is reimbursed for U.S. income taxes in the
year of filing his tax return and paying the tax. The cost of a U.S.A. employee in
the fourth year is the cost, in both U.S.A. and Iranian income taxes, of settling
the last tax reimbursement with the employee which will be regarded as taxable
income in both the U.S.A. and Iran in the fourth year. It was assumed that the
employees' U.S.A. tax settlement rate would remain 50%.

2. A U.K. expatriate not employed by a U.K. company while working In Iran
is not required to make Social Security payments to the U.K. Even though a for-
mal obligation to make payments may not exist, the individual may wish to make
voluntary payments in order to preserve his ulthinace entitlement to retirement
benefits in the U.K.

3. Social Security Taxes of France are uncertain. If a French expatriate wants
to maintain his rights in French Social Security, he has to take voluntary insur-
ance. It Is not possible to compute the contributions to a voluntary insurance be-
cause the rates have not been fixed yet.

4. The calculations have been based on each conutry's taxation of its citizens
working in foreign countries at the date of the study-10 February 1.978, the
Congress of the United States have favorably considered major changes to exist-
ing law and further deferral of application of existing law. Either the proposed
changes or deferral of application of existing law would sharply reduce the higher
tax costs of employing U.S.A. citizens in Iran. The costs of employing a U.S.A.
citizen would still be higher (the imposition of social security tax on U.S.A.
citizens working in a foreign country distinguishes the tax practice from the other
countries in the study) but the effect on income taxes would be significantly
reduced or eliminated.

STATEMENT BY THE AMERICAN PETROLEUM INSTITUTE, 'MID-CONTINENT OI1 AND
GAS ASSOCIATION, ROCKY MOUNTAIN OIL AND GAS ASSOCIATION, AND WESTERN
OIL AN;D GAS ASSOCIATION

EXECUTIVE SUMMARY

This statement discusses the taxation of Americans emldoyed outside the
United States, as provided under Section 911 of the Internal Revenue ('ode.

The combined effect of Section 911 changes and recent Tax Court decisions
might seriously jeopardize the comlpetitiveness of American firms operating
abroad. In turn, this could imperil tile efforts of the U.S. petroleum companies to
explore for and develop needed overseas sources of pet roleum.

The Need for an American Pre8ence Abroad-A Petroleum industry Pcr8pce-
tive.-Even the most optimistic forecasts of domestic oil and gas production con-
clude that the volume of U.S. oil imports will increase for the foreseeable future--
mostly from OPEC nations. The American presence within OPE(C countries needs
to be maintained on a competitive basis with European and Japanese companies
lest access to petroleum supplies from that sector of the worhl Ibe curtailed. At the
same time, in order to reduce our nation's very heavy dependence on OPEC oil,
it is imperative that American petroleum companies aggressively explore for iew'-
petroleum sources in non-OPEC areas of the world.

The Appropriacnes of Spceial Tax Provi.-ions for Anmcrirans Working Over-
sea&.-The ability of American companies to compete with European and Jal)a-
nese counterparts abroad is directly related to employee costs. American firms are
already operating at a disadvantag,' since some reasonable aplor,,ximation of an
American standard of living must be provided in order to induce worker to stay
abroad for a productive period. Also, since the I'.S. is one of the few countries to
impose tax on tle worldwide income of its citizens, firms employing Americans
must bear the cost of home country taxation of reimbursements for extraordinary
living costs faced abroad. A Department of the Treasury study indicates that the
combined effect of the changes In Section 911 and the Tax Court decisions on hous-
ing costs would increase the tax liability of Americans working overseas (and,
thus, employee costs) by over one-half billion dollars. This would have a serious
adverse impact on the ability of American firns to compete.

Tax equity-based on the view that taxpayers in comparable environmental
and economic circumstances should bear equivalent tax burdens--demands that
cost allowances paid to workers overseas for extraordinary expenses associated
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with housing, education, home travel and the general cost of living not to be
treated as gross income. Tax equity also demands that public and private sector
employees be taxed lmrallelly. Currently there exists a serious Inequity in tax
treatment between the two, particularly since Iublic sector employees often are
provided housing, commissary benefits, and relief from Import duties and local
taxes.

Rccommen dationR for Lcgislatirc ('hanges.-The Congress should act promptly
to defer, for at least an additional year, the adverse changes made to Section 911
by the 1976 Act. Thereafter the Committee might consider lpermanent reinstate-
ment of Section 911 to its pre-1976 Act fon, or at least provide such treatment as
an alternative to the ulitization of other approaches. More appropriately, the
Committee should allow exclusions for specific allowan(s based on the tax
equity (,oneept. These exclusions-cost of living, housing, education, and home-
leave Inivel-shouldi not be subject to taxation when they merely provide an
an alternative to the utilization of other approaches. More appropriately, the
U.S. Provision should also I:e made for more realistic treatment of moving
expenses.

STATEMENT
In production

This statement pertains to the taxation of Americans employed outside the
United States as provided under Section 911 of the Internal Revenue Code and
other provisions thereof. These comments are submitted in behalf of the American
Petroleum Institute, the Mid-Continent Oil and Gas Association. the Rocky Moun-
tain Oil and Gas Association. ai:d the Westeni Oil and. Gas Association. These
organizations represent menmbershiils which account for uIpwar(ls of 90 percent of
the oil an( gas produced in the Unite-' States and include all -segments of the
petroleum industry.

The United States derives a substantial benefit from the presence of American
nationals working in foreign countries. Almost invariably such foreign employ-
ment imposes more costly living expenses on Americans so engaged than they
would incur if similarly employed in the United States. In recognition (of this
fact, prior to the Tax Reform Act of 1976, such expatriated Americans who quail-
fied were allowed to exclude from U.S. tax liability certain comm*nsation earned
abroad. Under present law the adverse changes to Code Section 911 enacted in the
1976 Act alky with respect to 1977 and later years. It Is therefore important that
the Congress act promptly to alleviate the Inequity and hardship that would be
inmiped on such United States, citizens as the law now stands. This paper dis-
cuses various considerations hearing on this issue and recommends approaches
that might be taken in dealing with the l)roblem.

Americ-ans working overseas over the last two years have been subjected to
significant changes in the tax law and interpretations thereof. First. the Tax
Reform Act of 1976 severely reduced and restricted the usefulness of IRC Section
911 for private sector employees. Second. the Tax Court concluded in two cases
decided in 1976 that the full local market value of hon-ine costs paid 1v an em-
ployer wvas taxable income to the employee.' (Prior to these cases, most taxpayers
had excluded from income the excess cost of foreign housing over coniaralle U.S.
homm4ing.) The combined effer-t of the Section 911 changes and the Tax Court de-
cision- would have Leon economically disastrous for Americans overseas, and If
allowed to continue, would seriously jeo)ar(lize the competitiveness of American
firm operating abroad.

Even before final passage of the Tax Reform Act of 1976, however. Americans
overseas began to communicate with their Members of Congress to protest the
Section 911 change,;. When Congress was apprised of the extent of hardship that
would be immssed on U.S. citizens working abroad by the potential Impact of the
changes in Section 911. it agreed to delay for one year the effect of the cbanmges.'
And currently, the Congress is considering further extension.4, as well as alterna-
tive proposals. for relief for the overseas American taxpayer.

The following paragraphs comment on the need for an American presence
abroad. demonstrate the appropriateness of special tax provislon.9 to sufoport that
presence. discus. the various% I)rorxoqal4 for tax relief and, finally, make specific
recommendations for legislative changes.

Phillin It. Stephens. T. C. Memo 1976-13 (*76. 013 P-H Memo T. C.) ; James H. Me-
DonsmIh. 66 T. C. 223 (1976).

$Tax Reduc Ion and Striplification Act of 1977.
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The need for an American presence abroad---a petroleum industry perspective
The United States currently is importing almost 50 percent of its petroleum

requirements. Even the most optimistic forecasts of domestic production conclude
that our volume of imports will increase for the foreseeable future. The pre-
ponderance of these imports come from OPEC countries in South America, Africa,
and the Middle East.

These enoriousy volume of petroleum imports not only led to energy dependence
on foreign countries, but have resulted in serious balance of payments deficits and
concomitant deterioration of the dollar In world money markets. America has
become economically dependent as well as energy dependent on foreign countries.
The viable solutions to the energy and economic dependence problems are energy
conservation, increases in domestic production of energy and increases in the
production of energy from diversified sources overseas. The American petroleum
industry today is vigorously participating in each of the above solutions, but it
is particularly important that it be able to continue its endeavors in the search for
overseas sources of petroleum throughout the Free World.

The North Sea, the Canadian Arctic, non-OPEC West Africa, Non-OPEC South
America, and the Far East are areas where aggressive exploration will yield sig-
nificant volumes of petroleum production that will lessen the Free World's de-
pendenc.e on OPEC countries. To expedite and maximize production from these
getographically diversified areas, and provide assurance that non-OPEC petroleum
will be available to the United States in an emergency, it is important that
American Petroleum companies participate in the search for an production of
non-OPEi1C petroleum. But they can only do so if they remain competitive with
their Eurolpan and Japanese counterparts.

In achieving increased geographical diversification, it is vitally important that
an American presence continue within OPEC countries. Considering the inevita-
bility of continued imports from OPEC sources, it seems obvious that America's
interests are lest served by a continuation of the role American petroleum com-
panies are currently playing in the production of OPEC petroleum. If, because
of lack of competitiveness, American petroleum companies are supplanted in
OPEC countries by European or Japanese companies, America would be the loser.
Not only would there be less assurance of supplies of petroleum in an emergency,
lut whatever profits American petroleum companies currently receive from
OPEC activtiies would be lost as an offset to our balance of payments deficit.

While the above discusses the importance of a continuing role for American
petroleum coml)anies throughout the F'ree World, of equal importance would be
the continued presence of the myriad of other American firms operating over-
seaP. petroleum companies call on numerous support industries; e.g., general
contractors, drilling contractors and oil well service contratcors to name a few.
By and large, these support industries are American firms and their profits re-
duce our balance of payments deficit.

Within OPEC countries, there are massive construction projects being under-
taken and American construction and engineering firms are at the forefront in
these activities. I)ollars which have flowed to OPEC as a result of petroleum
imports would loe partially returned to the U.S. through these construction proj-
ects-if American firms participate. But again they must remain competitive.

Finally, the presence of Americans and American firms overseas creates a
demand for U.S. products. Americans overseas tend to "buy American", and these
purchases yield increases in U.S. jobs, exports and foreign exchange. It is the
America )resence, however, which supports this demand overseas. And that
presence will only remain so long as American firms remain competitive.
Thr appropriatcncss of special tax pro, isions for Americans working overseas

There are essentially two reasons why the American worker abroad should be
provided with special tax treatment under U.S. tax law. First, the competitive-
ness of Americans and American firms overseas ks directly related to the taxation
of the America worker and, second, tax equity Itself requires some special relief
provision for that worker.

The competitive aspect.-In tile above discussion of the need for American
pre ence abroad, the need of American firins to be competitive vis-h-vis their
Japanese and European counterparts was emphasized. The ability to compete is
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directly related to employee costs and here American firms already operate at a
disadvantage. Even without a tax penalty, an American firm operating abroad
must bear higher employee costs in order to induce an American worker to go
overseas. Though it is virtually impossible to reproduce an exact American en-
vironment overseas, some reasonable approximation of an American standard of
living must be provided in order to induce the worker to stay for a productive
period.'

Moreover, the European and Japanese firm's employee costs attributable to
employee taxation will be less than those faced by American firms even before
the changes in Section 911 and the housing cases.' This is because European coun-
tries and Japan generally do not tax the extraterritorial earnings of their citi-
zens. Thus, employers of nationals from these countries do not have the competi-
tive disadvantage of having to bear, as employers of Americans do, the cost of
home country taxation of reimbursements for extraordinarily high foreign liv-
ing costs.

The magnitude of t'.e competitiveness problem is illustrated by a study just
released by the Department of the Treasury which shows that the combined
effect of the changes in Section 911 and the housing cases would be to increase
the tax liability of Americans abroad by some $569 million annually.3 It seems
obvious that a number of this magnitude will have a serious adverse impact on
the ability of American firms to compete.

It should also be borne in mind that if American firms cannot remain comipeti-
tive using American employees, they will turn to host country nationals or em-
ployees from other countries where available. Since these workers would not
be U.S. taxpayers, the U.S. Treasury would be the loser.

Before turning to a discussion of tax equity, one other facet of the Depart-
meat of the Treasury study should be commented upon. The Treasury emphasizes
the fact that Americans overseas have significantly higher incomes than domestic
U.S. residents. While these higher income level are directly related to the extraor-
dinary costs of providing American-type housing, commodities, and services, they
also reflect the different character of American workers abroad. Typically, the
American worker overseas is highly skilled. A much greater percentage of Ameri-
cans overseas are managers, supervisors, engineers, other professionals, and
highly skilled construction workers and technicians than would be the case with
a compoiste of domestic workers. An obvious conclusion emerging from this data
is that American firms only transfer abroad those employees that are essential
to overseas operations.

The tax equity aspect.--The other important argument for special tax treat-
ment for the American worker overseas is tax equity. The tax equity argument
takes two forms. First, taxpayers in comparable environmental and economic
circumstances should bear equivalent tax burdens. Another way to state this
argument is that the net available income of a worker should be taxed comparably
with that of another worker rather than just his gross income which may not be
available as an economic benefit. While this concept has not always been uti-
lized in a discussion of tax relief for American workers overseas, it is appropri-
ate that it should be.

Americans overseas face a variety of excess costs. These costs include costs
of housing, education, home travel, and general cost of living.

As a generalization, housing costs overseas usually exceed such costs in the
United States by a wide margin. The U.S. Government's "Annual Housing Sur-
vey" for 1974, for example, showed that the average American at home spends
less than 20 percent of his Income on housing. Americans overseas, on the other
hand, frequently have to spend from 75 percent to 150 percent of their incomes
on housing! At the extreme, three-bedroom houses in the Middle East rent from
$16,000 to $29,000 per year. The comparable figure in Nigeria approaches $40,000
per year!

As to education, many Americans overseas must send their children to expen-
sive private schools simply because adequate public schools do not exist. School
costs for only one child range from $4,500 to $7,000 per years.

2 With reference to a "reasonable approximation of an American standard of living", it
should be realized that duplication of Washington, D.C. or Los Angeles style suburban living
Is only rarely possible overseas. In Lagos, Nigeria, for example, electricity, running water,
indoor toilets, together with some assurance of security, are all that is achievable, regard.
less of costs.

'S upra Footnote No. 1.
"Taxation of Americans Working Overseas," Department of the Treasury, February

1978, p. 2.
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Americans overseas desire to and should return home periodically. The cost
of su(,h travel home, of course, varies with the location of tle overseas assign-
ment. As an example, however, it costs about $6,400 for a family of four to make
the round trip home from Iran.

In the context of this statement, the "cost of living" refers to all expenses
overseas other than housing, education, and taxes. It, therefore, covers such
items as food, clothing, other goods and services, etc. Typically, the cost of living
overseas exceeds such costs in the U.S. The cost of living in such cities as Paris
anmd Frankfurt, for example, exceeds that of Washington, D.C. by approximately
50 percent!

These extraordinary costs must be met somehow and in most cases such ex-
traoirdinary costs (to the extent they exceed the costs for comparable items in
the U.S.) are often borne by the employer in the form of allowances paid to U.S.
citizens employed overseas. These allowances are not intended to create an eco-
nomic benefit but to keep the employee in substantially the same economic cir-
cumstances as if he had remained in the U.S. Without these allowances or some
other compensation for the increased costs overseas, U.S. workers would not
willingly accept overseas assignments.

The Internal Revenue Service, however, hold that such allowances constitute
gross income to the employee and thus, increase the employee's U.S. tax burden.
The inequity of the situation is exacerbated by the progressive nature of our tax
system which requires increased percentages of any such "income" to be paid
over as taxes.

The American firm does not gratuitously provide its overseas employees with
excess compensation. It is merely trying to place the overseas employee in ap-
proximate environmental and economic circumstances as experienced in the
United States. Where the employee receives no economic benefit from this equaliz-
ing compensation, to treat this compensation as taxable income would violate
tle princple of tax equity.

A second concept of tax equity is that public and private sector employees
should be taxed comparably. Even prior to tile changes in Section 911 and the
housing cases, there was already a disparity in tax treatment between public
and private sector employees. Section 911 for private employees provided fixed
dollar exclusions, whereas, Section 912 for public employees excludes certain
allowances from income. As costs of living rise, the allowance approach becomes
more equitable than the fixed dollar exclusion approach. At the same time, pub-
lic sector employees have been in many cases provided with housing, commissary
benefits, and relief from duties and local taxes not generally available to the
private sector. Even in the case of hotel rooms, lower rates are generally avail-
able for public sector employees.

In the Congress' consideration of proposed legislation it is important that
the concept of tax equity bet%%eeii public and private sector employees be taken
into account fully and that any resulting legislation reflect equitable treatment
for both private and public sector employees.
The various proposals for special tax treatment

There are a number of proposals which have been advanced to provide tax
relief for the American worker overseas. Among these are (1) full reinstatement
of Section 911 (2) the recommendations of the House Ways and Means Con-
mittec Task Force on Foreign Source income;' (3) the Senate Finance Commit,
tee approach contained in H.R. 9251. and (4) the Administration's proposal pre-
sented by the Treasury Department to the House Committee on Ways and Means
and to the Senate Committee on Finance.

Reinstatement of section 911.-Perhaps the simplest mechanism for provid-
ing tax relief for the American Workers abroad would be reinstatement of
Section 911 (as constituted prior to the Tax Reform Act of 1976). For many
overseas taxpayers, this approach would provide equitable relief. On the other
hand, it provides no relief for the employees who fall to meet Section 911
residency tests. And at the same time, the flat exclusion approach provides in-
adequate relief for workers in very high cost areas. A philosophical objection
to the reinstatement of Section 911 is that it provides only an approximation
of tax equity in comparison with allowances directly related to economic benefit.
The size of the exclusion ($20,000 and $25,000), although inadequate in high
cost areas, causes this provision to be misunderstood and attacked as a "rip-
off". And finally, the provision is so unrelated to the Section 912 approach that

695th Cong., 1st sess., March 8, 1977.
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tax equity between public and private sector employees has been disregarded.
Recommendations of the ta8k force on foreign source income.-The Task Force

proposed that Section 911 should be retained only for employees of U.S. charities
and for U.S. construction and engineering workers employed in building perma-
nent facilities for unrelated parties. For all other U.S. citizens overseas operat-
ing in the private sector, Section 911 would be replaced with a deductible
allowance for "certain educational expenses" and an exclusion "for the value
of employer supplied municipal type services."

The Task Force recommended that Section 912 for public sector employees be
phased out and replaced with specific deductions and exclusions for reimburse-
ments for compassion leave, housing costs to the extent they exceed a base
amount determined with respect to Washington, D.C., secondary housing costs
(to be completely tax free) where conditions are such that a family could not
live at the loc;,tion where the employee works, and private school tuition costs
up to $2,000 per year per child. In addition, for the public sector empolye, It
was recommended that the maximum deduction for moving expenses on a for-
eign move should be increased to $4,500 and that the period for deducting tem-
porary living expenses should commence thirty days preceding a move and
end sixty days subsequent to a move. In supporting its recommendations for the
Section 912 changes, the Task Force offered the following comment:

"The Task Force recommends that the present system of a blanket exclusion
for the statutory allowances and benefits provided to civilian employees of the
U.S. government serving overseas be replaced with a system which treats pri-
vate and public overseas employees in the same circumstances more nearly the
same. Such a system would provide for the taxation of that part of the overseas
allow dance which constitli es : a economic benefit to the employee but allow
an exclusion or a deduction for that part of the allowance which represents a
business cost or which reflect the peculiar nature of being an overseas employee
of the U.S. government."

The above comment is an excellent restatement of both tax equity arguments.
Unfortunately, the net effect, we believe, of following the Task Force's recom-
mendations for both Section 911 and Section 9112 would be to increase the
disparity between public and private sector employees. First, the relief offered
for private sector employees is a deduction for "certain education expenses"
and an exclusion "for the value of employer supplied municipal type services."
These are not the only significant items where tax relief is needed. Very im-
portant are the cost-of-living allowances and the excess housing cost allowances.
The Task Force recommended that the overall Section 912 allowance should
be eliminated; however, it would replace it with specific allowances conceptually
similar to those thought to be equitable by private sector employers.

H!.R. 9251.-In comparison with the Ways and Means Task Force recommenda-
tion, the Finance Commitee approach contained in Ht.R. 9251 is more equitable
to the private sector employee in its general approach of providing deductions
for cost-of-living differentials, housing allowances, and student tuition
allowances.

The cost-of-living allowance, however, is keyed to the spending pattern of
a grade GS-12 employee who presently earns about $20,000 per year. The average
private sector American worker overseas, on the other hand, because he is often
managerial or highly skilled, earns more (and would have earned more had he
been based in the U.S.). The cost-of-living allowance tables on which Ht.R. 9251
is based also reflect the fact that government employees have the benefits of
commissaries, duty free import privileges, exemptions from local taxes, and
slpcial hotel rates in many locations. The disparity of this approach is illus-
trated by recently published indices which show the cost of living for U.S.
(overnment employees to be about 10 percent higher in Tokyo than in Wash-
ington, I).C.; whereas, the comparable index for private sector employees in
Tokyo shows costs some 65 percent higher than in Washington, D.C.' Accord-
ingly, the cost allowance deduction of H.R. 9251 Is inadequate.

I.R. 9251 would allow a housing allowance for costs in excess of typical U.S.
housing costs computed as 20 percent of earned income less gross housing costs,
and the education and cost-of-living deductions provided by the statute. While
the approach of H.R. 9251 would provide an adequate housing deduction In cer-
tain foreln areas, in others it wou'd provide little or no relief. This is because
under II.R. 9251 included in earned income, and thus the U.S. housing element,

7 Index of Liring Costs Abroad, National Foreign Trade Council, Inc., January 16, 1978.
(based upon a survey conducted In 1977).
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are a number of foreign allowances provided employees such as the foreign serv-
ice premium, reimbursements for foreign taxes, excess U.S. income taxes at-
tributable to foreign service and home-leave travel. None of these amounts,
however, are available to the taxpayer In the U.S. to provide housing. Except
for the foreign service premium, they are reimbursements of extraordinary costs
for an employee solely because lie is working abroad and solely for the purpose
of placing him in the same economic position as his domestic counterpart. Ac-
cordingly, these foreign amounts (except perhaps the foreign service premium)
should not be include in earned income for purposes of computing the threshold.
Actually, a fairer approach in computing the deduction would be to use as a
threshold 16% percent of an equivalent U.S. base salary (excluding the foreign
amounts).

The education expense deduction in H.R. 9251 would provide that the deducti-
ble allowance would be based on the least of (a) the amount paid by the em-
ployer; (b) the actual amount paid by the employee; or (c) an amount listed in
IRS tables as representing the average cost of U.S. type schools at'that location.
H.R. 9251 is deficient in that it would not provide for room and board and reas-
onable travel expenses where a U.S. type school is not available within a reason-
aile distance of the foreign post.

H.R. 91251 provides no relief through liberalization of the moving expense de-
duction to recognize the substantially higher costs incurred by U.S. citizens mov-
ing abroad, nor does it provide relief for other allowances or reimbursements
which may be required to induce the American worker overseas, but for which he
receives no economic benefit. These additional allowances will be discussed below.

Administration proposal.-The Administration proposal, which is similar in
approach to H.R. 91251, would eliminate the Section 911 exclusion and substitute
in lieu thereof deductions for a number of the extraordinary expenses of living
abroad. The Administration's approach would allow deductions for certain ex-
penses incurred for housing, education, and home-leave travel. No separate de-
duction would be allowed, however, for foreign costs of living in excess of those
experienced in the U.S.

The Administration's deduction for excess housing costs is conceptually similar
to that contained in H.R. 9251. It also appears, however, to suffer the same flaws
in computing the threshold to the deduction.

Under the Administration proposal an education deduction will be allowed each
year for tuition, books, room and board of up to $4000 for each dependent in
grades 1 through 12, plus the costs of economy class fare for two round trips each
year between the school and the foreign residence. The Administration's propo-
sal, unlike I.R. 91251, therefore, recognizes the significant costs incurred by
Americans forced to send their children to boarding schools because an equivalent
American style education is not available at a reasonable distance from the for-
eign post.

A home-leave travel deduction will also be allowed for the costs of an economy
round trip fare for the employee and his family between the foreign post and tax-
payer's U.S. residence. The deduction will be allowed, however, only for such costs
incurred every other year. The Administration thus recognizes the very real need
for Americans to return home and the extraordinary costs associated therewith.
The deduction should be allowed, however, for such travel every year rather than
every other year. Yearly travel home is necessary to maintain employee morale
and is by no means extravagant.

The Administration further proposvs liberalizing certain aspects of the mov-
ing expense deduction by increasing the time limits for a move and associated
temporary living arrangements from 30 to 60 days and raising the ceiling on tem-
ljorary living costs from $1500 to $5000. The Administration would also liberalize
for an employee who moves overseas those provisions of the Tax Code which
defer gain on the sale of a principal residence. The Administration's proposals to
expand the moving expense deduction and liberalize the treatment of gain on
the sale of a residence recognize the unique problems faced by Americans moving
overseas and deserve support.
Recommendations for legislative changes

The above comments have been directed at various factors which we deem
important in considering legislation in the area of taxation of Americans over-
seas. As a follow-up to that discussion, we wouid make the following recommenda-
tions for appropriate legislative relief:

1. The Congress should act promptly to defer for at least an additional year
the adverse changes made to Section 911 by the 1976 Act. In addition to providing
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time for a thorough review of the various alternatives presently before Congress
with respect to Section 911, prompt action to defer the effective date of the 1976
Act changes would prevent the unfortunate chaos in which nearly 150,000 U.S.
citizens abroad found themselves embroiled when, in May 1977, the effective date
of the 1976 Section 911 changes was deferred to taxable years after 1976.

Unless one was closely involved in the matter, it is impossible to appreciate the
problems which resulted from the retroactive change in the effective date provi-
sions concerning Section 911. Contrary to popular belief, in order to avoid interest
charges, many overseas taxpayers file their returns on April 15th. Accordingly,
many had already filed their 1976 returns and overpaid their 1976 taxes when the
May 1977 change occurred. Amended returns were therefore required, imposing a
great burden on both the Service and the taxpayers involved. As a result, because
of the greatly increased and unexpected workload on the Service, some of these
taxpayers have still not received the refunds of the 1976 overpayments to which
they are entitled.

Accordingly, regardless of what action may ultimately be taken by Congress
with respect to future changes in Section 911, an urgent need at this time is to
defer the effective date of the 1976 Act changes in Section 911 to taxable years
commencing after December 31, 1977. Failure to do so promptly will produce the
same unfortunate situation and uncertainties which resulted for U.S. citizens
abroad when filing their 1976 returns in 1977.

2. Thereafter, the Committee might consider permanent reinstatement of Sec-
tion 911 to its pre-1976 Act form, or at least provide such treatment as an alter-
native to the utilization of other approaches.

3. More appropriately, though, we believe that exclusions for specific allow-
ances should be provided based on the tax equity concept.8 To the extent that
forms of compensation merely provide an overseas employee with a comparable
standard of living to that experienced in the U.S., and the employee receives no
real economic benefit, such compensation should not be subject to tax.

There are four significant allowances which should be considered nontaxable
for the private sector overseas employee. First, there is the cost-of-living allow-
ance. This allowance should be provided where the cost of living exceeds the gen-
eral cost of living in the U.S. It would be appropriate for this allowance to be
determined periodically by the Secretary of the Treasury; however, it would not
be appropriate that the cost-of-living allowances be tied to a GS-12 employee. If
all facets of the tax equity are considered, there should be no tie-in to a particular
grade public sector employee nor should cost-of-living tables be utilized for pri-
vate Fector employees that reflect public sector experience. The disparity that
can result from utilization of public sector data was illustrated above in the dis-
cussion on H.R. 9251.

Secondly, there should be a qualified housin; allowance exclusion. The basic
concept of the housing allowance as provided in H.R. 9251 and the Administra-
tion's proposal is appropriate. However, since in operation these proposals would
not provide adequate relief in many foreign areas, it would be more appropriate
to use a threshold of 16% percent of an individual's equivalent U.S. base salary
(thus, excluding all foreign overbase amounts as discussed above) rather than
the 20 percent gross compensation approach. The costs of providing separate
maintenance of a second household where living conditions at the place of em-
pdoyment are dangerous, unhealthy, etc., should be considered a part of the
qualified housing allowance.

Thirdly, there should be an education allowance exclusion. The approach of
H.R. 9251 appears equitable, provided room and board and travel expenses are
included as discussed above, and the TRS education expense tables are reason-
able. We favor, however, the Treasury Department recommendation dated Feb-
ruary 23, 1978, which generally allows a deduction for educational expenses of
up to $4000 per dependent plus travel expenses.

Fourthly, there should be an allowance for home leave as the Administration
recommends. This would be limited to no more than one round trip each year to
the U.S. for the employee and his dependents. However, it should also provide for
a compassion leave allowance to take care of an untimely death or serious illness
of a close relative in the United States; and an allowance should be provided for

I An exclusion is preferable to a deduction for two reasons : First, an exclusion Ia simpler
administratively. Secondly, an exclusion more properly recognizes the lack of economic
tax benefit to a taxpayer.
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rest and recuperation where an employee and his dependents must reside in an
extremely harsh environment.

it is submitted that providing exclusions for the above four allowances would
go a long way in providing tax equity for the overseas employee. But to provide
complete tax equity, the Congress should also consider improvements in moving
expense allowances as noted below.

4. While the recommendations in 3 above would provide equitable tax treatment
a a substitution for Section 911, other relief is needed in the areas of moving ex-
penses. The Ways and Means Committee Task 'orce on Foreign Source Income
recommended for government workers an Increase from thirty days to ninety
days for the period In which temporary living expenses could be deducted. It
would be appropriate that this relief be granted private and public sector em-
ployees. The deductible limits should also be increased for foreign moves. The
Task Force recommended that the maximum deduction for indirect expenses be
increased to $4,1500 for public sector employees. The Treasury Department has
proposed this amount be increased to $5,000 for the ceiling on temporary living
costs. Again it would be appropriate to increase the limit for both public and
private sector employees. Additionally, it would be appropriate to recognize that
storage fees are a part of most foreign moves. Deductible moving expenses then
should include the reasonable expenses of storing household goods and personal
effects as well as the expenses of moving these goods.

Finally, the term "foreign move" should be expanded to include the situation
where the return to the U.S. occurs as the taxpayer is entering bona fide retire-
mnent (or if the taxpayer has died and his dependents have returned to the U.S.).

The organizations submitting this statement express appreciation for the oppor-
tunity to do so and offer such further assistance to the Cmmitee on Finance as
may be requested.

As an addendum to this submission there is included a critique of the Congres-
sional Research Service paper entitled "U.S. Taxation of Citizens Working In
Other Countries: An Economic Analysis," Library of Congress, April 20, 1978.

A CRITIQUE OF A PAPFR ENTITLED "U.S. TAXATION OF CITIZENS IN OTHEM
COUNTRIES: AN ECONOMIC ANALYsIs"

The Congressional Research Service (CRS) of the Library of Congress has
prepared a study dated April 20. 1978, entitled "U.S. Taxation of Citizens
Working In Other Countries: An Economic Analysis." There are some parts of
this study which are helpful in shedding light on some of the problems asso-
ciated with the taxation of U.S. citizens working abroad. However, the study
is seriously flawed and, as a result thereof, its major conclusions are invalid.
This critique will discuss the fatal shortcomings of the CRS analysis.

Tax neutrality
The study embraces the concept of locational tax neutrality and suggests that

this principle should be the guiding light in consideration of legislation to
reinstate the former Section 911 I.R.C. or to provide alternative allowances as
proposed by Senator Ribicoff (H.R. 9'251) and the Department of the Treasury.
It is agreed the concept of tax neutrality is germane to this issue; however,
there can be no agreement with the study's determination of what Is "tax
neutrality".

In discussing tax neutrality the study offers an example comparing the after-
tax results of a V.S. citizen working abroad vis-h-vis a domestic counterpart
earning $20.000 (of adjusted gross income). It embraces tie concept of providing
the overseas worker with a limited deduction for a cost-of-living allowance, but
then suggests that-the amount of the deduction should 1* taxed at the taxpayer's
effective tax rate based on "equivalent U.S. income". A requirement of this
concept of tax neutrality Is that a U.S. worker abroad must bear the same
effective tax rate on his adjusted gross Income as his domestic counterpart in
similar economic circumstances. This concept of tax neutrality is inappropriate
becau. the additional gross Income of the overseas worker does not yield

additional economic benefits. The end result of this concept of tax neutrality
is that substantial additional taxes would be paid to the U.S. Treasury on

income yielding no economic benefits to the recipient. The study's own example

(reproduced below from page 21) clearly shows this additional tax, which either

must be borne by the worker or his employer (with perhaps an additional

gross-up to be borne by the latter).
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Total foreign incom e --------------------------------------------- $32, 000
Minus foreign educational expense deduction -------------------- -2, 000

Total adjusted gross income ------------------------------- 30, 000

Equivalent U.S. adjusted gross income ($30,000 times .66%) -------- 20,000
U.S. income tax on equivalent U.S. adjusted gross income ---------- 2, 711

Total U.S. income tax before foreign tax credit (.13555 times
$30,000)1 ----------------------------------------------- 4,066.50

When this additional tax ($4,066.50-$2,711=$1,355.50) is subtracted from
the after-tax income available to the worker, the result is no longer tax neutrality
but a further disincentive to overseas employment of an American worker. And
he (and his employer) will be less competitive with European and Japanese
workers and firms.

In discussing tax neutrality, the study refers times to real income (emphasis
added) but nowhere discusses economic income or available income to the b

worker. If a cost-of-living allowance is to be fair, tax neutral, and not a dis-
incentive to Americans working abroad, additional income which does not yield
any economic benefit (vis-A-vis the U.S.) should not be taxed.2

In point of fact properly structured cost-of-living allowances should not even
be treated as deductions, but rather as exclusions-thus, more correctly recog-
nizing the character of this "income" which yields no economic benefit to the
rclpient.3

The study's concept of tax neutrality is incorporated into a so-called "hypo-
thetical neutral tax adjustment" which yields "neutral standard" cases. These
"neutral standard" cases are then compared to cases of reinstatement of Section
911, or enactment of I.R. 9251 or the Treasury proposal. However, since the
"neutral standard" is flawed, the conclusions reached in comparison with the
other proposals are seriously distorted and, in fact, invalid.

The problem 1vith basing allowances on highest U.S. costs

The study strongly urges that all allowances should be based on the difference
between the I ighest U.S. costs and the applicable foreign costs. Superficially,
this sounds appealing In that the U.S. tax code does not provide allowances for
the substantial differences in costs of living within the U.S. Such a position,

however, ignores the more serious competitive aspects involved vis-A-vis the

U.S. worker overseas and his foreign counterparts.
It is acknowledged that there are competitive aspects involved with re-pect

to an American worker moving within the United States; but, the U.S. worker

transferring overseas must compete with a foreign worker whose country of

origin does not tax extraterritorial earnings of its expatriates.' Any additional

tax costs create serious competitive disadvantages for the U.S. worker (or his

employer). If certain isolated high cost areas of the U.S. were used as a base,

the proposed allowances would likely lie reduced to the point that the U.S. income

tax would be a substantial disincentive to overseas employment.

STATEMENT OF PETROLEUM EQUIPMENT SUPPLIERS ASSOCIATION

The Petroleum Equipment Suppliers Association represents approximately

200 companies with over 200,000 employees which supply a substantial portion

of the equipment and services used by the oil and gas producing industries in

all parts of the world. We are manufacturers, service companies and distribution

companies operating in almost all areas where oil and gas are produced. With

few exceptions. PESA members do not engage in exploration and development

of oil and gas properties, nor do they buy and sell oil and natural gas. We are a

group of small, medium and some large companies with many of our employees

on assignment overseas.

Effective tax rate calculation is $2,711 over 20,000 equals .13555.
Curiously and inconsistently, the study would not subject a proposed educational allow-

ance to additional taxation and it would. thus, be truly tax neutral.
$ Treatment of allowances as exclusions would not only recognize that they provide no

economic benefit, but should tend to lessen the likelihood of improper categorization as a

preference item.
'No major Industrial countries tax the extraterritorial earnings of expatriate workers.
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The changes made to Section 911 in the 1976 Tax Reform Act, along with re-
cent Tax Court decisions affecting the taxable income generated by allowances
and facilities furnished to our overseas employees are unfair and inequitable to
both Americans working overseas and the companies which employ them and we
contend that the provisions of the 1976 Tax Reform Act and the decisions of the
Tax Court were ill-advised and, If not corrected, will ultimately cause severe and
irreversible economic problems for our nation.

In view of the requirement that Americans working ovei-seas file their 1977
income tax returns by June 15, it is essential that the Congress take immediate
action on the bills pending to delay the effective date of the 1976 Tax Reform
Act changes to Section 911.

We also strongly recommend that the Congress enact legislation which would
exclude from earned income the excess cost of housing, cost of living, education,
home leave expense and moving expense by Americans working overseas. Addi.
tionally, since these excess costs are incurred from the day an employee makes
initial arrangements for his move overseas, they should be excluded without
meeting any length of residence requirement.

This Committee should also consider the tenuous circumstances of our over-
seas markets due to severe foreign competition by companies and their employees
not taxed on income by their home governments. Consider as well the potential
economic effects of the loss of these markets in terms of loss of tax revenues, loss
of U.S. jobs, the deleterious effects on our balance of payments, and the special
problems such loss of markets create for our industry. The adverse effectsmight well justify a general exclusion for Americans working overseas to help
equate US. companies to their untaxed foreign competitors.

Rumors and misconceptions being expressed regarding our employees on for-
eign assignment and the information set forth in a recent Treasury publication
entitled "Taxation of Americans Working Overseas" as well as the Library of
Congress publication, "U.S. Taxation of Citizens Working in Other Countries:
An Economic Analyses," do not accurately present to the American public or to
the Congress the conditions that actually exist in the foreign areas in which we
operate.

CHANGES TO SECTION 911 IN 1976 TAX REFORM ACT AND TAX COURT DECISIONS DURING
1976 WERE ILL-ADVISED AND UNFAIR TO U.S. EXPATRIATES

During 1976 the Tax Reform Act of 1976 was passed changing the provisions
of Section 911 and these changes along with Tax Court decisions affecting the
taxability of overseas housing caused Americans working overseas to be taxed on
the excess costs of facilities and allowances furnished by their employers which
do not represent anything of value to the employee. Their living facilities, in
most instances, do not meet standards for homes in the United States. Food,
clothing and other necessities of life are no better and, in most cases, not of the
same quality available in the United States and the education they provide their
children is substandard compared to free public education in the United States.

The home leave furnished to them by their employers on an annual basis does
no mQre than cover the expense of allowing employees to vacation in the same
area that they would if assigned to the United States and moving expense pay-
ments or allowances do no more than cover actual moving expenses incurred
because of overseas assignment. These employees have nothing to show for the
facilities furnished or allowances paid since only excessive costs are covered. The
standard of living for these employees is in no way improved. There is no theory
of taxation which would !ustify such excess costs generating taxable income for
an employee. It is not fair or equitable and creates a severe hardship since what
was furnished generates no cash which can be used to Iay these taxes.

In order to keep their employees overseas, most companies in our industry will
find it necessary to bear the increased tax through a program of tax equaliza-
tion. Since most of our industry's members compete directly with foreign com-
panies, the Increased cost of such tax equalization may well make them non-
competitive causing a loss of overseas business and, since most of the equipment
and service units sold and used by our industry are produced in the United
States, a loss of U.S. jobs and an adverse effect on our balance of payments.

A substantial portion of the excess costs to which we refer Is caused by the
explosive inflation rates being encountered in overseas areas which are handled
by "trading" dollars with our customers. What justification is there for the
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Treasury Department to cash in on these high rates of foreign inflation? How
does the Treasury Department expect our U.S. citizens working overseas to com-
pete with foreign workers who are not taxed by their home governments on
their income? A U.S. company has no choice but to replace its U.S. employees
working overseas with foreigners because its U.S. employees have lost their abil-
ity to compete in the overseas labor market.

It has been said that 2% Englishmen can be hired for the cost of one Ameri-
can. Our experience is that American salesmen, servicemen and technicians are
better trained, more dependable, more experienced and more loyal to U.S. com-
panies and products than foreign nationals. Nevertheless, if we cannot secure
contracts because of the excessive tax cost of hiring U.S. nationals and hope to
remain in business abroad, we must hire foreign nationals.

One of our member companies has been forced to establish training facilities
in Montrose, Scotland, and Singapore to insure that if no tax relief is provided
U.S. citizens it will be able to continue servicing overseas customers. This action
was taken only after long, hard consideration. Foreign competitors have the
capability of copying this company's products and its foreign markets are main-
tained through the superiority of its U.S. technicians overseas who make its
equipment work in customers' wells. Once the Scotsman, Britishers, French,
German, Norwegians, Danes and other nationals now attending schools have been
trained to service and install this company's equipment, it will be difficult for it
to maintain these foreign markets on a long term basis.

By training foreign nationals we are exporting our technology and rapidly
eliminating any U.S. technological advantage. The long range effects of this on
U.S. Jobs, exports, and investments in manufacturing machinery and equipment
could be disastrous for this country.

We have little choice, however, since most commitments to overseas customers
are on a long term basis, in many instances at fixed prices which were established
under cost calculations made prior to the 1976 Tax Reform Act changes and the
Tax Court decisions. Now our industry is faced with a drastically different cost
picture and must take extreme actions in order to cope with greatly increased
costs.

Our government and the Congress has encouraged us during past years to
develop our foreign markets and now that we have done so, the rules are changed,
making it difficult and perhaps impossible to continue serving these markets. It
is unfair and, in our opinion, ill-advised.

WHAT SHOULD BE DONE?

Since the deadline for the filing o! tax returns by our overseas employees is
June 15, 1978, it is essential that Congress acts on the pending bills to delay the
effective date of the Section 911 changes. We also urge prompt action to exclude
from the taxable income of Americans working overseas the excess costs that are
incurred merely by the fact that they are on overseas assignment. In all fairness,
these excessive costs should be excluded in the same bracket of income in which
they were included in income.

The excess costs for which an American working overseas receives no benefit
and ends up with no money in his pocket include the excess costs of housing, the
cost of living for himself and his family, the cost of educating his children, the
cost of returning with his family to his home in the United States for home leave,
and the cost of moving overseas.

These excessive costs for an employee sent overseas on permanent assignment
start from the time the employee begins arranging for the move overseas and
there is no justification for making the exclusion subject to a length of residence
requirement. The man who is transferred overseas and then must return after a
short period of time for health reasons or inability to cope with foreign assign-
ment, or other reasons, should not be penalized because he has not maintained
his foreign assignment for a specific period of time. He has incurred the excess
costs for which he has received nothing of value and should have these costs
excluded on the same basis as an employee who has worked overseas for a num-
ber of years.

We are asking for tax equity. We are asking for fair treatment of our overseas
employees as compared with comparable employees in the United States. We do
not ask for any unfair benefit and do not contend that a foreign tax credit should
be allowed for taxes paid on these excluded amounts. We do not ask that our
employees be allowed to receive lavish living quarters or other benefits which
should be taxed without being subject to tax. Our primary concern is for our
technicians and technical people and the men who are generating the sales of
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our U.S. products. They should not be penalized by unfair tax laws simply be-
cause they agreed to go abroad on behalf of their employer. The spectre of the
911 changes made in the 1976 Tax Reform Act and the Tax Court decisions hangs
heavy on our members' overseas employees, many of whom accepted the hard-
ships of overseas assignments in order to advance with their companies and now
face the prospect of being replaced with foreign nationals.

For the past two years, our companies have been experiencing difficulty in
meeting their overseas personnel requrements with U.S. employees. They are
just not willing to transfer overseas with their tax status in doubt. Equipment is
unmanned in many areas of the world and we even have difficulty soliciting U.S.
employees to transfer overseas on temporary assignment. Our competitors are
regularly submitting bids for technical personnel 25% below our bid figures. We
will not be able to maintain our foreign markets on this basis. It must be remem-
bered that U.S. manufacturers and exporters are in competition with foreign
companies which receive numerous tax and other export incentives from their
governments.

A strong case can be made for a general exclusion from income for Americans
working overseas to help equate U.S. companies' costs to those of their foreign
competitors. For example, during early 1'7, one of our member companies
was required to bid on a service contract covering operations in a Middle East
country involving approximately 15 U.S. employees. Included in the costs were
the tax costs required to keep these fifteen employees on foreign assignment.
A French competitor submitted a bid approximately 25% less. Consequently, our
company lost the contract. This contract would have called for four service
vessels, which were to have been built in New Orleans, Louisiana. The company
forecast the annual sale of approximately two and one-half million dollars of
equipment for this customer which would have been produced at its plant in
Dallas, Texas and substantial rental charges for these service vessels. Let us
consider what our nation lost in this attempt to unfairly collect additional
taxes from these fifteen Americans working overseas. The Treasury Department
has lost the tax revenues on the profits from the overseas equipment sales and
rentals and the tax on the income of these fifteen employees. Additionally, taxes
on the U.S. manufacturing profits, the profits on the production and sale of
the service vessels, taxes on the navigational equipment, the engines, the steel
and other components used in the production of the service vessels and the
equipment in the United States, and the taxes on the income of the workers pro-
ducing the equipment, service vessels, materials and components. Let us also
look at the loss of Jobs. Each of these four service vessels produced in the New
Orleans, Louisiana, area would produce jobs for one year for six workers. This,
along with the machinists and other workers required to produce the equipment
which would have been sold, may not seem significant but when multiplied by
the effect of other contracts lost and other markets in jeopardy, it could well
cause severe aggravation of our employment problem in the United States.

We must also take into account the severe impact the loss of overseas markets
will have on our trade deficits and the deterioration of the value of the U.S.
dollar as compared with other foreign currencies.

There are additional considerations with regard to the overseas markets served
by our industry. The development of the equipment and services we sell and
provide and the supporting technology are a direct result of the variety of
well conditions we encounter in our worldwide operations. Subsurface and
surface conditions vary from one producing area to another and, in many in-
stances, problems are encountered in other areas of the world before they are
faced by our domestic petroleum industry. In such cases our overseas customers
pay the cost of the development and manufacture of required equipment or the
development of necessary services and service equipment and when our U.S.
petroleum industry faces similar problems the equipment that will be needed is
perfected and stocked in inventory.

Subsurface safety devices operated by remote surface equipment were de-
veloped for the oil wells of Lake Maracaibo, Venezuela, long before required in
the Gulf of Mexico. Equipment to meet the highly corrosive conditions being en-
countered by the U.S. petroleum industry was ready and waiting because of well
conditions in Canada and the Middle East. Equipment necessary to complete
and produce wells on the ocean floor was installed and tested years ago in wells
Gabon. Would oil be flowing through th4 Alaska Pipeline if our industry had
not been able to call upon their experience in other areas of extreme cold to
produce the equipment and provide the services required on the North Slope of
Alaska?
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If our industry loses Its overseas markets, the increased costs and delays that
will be suffered by our U.S. petroleum industry could well make it impossible
for our nation to meet its energy goals and would undoubtedly increase the
price each of us will have tb pay for energy.

RUMORS AND MISCONOEPTIONS

We are most concerned about the way Americans working overseas and our
overseas markets are being portrayed to the U.S. public and to the Congress.
In reading Information appearing in our newspapers, statements being made in
the Congress, and in studies prepared by the Treasury Department and the Li-
brary of Congress, one is left with the impression that overseas employees are
paid at a substantially higher rate than comparable U.S. employees; that for-
eign sales and service generates higher profits than comparable operations in
the United States; that U.S. companies will always "follow these profitable for-
eign markets"; that employees live will and even lavishly abroad; and that the
U.S. companies control these overseas markets because of their vastly superior
technology. We do not believe, at least for our industry, that these views of
overseas employees and markets is correct.

If you were to travel to our foreign locations you would find that our overseas
employees under the tax laws now in effect receive less take-home pay than
comparable U.S. employees, in most instances live under conditions of hardship
not faced by U.S. employees and that the profit margins on foreign operations
have been reduced to the point that, when these markets are evaluated in terms
of risk, companies may well feel that they are not worth pursuing.

If you would attend the Offshore Technical Conference which is held annually
:t Houston, Texas, you might well wonder what has happened to the U.S. tech-
nological lead when visiting the booths of hundreds of foreign manufacturers
ready to take over our overseas markets the minute we stumble or fail to pur-
sue these markets as diligently as we have in the past. Why are these foreign
manufacturers so ready and willing to pursue these markets and why do their
governments encourage and subsidize their activities in this regard? Could it
be that these foreign governments see the value of these foreign markets in
terms of jobs, balance of payments, and the effect on their economies? Why
should the U.S. government view these markets any differently?

The publication of the Treasury Department entitled "Taxation of Americans
Working Overseas" and the analysis of tax returns and conclusions drawn there-
from do not conform to our view of the realities of the situation of our Z-erseas
employees. The statements contained in this publication Indicate taxpayers
abroad have higher incomes on average than U.S. taxpayers. They do not men-
tion or take into account the fact that the labor force overseas does not include
workers at the lower end of the wage spectrum since it would not be economical
for U.S. companies to send this type of worker overseas, nor would it be accept-
able to the governments in the foreign areas in which these companies operate.
Since the employees at the lower end of the wage spectrum have been eliminated
from the analysis, it tends to make any averages or statistics based on averages
meaningless. The only way that such comparisons could properly be made would
be to compare an overseas taxpayer with a U.S. taxpayer holding a comparable
job in the United States.

In our industry employees working in the U.S. and in foreign locations on simi-
lar jobs are paid the same base pay. The overseas worker receives additional al-
lowances designed to insure that he has the same take home pay as the TJ.S. em-
ployee after he pays the additional costs of living abroad.

The Treasury has attempted in their analysis to quantify in terms of dollars the
additional tax revenues that will be generated by the Tax Court decisions. We
submit that it would be impossible to place a dollar figure on these additional
revenues since the Treasury Department does not have available to It Information
concerning the value of facilities furnished and allowances paid overseas em-
ployees by U.S. companies. In addition, they admit that no consideration is given
the ripple effect as demonstrated by the example of our member company losing
a contract to its French competitor and the change in behavior which will surely
follow.

The Library of Congress study does not take into account the actual problems
being faced by Americans working overseas; and the study, therefore, compounds
an(d adds to the misconceptions to which we have referred. It is based on numer-
ous assumptions which fly in the face of ieality as we experience it abroad.
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RECOMMENDATION

We recommend the adoption of II.R. 9251 to extend the effective date of Section
911 changes and to provide substantive relief to Americans abroad with the modi-
fications set forth in the attached exhibit.

EXHIBIT TO STATEMENT OF PETROLEUM EQUIPMENT SUPPLIERS ASSOCIATION

1. Amendment to H.R. 9251 to permit a $15,000 exclusion "off the top" as an
alternative to the specific deductions which would be allowed under section 221.

DRAFT AMENDMENT

Subsection (b) (2) of section 4 of H.R. 9251 is deleted and the following is sub-
stituted in lieu thereof :

"(2) Amendments relating to section 911.-
(A) Subsection (d) of section 911 is deleted and subsections (e) and (f) are

redesignated as subsections (d) and (e), respectively.
(B) Section 911 is amended by adding the following new paragraph 'at the end

of subsection (d) (as redesignated by subparagraph) (A) above) :
(3) Election of Section 221.-The provisions of this section shall not apply for
any taxable year for which the taxpayer has elected the application of section
221."

1. Amendment to H.R. 9251 to permit a $15,000 exclusion "off the top" as an
alternative to the specific deductions which would be allowed under new Code
section 221.

GENERAL EXPLANATION

As an alternative to the specific deductions which would be allowed by H.R.
9251 to U.S. taxpayers living abroad, a blanket exclusion of $15,000 a year should
be allowed employees who meet the requirements of present section 911 of the
Code (including the residency requirements). This would benefit employees who
suffer expenses from living abroad which are not in the categories enumerated in
new Code section 221 (such as value added taxes or other non-creditable taxes,
specific hardship allowances, and similar ltrims). Moreover, the specific require-
ments of new section 221 will be difficult ior some taxpayers to comply with as
a practical reporting matter. A blanket exclusion alternative would permit such
taxpayers to forego the benefits of section 221 and take the more simple approach
of a fiat exclusion. Since the taxpayer would be forced to choose between the
blanket exclusion and the new specific deductions allowed under new section 221,
no double benefit could result.

The specific exclusion should be "off the top" of the taxpayer's income since it
is designed to remove from the taxpayer's taxable income unusual items which
are not normally considered economic income (the value of excessive cost housing
furnished to the taxpayer by him employer, for example). This will prevent
such extraordinary items from pushing the taxpayer's other, unrelated income
into higher U.S. tax brackets. Without this change a tax penalty results from the
presence of the extraordinary foreign items even though they may be technically
excluded from the taxpayer's income under the blanket exclusion.

2. Amendment to H.R. 9251 to allow a deduction for one round trip to the
United States each year.

DRAFT AMENDMENT

On page -, line -, delete "and education expense amounts," and insert
in lieu thereof, "education expense, and home leave amounts."

On page -, the following shall be added immediately after line -:
"(5) HOME LEAVE AMOUNT.-The term "home leave amount" means the reason-

able amounts provided to, or paid or incurred by, an individual for one round trip
and return each year between the location of the Individual's principal place of
work and a place in the United States approved by his employer (if any), for
such individual, his spouse and each dependent of the taxpayer with respect to
whom the taxpayer Is allowed an exemption under section 151(e)."

2. Amendment to H.R. 9251 to allow a deduction for one round trip to the
United States each year.

GENERAL EXPLANATION

H.R. 9251 should be amended to permit, as an additional special deduction al-
lowed for U.S. citizens employed abroad, a deduction for the actual costs incurred
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for one round trip to the United States and return to the place of employment
each year for the employee, his spouse, and his dependents. Most employers pay
the cost of such a trip as a standard policy.

Such deduction would not be subject to abuse; only the actual tourist fare paid
by the employee would be allowed so no economic benefit could accrue to the
employee. In addition, the encouragement of such periodic returns to the United
States would seem to be a good policy from the standpoint of the United States
government as well as the employer.

3. Amendment to H.R. 9251 to remove the residency requirement for special de-
ductions from income earned abroad.

DRAFT AMENDMENT

On page - , delete line - through line - and insert in lieu thereof the
following:

"SEc. 221. ADDITIONAL FOREIGN LIVING COSTS.-
"(a) General Rule.-
"(1) There is allowed asa deduction to an individual citizen of the United

States whose principal place of work is located outside of the United States for
any portion of the taxable year the amount determined under subsection (c) for
the taxable year.

"(2) In the case of an individual described in paragraph (1) whose principal
place of work is located within the United States for a portion of the taxable
year, the amount determined under paragraph (1) shall be adjusted (to the ex-
tent appropriate, if any) under regulations Issue by the Secretary to take into
account the period of work in the United States."

3. Amendment to H.R. 9251 to remove the residency requirement for special
deductions from Income earned abroad.

GENERAL EXPLANATION

The special deductions which would be allowed for U.S. taxpayers living abroad
under H.R. 9251 would be limited to taxpayers who meet the residency require-
ments imposed under present section 911 of the Internal Revenue Code. These
require that the taxpayer either be (I) a bona fide resident of a foreign country
for the entire year, (ii) or during any period of 18 consecutive months be present
in a foreign country or countries during at least 510 full days in such period.

This foreign residency requirement may serve a meaningful purpose in con-
nection with the blanket exclusion of section 911 of the Code, but it serves no
usef al purpose where the intent of the statutory provision is to exclude from
taxable income extraordinary items paid to or provided for an employee while he
is working outside of the United States. The only requirement should be that the
taxpayer's principal place of work be in a foreign country. The deductions
which would be permitted by new section 221 with respect to the period of time
a U.S. taxpayer lives abroad should be available for the period his bona fide tax
home Is in a foreign country even if that period is only, for example, eight
months during the taxable year. Otherwise a taxpayer who unexpectedly Is
required to return to the United States would have large taxable income due to
extraordinary foreign Income items with no offsetting deduction for the period
he lived abroad. In such a case the purpose of S. 2115 would be wholly
frustrated.

In addition, Petroleum Equipment Suppliers Association supports the pro-
posal of the Treasury Department which would require amendments to H.R.
9251 to:

4. Expand the Section 119 exclusion of meals and lodging furnished for the
convenience of the employer to include "camp style" meals and lodging furnished
near the employer's premises.

5. Provide a deduction for education transportation expenses where no ade-
quate U.S. type school is available in the country of employment and for college
students.

6. Liberalize the deduction for moving expenses to recognize the increased time
and costs Involved in foreign moves.
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AMERICAN CHAMBER OF COMMERCE OF VENEZUELA,
Caracas, Venezuela, May 5, 1978.

Hon. RUSSELL B. Loo,
Chairman,
Senate Finance Committee,
2227 Dirkaen Senate Office Building,
IWashington, D.C.

DEAR MB. LoNG: On behalf of the American Chamber of Commerce of Vene-
zuela, J submit the following statement for inclusion in the record of your com-
mittee hearings on "Taxation of Americans Working Abroad" of May 8, 1978.

I thank you for this opportunity to express our views to you and your
committee.

Very truly yours,
GABRIEL J. BAPTISTE, President.

WRITTEN STATEMENT OF THE AMERICAN CHAMBER OF COMMERCE OF VENEZUELA

The following is submitted as a statement of the views of the American
Chamber of Commerce of Venezuela with respect to taxation of Americans work-
ing abroad, presently under consideration by the United States Congress.

INTRODUCTION
Who we are

I am Gabriel J. Baptiste, President of the American Chamber of Commerce in
Venezuela located In Caracas: I have lived in Venezuela for 20 years. Our
Chamber is a binational organization with over 1,000 Individual and 448 cor-
porate members. The majority are branches or affiliates of U.S. companies. In
addition, many of the Venezuelan corporate members employ U.S. citizens in
managerial or technical positions.

Our organization Is associated with the Council of the Americas, the Chamber
of Commerce of the United States, and the Association of American Chambers
of Commerce in Latin America.

We appreciate very much this opportunity to submit this written testimony
with respect to proposals relating to taxation of Americans abroad. We wish to
express our support for S. 2115 introduced by Senator Abraham Ribicoff on Sep-
tember 21, 1977 and for H.R. 9251 which Incorporates the Ribicoff bill In addition
to a provision which would extend to taxable years beginning prior to January 1,
1979, the application of new section 911 of the Internal Revenue Code as amended
by the Tax Reform Act of 1976; both bills would grant certain deductions for
additional foreign living costs to U.S. citizens living in Venezuela and elsewhere
overseas where the cost of maintaining a U.S. standard of living is considerably
higher than that of the United States, and where governmental services range
from poor to nonexistent. In addition, we advocate the further relief requested
In the part of this written testimony entitled "Conclusions and Recommen-
dations".
Present law

The Tax Reform Act of 1976 made several changes in the taxation of indi-
viduals working abroad which were originally effective for taxable years begin-
ning after December 31, 1975. Under the law in effect prior to the 1976 Act, U.S.
citizens could exclude up to $20,000 of earned Income abroad during a period in
which they were overseas for 17 out of 18 months or during a period they were
bona fide residents of a foreign country or countries (section 911). In the case
of individuals who had been bona fide residents of foreign countries for three
years or more, the exclusion was increased to $25,000 of earned income. Individ-
uals electing the standard deduction were not allowed to claim the foreign tax
credit for foreign taxes paid.

The Tax Reform Act of 1976 generally reduced the earned income exclusion
for individuals working abroad to $15,000 per year (the Act retained a $20,000
exclusion for employees of charitable organizations). In addition, the Act made
three modifications in the computation of the exclusion.

First, the Act provided that any individual entitled to the earned income exclu-
sion is not to be allowed a foreign tax credit with respect to foreign taxes al.
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locable to the amounts that are excluded from gross income under the earned
Income exclusion. Second, the Act provided that any additional income derived
by individuals beyond the income eligible for the earned income were not so
exclude. Third, the Act made ineligible for the exclusion of any income earned
abroad which is received outside the country in which earned if one of the pur-
poses of receiving such income outside of the country Is to avoid tax in that
country. In addition to these changes made in the computation of the exclusion,
the Act provided an election to an individual not to have the earned income ex-
clusion apply. This provision of the Act also allowed individuals taking the
standard deduction to claim the foreign tax credit.

The Tax Reduction and Simplification Act of 1977 delayed the effective date
of the 1976 Act changes with respect to the taxation of income earned abroad for
one year, or until 1977. -

Tax Treatment Extension Act of 1978 (H.R. 9251).
H.R. 9251 incorporates with some slight changes S. 2115 (the Ribicoff bill.)

1. Postponetmnt of 1976 act changes.
H.R. 9251 extends the law in effect prior to adoption of the Tax Reform Act of

1976 to taxable years beginning prior to January 1, 1979. The House bill would
have extended pre-1976 Act law only to taxable years beginning prior to Janu-
ary 1, 1978. Individuals who take the standard deduction but do not qualify for
the earned income exclusion will be able to claim the foreign tax credit for tax-
able years beginning December 31, 1976.

2. New deductions for c.rcess foreign living costs.
Under the provision of H.R. 9251, the changes in the earned income exclusion

(see. 911) made by the 1976 Act will not take effect. Instead, the exclusion will
be replaced for taxable years beginning after December 31, 1978, by a deduction
for excess housing and education costs and the excess costs of living (apart from
housing and education) for individuals working abroad.

Those persons eligible for the new deduction will generally be the same as
are now eligible for the earned income exclusion. U.S. citizens (other than U.S.
Government employees) will be eligible if they are bona fide residents of a for-
eign country or countries for a period which includes an entire taxable year, or if
they are physically present in a foreign country or countries for 510 days out
of a period of 18 months. Also, resident aliens who are nations of a foreign
country having a tax treaty with the United States which contains nondiscrimi-
nation provisions will be entitled under such tax treaty to the deduction if they
otherwise meet the eligibility requirements imposed on U.S. citizens.

H.R. 9251 makes the deduction for additional foreign living costs a deduction
from gross income in determining adjusted gross income. As a result, a taxpayer
will be able to claim the deduction for additional foreign living costs without
losing the ability to claim the standard deduction.
Legislative history of section 911

Originally enacted in 1926, the exclusion under Section 911 was an unlimited
exemption of foreign earned income for citizens spending six months a year out-
side the United States. It was intended as an incentive to encourage Americans to
live overseas and sell U.S. products abroad. The House Committee Report of the
time clearly indicated that the language first proposed was meant to benefit export
salesmen and thereby increase U.S. foreign trade.

The provision as enacted was not limited to export salesmen, being broader in
scope. Over the years section 911 has undergone a series of modifications, Intro-
ducing concepts of bona fide foreign residence, physical presence abroad. and limi-
tation on dollar amounts excludable, all designed primarily to curb abuses by
those who could arrange their employment abroad so as to take advantage of an
opportunity to avoid U.S. taxes.

OUR POSrION ON SFION 900

We firmly believe that failure to grant some consideration to U.S. expatriate
personnel with regard to earned income abroad would result in the withdrawal of
U.S. citizens from foreign markets and subsequent shrinking of sales and exports
abroad. It stands to reason that if it costs an American more to live abroad so
that he is worse off financially, net after all host-country and U.S. income taxes, he
would prefer to return to the United States and live in the greater safety and
comfort of his home country.
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.obs and uncmploymcnt
WVe are convinced that Americans abroad in less-developed countries, such as

Venezuela and the other areas of Latin America, generate jobs in the United
States rather than take away jobs. Most of the countries in the world today have
closed the frontier on imports of many items; American companies must either
get into the foreign market with a local organization or get completely out. In the
last two decades, protective tariffs or prior licensing systems have vitrually pro-
hibited the importation into Venezuela and other Latin American countries of
such finished products as tires, textiles, automobiles, food stuffs, household ap-
pliances, television sets, and a host of other articles. As a general rule, we can no
longer ship into Venezuela and similar countries finished consumer products. We
must either import components or nothing in inany areas. In Venezuela and many
other developing countries, these products do not come back to the United States
with local labor added; they are consumed by the ever increasing local population
with its constantly rising purchasing capacity.

Intimately linked in many cases with the creation of markets abroad for U.S.
products, it should be noted that in 1974 U.S. firms earned $3.6 billion from for-
eign-located companies and individuals in the form of royalty and fee payments
for the use of U.S. technology. Approximately $2.8 billion of those came from in-
vestment-related technology transfer and $0.8 billion from non-investment related
royalties and fees. Although in some cases such fees may be generated by the
licensing of patents alone, in most cases they are coupled with or dependent upon
U.S. management, know-how and technical experience rendered In the foreign
country by U.S. citizens. These receipts are the same as exports, since they add to
our balance of payments earnings and are extremely important to the total U.S.
balance of payments position. The 1951 amendment to the Internal Revenue Code
was intended, in large part, to encourage U.S. technicians to seek employment
abroad, and the proposal to take away the exclusion would discourage such em-
ployment and, in our opinion, decrease receipts from technology transfer fees.

The value of Americans abroad is simply this: they Insure that the United
States gets its fair share-or hopefully, more than a fair share-of the existing
foreign market for U.S. components in more sophisticated items not manufactured
in the foreign country-heavy machinery or technical services. In ordering equip-
nient, supplies, raw material of all types, replacement parts, etc., a U.S. citizen
abroad is in a position to favor his country of origin, the United States. An esti-
mated 10% of the U.S. employment force depends upon exports; cut off our U.S.
representatives abroad and you will drastically reduce exports, precisely at a
time when our balance of payments deficit is worse than ever.
Exanimpls

Let me give you a few specific examples, if I may, as to what Americans abroad
mnean to the United States exports of goods and services to a country such as
Venezuela:

(a) One of the nationalized oil companies in Venezuela is embarking upon a
refinery expansion which, it Is estimated, would cost from $850 million to $1 bil-
lion. it will involve 1I million man hours and approximately ",000 people. The
company that gets the job-hopefully, Anierican-will have to put about 350
technicians and supervisory personnel into Venezuela, with a support team back
in the United States. Most of that money-$850 million to $1 billion-will come to
the United States for the purchasee of equipment and services if we are not priced
out of the market by the cost of U.S. personnel abroad.

(b) The sales of a leading U.S. earth-moving equipment firm distributor in
Venezuela were approximately $125 million last year. Household appliances sold
bv the same company amounted to $100 million. This company operated with a
U.S. staff In Venezuela of 28 persons. These 28 persons generated $125 million In
U.S. exports of new equipment, parts and services for earth-moving equipment
and about half the value (in components from the United States) of $100 million
In sales of household appliances.

(c) A U.S. contractor is building with local partners a dam in Venezuela for the
Venezuelan government with 68 U.S. employees. The job is just commencing and
$20 million in U.S. equipment have been imported to date. It Is estimated that
another $33 million will be Imported within the next several years. The job itself
will generate revenues of $150 million which hopefully, will produce a substantial
profit for the American partner to be brought home. The estimated cost of main-
taining these 68 employees abroad, if the 1976 Act version of section 911 is en-
acted, is between $300,000 and $4C0,CO0. That additional cost is what can make a
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U.S. company noncompetitive. If it loses the bid, it is needless to add that there
will be no exports of U.S. equipment, and no profits will be brought home to help
the balance of payments.

(d) Senator Proxmire from Wisconsin will, I hope, find the next example of
particular interest. Racine, Wisconsin, as you know, is the headquarters for
Johnsofi's Wax. In the supermarkets of Venezuela you will not find any imported
household wax or insecticide products; all are made locally. Johnson's has a local
plant and has the major share of the household wax market and a large portion
of the home and insecticide market. If Johnson's had not established a plant and
distribution system in Venezuela almost two decades ago with U.S. personnel,
there would not be a nickel remitted to Racine, Wisconsin, in the form of equip-
ment purchases or profits. This is a clear case of "Get In or get out."

These are simply four concrete examples. We could report many more.
The United States exports over $3 billion of goods and services to Venezuela per

year. Venezuelan exports grew 30 percent last year. Venezuela is the best market
for U.S. goods in Latin America aside from Mexico and Brazil: We Americans
cannot afford losing it.
The price Americane pay to work abroad

Americans working abroad are working for America. We, the American
Chamber of Commerce in Venezuela representing most of the employed Ameri-
cans in Venezuela, are not movie stars trying to take advantage of United States
tax laws. Far from it. The truth of the matter is that we are simple American
citizens who are both employees of large American businesses as well as tradi-
tional American entrepreneurs. Some of us came to Venezuela of our own free
will ; others of us were assigned here by our companies. Considering the personal
and financial difficulties which many of us have had to endure as a result of our
residence in Venezuela, it is unfair to inject into the tax laws a further penalty
on those of us who are bringing profits to America by working abroad. We who
work abroad are subject to privation and hardships which are unknown to the
average American taxpayer. I would like to be more precise in stating what these
hardships are, not to win you over by sympathy, but rather to demonstrate the
true extent of our plight.
Inconveniences

We lead, in the United States, what is probably the most comfortable life In
the world; we are the "affluent society." Telephones cover the nation, as do power
facilities; the existence of laundries and dry cleaning establishments is taken
for granted; service companies of every type abound; supermarkets and depart-
ment stores offer every variety of food and merchandise at reasonable prices; no
linguistic problems exist. In less developed countries, on the contrary, most or
all of those goods and services are not readily available in the same quality, or
are available only at prices which would make them luxury Items in the States.
We do not contend that all underdeveloped or developing countries are "hard-
ship posts", but life for most people who work abroad is not as comfortable as in
the United States and is considerably more expensive.
Education and governmental services

Educational facilities are, in general, inferior to or far more expensive than
comparable schools in the United States. Many federal and municipal services,
which we take for granted In the United States, such as interstate highways,
sewage disposal, water, fire protection, etc., are not available or are woefully
inadequate in many areas. To pay U.S. taxes, without receipt of such services
from the U.S. government, also seems manifestly unfair.
Health

Medical statistics indicate that the less developed countries are not as healthy
as the United States or Western Europe. The life expectancy is shorter, and U.S.
life insurance companies apply a higher premium rate for those U.S. citizens
residing in Latin America. Medical specialists and well-equipped hospitals are
not as readily available. There is clearly a health risk In living in many countries
abroad.
Political, security and economic risks

Many U.S. citizens living in Latin America have been through revolutions,
attempted coup d'etats. street riots. etc. In many countries U.S. citizens living
abroad are subject to physical danger and psychological terrorism, as kidnapping
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and terrorists acts occur. U.S. citizens living abroad run the risk that their pos-
sessions and savings may be confiscated (Cuba) or devalued (most South Ameri-
can countries). What is earned in one year may be lost in the next.
Cost of living

The cost of living in Venezuela and many of the less developed countries is far
higher than in the United States. For example, the rental of a modest 3-bedroom
home or apartment in the residential areas of Caracas will range from $1,400 to
$2,200 per month, unfurnished. Cars cost at least 220 percent of equivalent
models in the United States. Appliances usually sell at various multiples of U.S.
prices.

Higher salaries in Venezuela are necessary as an incentive to compensate for
high living costs, the economic and psychological dislocation ("uprooting")
factor, greater political, security and economic risks, inconveniences and lack of
governmental ahl other services taken for granted in the United States.

The argument has been made that U.S. companies should simply increase their
remuneration to U.S. citizens abroad to prevent their flight back to the United
States. This would increase significantly the cost of those corporations doing
business abroad and, accordingly, make them less competitive in bidding on inter-
national contracts or in selling their products. As you know, the United States is
about the only country in the world that taxes its citizens abroad on locally-
earned income. In addition to this loss of potential future business for U.S. com-
panies and exporters, many U.S. citizens abroad who generate export markets
(to not work for large U.S. companies; they work as entrepreneurs, or for foreign
companies or for small businesses which cannot afford the additional costs re-
quired to keep the U.S. citizens in the same net after-tax position as his com-
patriot back home, since he must pay higher bracket taxes on the additional
income, which in turn, requires additionay pay, with an overall spiraling effect.

CONCLUSIONS AND RECOMMENDATIONS

It seems ironic that while the communists paint on the walls of many foreign
countries "Yankee Go Home", there are many who by a short-sighted tax policy
are perhaps unwittingly saying, "Yankee Come Home."

Our Chamber firmly believes that it is to the benefit of the U.S. balance of pay-
ments and to the maintenance of employment in the U.S. export industries that
U.S. citizens be encouraged to live abroad and certainly not be penalized for work-
ing abroad.

We, therefore, advocate the adoption of amendments to section 911 of the
Internal Revenue Code which would:

(a) As an alternative to the specific deductions allowed to U.S. taxpayers
living and working abroad, permit a blanket exclusion of $15,000 a year for
those employees wno meet the residency requirements of present section 911 of
the Code. A blanket exclusion alternative would permit such taxpayers to forego
the benefits of the specific deductions and take the more simple approach of a fiat
exclusion. The specific exclusion of $15,000 per year should be "off the top" of the
taxpayer's income.

(b) Permit section 911 benefits to apply to resident aliens of tile United States
(green card holders).

(c) Permit a deduction from earned income of an amount equivalent to the
additional cost of living (housing and education excluded) as compared with
some base city such as Washington. (We do not believe that cost-of-living indexed
should be limited to the GS-12 Step-1 salary level, since most U.S. citizens
abroad would, within the United States, be earning more than that level r$21,883]
in managerial and technical positions).

(d) Permit a deduction for "school fees" to Include room, board, and two
round trips (tourist class) per year between the dependent's school and the
employee's principal place of work in cases where a U.S. type of school is not
available within daily commuting distance of the employee's principal place of
work in a foreign country. Similarly, a deduction for two trips per year should be
allowed for college students.

(e) Permit a deduction fcr U.S. citizens employed abroad for the actual costs
incurred for one round trip (tourist class) to the United States (point of entry)
and return to the place of employment each year for the employee, his spouse,
and his dependents.

(f) Amend the residency requirements lmposed under present section 911 of
the Internal Revenue Code; the only requirement should be that the taxpayer's



216-

principal place of work be in a foreign country. Under the proposed amendment,
the special deductions should be permitted for the period of time the U.S. tax-
payer's bona fide tax home Is in a foreign country (with a limitation of eight
months during the taxable year). Otherwise, a taxpayer who unexpectedly Is re-
quired to return to the United States would have large taxable income due to
extraordinary foreign income items with no offsetting deduction-for the period
he lived abroad.

(g) Permit the expansion of Internal Revenue Code section 119 exclusion of
meals or lodging furnished for the convenience of the employer to Include "canp-
style" meals and lodging.

(h) Permit the deduction for moving expenses (allowed under present section
217 of the Internal Revenue Code) to be liberalized in the case of moves to foreign
countries by (1) allowing 60 days occupation of temporary quarters at the new
principal place of work abroad (rather than the present 30 days) ; (it) increas-
ing the ceiling on temporary living costs to $4,500 (from the present $1,500) ; and
(tit) by allowing a deduction for storage of household goods and personal effects
for the duration of a foreign assignment.

The rationale behind allowing the $15,000 exclusion option and the special
deductions is, of course, to arrive at an equitable tax on the individual's disposable
income in relation to what he would be paying if he were residing in the United
States. These allowances are generally paid by the U.S. corporation to allow
the individual to maintain that standard of living he was accustomed to in
the U.S. and do not, in any way, increase his disposable income or personal net
worth. These deductions we feel are the major additional expenses over and
beyond those normally incurred by U.S. citizens living in the United States which
need to be granted so that U.S. citizens will be encouraged to go abroad or con-
tinue to reside abroad for the creation of U.S. export and bolstering of the U.S.
balance of payment.
The GAO report and the Library of Congress study

The recent report of the Congressional Research Service of the Library of
Congress, "U.S. Taxation of Citizens Working in Other Countries: An Economic
Analysis" dated April 20, 1978, commissioned by Senator Edward Kennedy (D-
Mass.) merits some comments. It appears that this study has borrowed data from
an earlier comprehensive report Issued by the GAO on February 21, 1978 en-
titled "Impact on Trade of Changes in Taxation of U.S. Citizens Employed Over-
seas". The conclusions reached by the Study and the Report differ from each
other.

The GAO Report was prepared from actual visits made by Investigators to 11
countries, of which 3 located in Latin Ameriva, 1 In Europe and 6 in Asia. From the
data gathered, the GAO Report concludes that generally section 911-type in-
centives must be retained at least until more effective policy instruments are
identified and implemented.

The Library of Congresse Study, on the contrary, seems to hold that generally
taxation and trade are not necessarily connected and that Americans will remain
in their overseas positions regardless of how much they are taxed.

We refute the conclusions of the Library of Congress Study on this so-called
"tax neutrality". Furthermore, in our view, common sense would seem to con-
clude that American firms will not hire American,4 when the tax load becomes a
multiple of the s -O'rl , Al s,.., .. ,e-rdin-lv, sole proprietors of Ame-
rican businesses abroad cannot remain in business if their annual tax bill increases
in geometrical progrc..-i,n,. As a r i.., it would seem that, as the number of
Americans abroad diminishes. the amount of '.S. tax revenues will likewise de-
cline. Without Americans abroad selling American products, sales will decline
and the whole problem of taxing Americans working abroad will disappear:
economic isolation would seem to be the end product.
Urgency of action

U.S. citizens living abroad are granted a Period of time until June 15th to file
their 1977 returns. In reliance upon the House action postponing tie effective date
of the 1976 Tax Reform Act for an additional year (calendar year 1977) for
Section 911. almost all '.S. citizens residing abroad counted upon being subject
to taxation (for calendar year 1977) under the pre-1976 Section 911 provisions
and have not yet filed returns for 19177. If no remedial legislation i.s enacted prior
to June 15, 1978, U.S. citizens residing abroad would be required to make a totally
unexpected and onerous taxpayment. We therefore urge immediate action.
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MAY 5, 1978.
Hon. RusSELL B. LONG,
Chairman,
Senate Finance Committee.

2227 Dirkscn Senate 01ce BuUding,
W1'ashington, D.C. 20,510

DEAR MB. LONG: (in behalf of The Association of American Chambers of Com-
merce in Latin America (AACCLA), The Asia-Pacifle Council of American
Chambers of Commerce (APCAC) and The Association of American Chambers of
Commerce in Europe and the 'Mediterranean (AACCEM), we submit the follow.
Ing statement for Inclusion in the record of your committee hearings on "Taxa-

tion of Americans Abroad" of May 8, 1978.
We thank you for this opportunity to express our views to you and your

committee.
Very truly yours,

PATRICK N. HUGHSON,
President, AACCLA,

MICHAEL L. EMMONS,
Vice Chairman for Taxes, APCAC,

WILLIAM H. SINGLETON,
Chairman, AACCEM.

PREPARED STATEMENT OF THE ASSOCIATION OF AMERICAN CHAMBERS OF COMMERCE

IN LATIN AMERICA (AACCLA) ; ASIA-PACIFIC COUNCIL Oi AMERICAN CHAMBERS

OF COMMERCE (APCAC) ; AND ASSOCIATION OF AMERICAN CHAMBERS OF COM-
MERCE IN EUROPE AND THE MEDITERRANEAN (AACCEM)

The American Chamber of Commerce In Latin America (AACCLA), the Asia-
Pacific Council of American Chambers of Commerce (APCAC) and the Associa-
tion of American Chambers of Commerce-Europe and the Mediterranean
(AACCEM) repreent forty-five Chambers of Commerce with a combined mem-
bership of some 39,000 firms, corporations and Individuals. We represent the vast
majority of those Americans living and working overseas to generate export
sales and foreign income vital to maintain employment in the United States and
healthy international commercial exchanges. in recent years, the U.S. balance
of I)ayments deficits have grown dramatically. Correcting the trend requires in-
creased efforts in the international trade area and yet, paradoxically, if the
1976 Amendments to Section 911 of the Internal Revenue Code come into force
as enacted, the effort will be to drive many Americans firms overseas, and their
employees, to withdraw from the intense competition we encounter througuhout

the world with the inevitable effect of further dramatic deterioration in our inter-
national economic strength.

These considerations are of great importance to the future position of the
United States in the world economy. Yet, unfortunately, they are not widely
known. We therefore believe it desirable to set forth a history of section 911
since first enacted In 1926, and an analysis of the 1978 rationale for revision of
the restrictive amendments of 1976. We conclude with our views as to the nature
of the amendments which, In our collective judgment, should be enacted by the
Congress in the joint Interests of equitable treatment of individuals and strength-
ening the international competitive position of the United States in the world
economy.

We appreciate very much this opportunity to submit this written testimony with
respect to prolosalN relating to taxation of Anmerlc.ins abroad.

We wish to express our admiration and gratitude to Senator Ribicoff. His
early recognition of the inherent flaws in the Tax Reform Act of 1976 led to his
introduction of S. 2115 that pioneered the necessary remedial action we all now
seek. Also, we wish to express our thanks to Senators Bartlett and McClure for
their bills (S. 2329 and S. 2576) that seek to correct and Improve the tax laws
applicable to overseas American taxpayers. Without the foresight and dedicated
efforts of these distinguished members of the Senate, a great and Irreversible
injustice would be done to Americans abroad.

PRESENT LAW

The Tax Reform Act of 1976 made several changes in the taxation of indi-
viduals working abroad which were originally effective for taxable years be-
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ginning after December 31, 1975. Under the law in effect prior to the 1976 Act,
U.S. citizens could exclude up to $20,000 of income earned abroad during a period
in which they were overseas for 17 out of 1 months or during a period they
were bona fide residents of a foreign country or countries (Section 911). In
the case of individuals who had seen tiona file residents of foreign countries for
three years or more, the exclusion was increased-to $25,000 of earned income.
Individuals electing the standard deduction were not allowed to claim the foreign
tax credit for foreign taxes paid.

The Tax Reform Act of 1976 generally reduced the earned income exclusion for
individuals working abroad to $15,000 per year (the Act retained a $20,000 ex-
clusion for employees of charitable organizations). In addition, the Act made
three modifications in the computation of the exclusion.

First, the Act provided that any individual entitled to the earned income ex.
clusion is not to be allowed a foreign tax credit with respect to foreign taxes
allocable to the amounts that are excluded from gross income under the earned
income exclusion. Second, the Act provided that any additional income derived
by individuals beyond the income eligible for the earned income exclusion is
subject to U.S. tax at the higher rate brackets which would apply if the ex-
cluded earned income were not so excluded. Third, the Act made ineligible for
the exclusion any income earned abroad which is received outside the country in
which earned if one of the purposes of receiving such income outside of the
country is to avoid tax in that country. In addition to these changes made in the
computation of the exclusion, the Act provided an election to an individual
not to have the earned income exclusion apply. This provision of the Act also
allowed individuals taking the standard deduction to claim the foreign tax
credit.

The Tax Reduction and Simplification Act of 1977 delayed the effective date of
the 1976 Act changes with respect to the taxation of income earned abroad for
one year, or until 1977.

TAX TREATMENT EXTENSION ACT OF 1978 (H.R. 9251)

Postponement of 1976 act changes
H.R. 9251 extends the law In effect prior to adoption of the Tax Reform Act of

1976 to taxable years beginning prior to January 1, 1979. The Hou -e bill would
have extended pre-1976 Act law only to taxable years beginning prior to Janu-
ary 1, 1978. Individuals who take the standard deduction but do not qualify for
the earned income exclusion will be able to claim the foreign tax credit for taxable
years beginning December 31, 1976.

We strongly support the provisions of H.R. 9251 that postpone the effective
date of the Tax Reform Act of 1976. We consider, however, the substantive
changes contained in this bill to be inadequate. We favor an exclusion from
earned income in addition to a cost of living allowance and a series of deductions
that will permit Americans to remain abroad selling American products and
services in fair competition with European and Asian companies.

LEGISLATIVE HISTORY OF SECTION 911

Originally enacted in 1926, the exclusion under section 911 was an unlimited
exemption of foreign earned income for citizens spending six months a year
outside the United States. It was intended as an incentive to encourage Ameri-
cans to live overseas and sell U.S. products abroad. The House Committee Report
of the time clearly indicated that the language first proposed was meant to
benefit export salesmen and thereby increase a U.S. foreign trade.

The provision as enacted was not limited to export salesmen, being broader in
scope. Over the years section 911 has undergone a series of modifications, intro-
ducing concepts of bona fide foreign residence, physical presence abroad, and
limitation on dollar amounts excludable, all designed primarily to curb abuses by
thosce_who could arrange their employment abroad so as to take advantage of an
opportunity to avoid U.S. taxes.

Throughout the history of taxing Americans abroad, there has been a con-
sistent and continuing intent by the Congress to improve our foreign trade status
by recognition of the special needs of Americans working abroad. The facts of our
failing international trading position in 1978 emphasizes the continuing need to
promote our export trade by favorable tax legislation.
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OUR POSITION ON SECTION 911

We firmly believe that failure to grant some consideration to U.S. taxpayers
working abroad with regard to their earned income would result in the with-
drawal of U.S. citizens from foreign markets and subsequent shrinking of sales
and exports abroad. It stands to reason that if it costs an American more to live
abroad so that he is worse off financially, net after all local and U.S. income taxes,
he would prefer to return to the United States and live in the greater safety and
comfort of his home country.
Jobs and Unemployment

We are convinced that Americans abroad in countries such as Venezuela,
Indonesia and Spain generate jobs in the United States rather than take away
Jobs. Most of the countries in the world today have closed the frontier on imports
of many items; American companies must either get into the foreign market with
a local organization or get completely out. In the last two decades, protective
tariffs or prior licensing systems have virtually prohibited the importation into
many countries of such finished products as tires, textiles, automobiles, food
stuffs, household appliances, television sets, and a host of other articles. In such
cases, we can no longer ship finished consumer products into these countries. We
must either import components or nothing in many areas. In many countries,
these products do not come back to the United States with local labor added; they
are consumed by the ever increasing local population with its constantly rising
purchasing capacity.

A foreign investment is intimately linked in many cases with the creation of
markets abroad for U.S. products. In 1974, U.S. firms earned $3.b billion from
foreign-located companies and individuals in the form of royalty and fee pay-
ments for the use of U.S. technology. Approximately $2.8 billion of those came
from investment-related technology transfer and $0.8 billion from non-investment-
related royalties and fees. Although in some cases such fees may be generated by
licensing of patents alone, in most cases they are coupled with or dependent upon
U.S. management, know-how and technical experience rendered in the foreign
country by U.S. citizens. These receipts are the same as exports, since they add to
our balance of payments earnings and are extremely important to the total U.S.
balance of payments position. The 1951 amendment to the Internal Revenue Code
was intended, in large part, to encourage U.S. technicians to seek employment
abroad, and the proposal to take away the exclusion would discourage such
employment and, in our opinion, decrease receipts from technology transfer fees.

The value of Americans abroad is simply this: they insure that the United
States gets its fair share of the existing foreign market for U.S. components in
more sophisticated items not manufactured in the foreign country-heavy ma-
chinery or technical services. In ordering equipment, supplies, raw material of
all types, replacement parts, etc., a U.S. citizen abroad is in a position to tavor
his country of origin, the United States. An estimated 10 percent of the U.S.
employment force depends upon exports: cut off our U.S. representatives abroad
and you will drastically reduce exports, precisely at a time when our balance of
payments deficit is worse than ever.

Examples
Let us give you a few specific examples, if we may, as to what Americans

abroad mean to the United States exports of goods and services:
(a) One of the nationalized oil companies in Venezuela is embarking upon a

refinery expansion which, it is estimated, would cost from $850 million to $1
billion. It will involve 16 million man hours and approximately 4,X people. The
company that gets the Job-hopefully, American-will have to put about 350
technicians and supervisory personnel into Venezuela, with a support team back
in the United States. Most of that money--$850 million to $1 billion-will come
to the United States for the purchase of equipment and services if we are not
_priced out of the market by the cost of U.S. personnel abroad.

(b) The sales of a leading U.S. earth-moving equipment firm distributor in
Venezuela were approximately $125 million last year. Household appliances sold
by the same company amounted to $100 million. This company operated with a
U.S. staff in Venezuela of 28 persons. These 28 persons generated $125 million in
U.S. exports of new equipment, parts and services for earth-moving equipment
and about half the value (in components from the United States) of $100 million
in sales gf household appliances.



220

(c) A U.S. contractor is building with local partners a dam In Venezuela
for the Venezuelan government with 68 U.S. employees. The job is just com-
mencing, and $20 million in U.S. equipment have been imported to date. It is
estimated that another $33 million will be imported within the next several
years. The job itself will generate revenues of $150 million which hopefully,
will produce a substantial profit for the American partner to be brought home.
The estimated cost of maintaining these 68 employees abroad, if the 1976 Act
version of section 911 is enacted is between $300,000 and $400,000. That addi-
tional cost is what can make a U.S. company noncompetitive. If it loses the bid,
It is needless to add that there will be no exports of U.S. equipment, and no
profits will be brought home to help the balance of payments.

(d) An American taxpayer and his wife opened an importing company in
Hong Kong a few years ago. They imported American foodstuffs such as Alaskan
salmon, California vegetables, Washington and Oregon apples and candy. This
business grew quickly to more than $5,000,000 a year In purchases from the
United States.

As a sole proprietor, this taxpayer had to pay for all his business and per-
sonal expenses from his own pocket. Housing took 25% of his disposable income.
School costs for his two children ran several thousand dollars each year.

This popular business attracted intense competition from Japanese and Aus-
tralian produce importers. They pay no income taxes to their governments on
their overseas earned income. The American could not carry the tax load and
he had to close.

More than $5,000,000 a year in produce sales was lost to West Coast producers.
The Treasury Department is collecting less taxes. The taxpayer and his family
returned to the States.

(e) The Asia l)eveiopment Bank located in Manila dispenses loans for equip-
ment, capital goods and technology to aid the emerging nations of Asia. Until
recently, the ADB employed several Americans in highly placed, supervisory
positions. One of these Americans is the representative of the U.S. government
and as a U.S. employee abroad, he receives all the benefits under Internal
Revenue Code Section 912.

The remaining Americans are direct employees of the ADB. They received
a salary, post differential allowance, housing allowance, education allowance
and a home leave allowance. Because they are under section 911 and not under
912, all these allowances are treated as income. The ADB does not pay a tax
equalization allowance because their non-American employees are not taxed
by their own governments.

All the Americans under section 911 will resign from ADB and return to the
States. Although the United States continues to fund The ADB, without Ameri-
can influence in purchases for ADB projects, the United States Is losing untold
millions In export sales.

(f) Senator Proxmire from Wisconsin will, we hope, find the next example of
particular interest. Racine, Wisconsin, as you know, is the headquarters for
Johnson's Wax. In tbe sw-or, k' 'f Venezuela you will not find any imported
household wax or insecticide products; all are made locally. Johnson's has a
local plant and has the major share of the household wax market and a large
portion of the home and insecticide market. If Johnson's had not established a
plant and distribution system in Venezuela almost two decades ago with U.S.
personnel, there would not be a nickel remitted to Racine, Wisconsin in the form
of equipment purchases or profits. This is a clear case of "Get in or get out".

(g) There is another unexpected and unjustifiable consequence of the Tax Re-
form Act of 1976. Many countries are aware of the "gross up" treatment of com-
pany-furnished allowances for housing, education, travel and tax equalization.
For example, in Japan the total, worldwide income of American residents must
be reported if the American has been a resident for five ears. That means that
all salary, allowances and income from any source and wherever derived must
be reported and is subject to the Japanese Income Tax Law. The American resi-
dent taxpayer in Japan, or his employer if there is a tax equalization plan In
effect, pays Japanese income tax on the entire amount. That tax paid to the
Japanese Finance Ministry is then claimed as a foreign tax credit against the
American tax liability. So, it is Japan. and not the United States, that reaps the
benefits of the Tax Reform Act of 1976. Considering our present trade relationship
with Japan, how do we justify this defacto aid program?

A prominent American banker now residing In Tokyo, under the present tax
laws and regulations, will pay an amount twice his salary In income taxes this
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year. While it is the American law that creates this ridiculous situation, the
Empire of Japan will collect the taxes. Next year our American banker will pay
three times his salary in Japanese income taxes. The United States Treasury will
collect nothing!

These are simply some concrete examples. We could report many more.
The price Americans pay to work abroad

Americans working abroad are working for America. We, the American Cham-
bers of Commerce around the world representing most of the employed Ameri-
cans abroad, are not movie stars trying to take advantage of United States tax
laws. Far from it. The truth of the matter is that we are simply American tax-
payers, some employed by large American businesses and some are traditional
American entrepreneurs. Some of us went abroad on our own; others of us were
assigned there by our companies. Considering the personal and financial difficul-
ties which many of us have had to endure as a result of our residence overseas,
it is unfair for Congress to inject a further penalty into the tax laws for those
of us who are bringing profits to America by working abroad. We who work
abroad are subject to special conditions outsidee the experience of the average
American taxpayer.
Special conditions

We lead, in the United States, what is probably the most comfortable life in
the world; we are the "affluent society." Telephones cover the nation, as do power
facilities, the existence of laundries and dry cleaning establishments is taken
for granted; service companies of every type abound; supermarkets and de-
partment stores offer every variety of food and merchandise at reasonable prices;
no linguistic problems exist. In many foreign countries, on the contrary, most or
all of these goods and services are not readily available in the same quality, or
are available only at prices which would make them luxury items in the States.
We do not contend that all foreign countries are "hardship posts," but life for
most people who work abroad is not as comfortable as in the United States and
is considerably more expensive.
Eduration and governmental services

Educational facilities are. In general inferior to or far more expensive than
comparable schools in the United States. Many federal and municipal services,
which we take for granted In the United States, such as interstate highways,
sewage disposal, water, fire protection, etc., are not available in many areas.

To pay U.S. taxes, without receipt of such services from the U.S. government,
also seems manifestly unfair.
Health

Medical statistics indicate that most foreign countries are not as healthy as
the United States. Medical specialists and well-equipped hospitals are not as
readily available. There is clearly a health risk in living in many countries abroad.
Political and economic risks

Many U.S. citizens living in Latin America have been through revolutions, at-
tempted coup d'etats, street riots, etc. In many other countries U.S. citizens are
subject to physical danger such as kidnappings and terrorist acts. U.S. citizens
living abroad run the risk that their possessions and savings may be confiscated
(Cuba, Vietnam, Cambodia) or their currency devalued (South America, Asia
and Europe). What is put aside in one year may be lost in the next.

Cost of living
The cost of living in many foreign countries is far higher than in the United

States. For example, the rental of a modest 3-bedroom home or apartment In the
residential areas of Caracas will range from $1,400 to $2,200 per month, un-
furnished. Cars cost at least 220% of equivalent models in the United States. A
16-oz. can of applesauce costs $1.75 while a 12-oz. jar of peanut butter costs $1.50.
Appliances usually sell at various multiples of U.S. prices.

The argument has been made that U.S. companies should simply increase their
remuneration to U.S. citizens abroad to prevent their flight back to the United
States. For example, the rental of a modest 3-bedroom house or apartment in the
business abroad and accordingly, make them less competitive in bidding on Inter-
national contracts or in selling their products. As you know, the United States Is
about the only country in the world that taxes its citizens abroad on locally-
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earned income. In addition to the loss of actual and future business for U.S. com-
panies and exporters, many U.S. citizens abroad who do not work for large U.S.
companies are generating export markets; they w-ork as entrepreneurs, or for for-
eign companies, or for small businesses which cannot afford the additional costs
required to keep the U.S. citizens in the same net after-tax position as his com.
patriote back home, since he must pay higher bracket taxes on the additional in-
come, which in turn, requires additional pay, with an overall spiraling effect.
Indirect taxes

A further inequity in the present tax treatment of U.S. taxpayers working
abroad stems from the heavy reliance of many foreign countries on indirect taxes,
such as value added taxes and very high customs duties, the primary source of
tax revenues.

Illustratively, France and Italy generate some 33 percent of total tax revenues
from indirect taxes on goods and services while the figure for the United States
Is 18 percent.

These taxes are neither creditable nor deductible for U.S. income tax pur-
poses. It is particularly unfair that Americans living abroad and paying their
full share of taxes in the host country are subject to a substantial double taxa-
tion because that country has chosen a tax system which differs from the U.S.
system. The impact is substantial, far exceeding the sales taxes which we are
used to in the U.S. To Illustrate: a family of four with $30,000 gross annual in-
come will pay about $2,500 per year in indirect taxes in France. That same
family in New York City would pay about $500 per year in sales taxes.

The most logical way to achieve equity would be to permit a credit for foreign
value-added and other indirect taxes.
The GAO report and the Library of Congress study

The recent report of the Congressional Research Service of the Library of
Congress, "U.S. Taxation of Citizens Working In Other Countries: An Economic
Analysis" dated April 20, 1978, commissioned by Senator Edward Kennedy (D-
Mass.) merits some comments. It appears that this study has borrowed data
from an earlier comprehensive report issued by the GAO on February 21, 1978
entitled "Impact on Trade of Changes in Taxation of U.S. Citizens Employed
Overseas". The conclusions reached by the Study and the Report differ from
each other.

The GAO Report was prepared-from actual visits made by investigators to 11
countries, of which 3 located In Latin America, 1 in Europe and 6 in Asia. From
the data gathered, the GAO Report concludes that generally section 911-type in-
centives must be retained at least until more effective policy instruments are
identified and implemented.

The Library of Congress Study, on the contrary, seems to hold that generally
taxation and trade are not necessarily connected and that Americans will remain
in their overseas positions regardless of how much they are taxed.

We refute the conclusions of the Library of Congress Study on this so-called
"tax neutrality". Furthermore, in our view, common sense would seem to con-
clude that American firms will not hire Americans when the tax load becomes a
multiple of the salary paid to the employee. Accordingly, sole proprietors of
American businesses abroad cannot remain in business if their annual tax bill
increases In geometrical progression. As a result, it would seem that, as the num-
ber of Americans abroad diminishes, the amount of U.S. tax revenues will like.
wise decline. Without Americans abroad selling American products, sales will
decline and the whole problem of taxing Americans working abroad will disap-
pear: economic Isolation would seem to be the end product.
CWcWu8ion8 and recommendations

Our Chambers firmly believe that it is in the national interest of the United
States--to our balance of payments and to the maintenance of full employment
in the U.S. export industries-that U.S. taxpayers be encouraged to live abroad.
Under the present law, they are penalized.

We therefore advocate that qualifying tests of residence and physical pres-
ence contained in section 911 should be retained, and that the rest of the section
should be repealed and replaced by provisions which would provide for the fol.
lowing treatment of U.S. taxpayers, Including U.S. resident aliens working
overseas:

A. The following amounts would be deducted from gross income:
1. An annual exclusion of $25,000 appropriately indexed to provide for inflation.
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2. Housing expense8.-The total cost of housing (including maintenance, utili-
ties, furniture and fixtures and any other expenses relating to the providing
of housing) which is reasonable in the existing environment less 16%% of the
base salary (determined in relation to normal working week) of an employee,
earned income of self-employed individual or the taxable income of a retired
individual. The 16%% reduction shall be reduced by the amount of any shelter
deduction withheld by the employer from the employee. An employee or a self-
employed or retired individual who owns his home shall be allowed a deduction
equal to the average housing deduction for Individuals in the same foreign area
for the prior year as determined by the Treasury Department through regulations,

3. Education expense8.-The actual cost of education through secondary school
for the taxpayer's dependents and, in those situations where adequate schools
are not available locally, board and room and periodic transportation between
the foreign residence of the dependent and the educational institution in which
the dependent is enrolled, plus travel costs for dependents attending college in
the United States.

4. Cost of living allowance.-An amount relating to the increased cost of living
actually incurred by the taxpayer (excluding housing and educational expenses)
in the foreign area of employment, not to exceed an amount determined annually
by the Treasury Department through regulations.

5. The actual co8t for transportation, including meals and lodging on route.-
(a) For the taxpayer and members of the taxpayer's family between the tax-
payer's foreign residence and United States location not to exceed one trip .
year per person;

(b) For the taxpayer and members of the taxpayer's family from the overseas
assignment in a "hardship" post to a cosmopolitan area, other than the United
States;

(c) To obtain emergency medical care not otherwise readily available;
(d) For emergency evacuation from a location at which there is imminent

danger to life, and
(e) In the event of serious illness, injury or death of an immediate family

member.
6. Moving expenses.-Actual moving expenses and temporary living expenses

for a period not to exceed 90 days and storage expenses necessarily incurred
incident to establishing the taxpayer and dependents at the foreign place of
employment.

7. Indirect foreign taxes.-Foreign value added taxes and similar indirect for-
eign taxes based on individual country tables developed by the Treasury Depart-
ment, or on actual amounts paid.

B. All foreign income taxes paid on the above amounts should be allowed as a
foreign tax credit under section 904.

C. Taxpayers should be permitted to claim a standard deduction when electing
to take foreign tax credits.

Taxation of Americans abroad raises complex issues, many of which we believe
were not adequately considered at the time of the adoption of the 1976 amend-
ments to section 911. We are heartened to find an increasing awareness of these
issues in the Administration and in Congress. We are confident that once the
issues are fully understood, American taxpayers abroad will receive equitable
tax treatment from their government, that employment in the United States will
be increased, and that our balance of payments position will be strengthened.

Thank you very much.

STATEMENT OF THE ASSOCIATED GENERAL CONTRACTORS OF AMERICA

Mr. Chairman, distinguished members of the Senate Finance Committee, the
Associated General Contractors of America is the leading construction trade
association in the United States, with over 8,200 general contractor members,
who account for approximately 70% of all domestic construction put in place
and nearly half of all work performed abroad by U.S. firms. We would like to
take this opportunity to bring to the attention of this committee some matters
of grave importance to the international construction industry.

Mr. Chairman, the taxation of foreign source income, Section 911, has, in the
last two years, undergone considerable transformation. The changes implemented
by the Tax Reform Act of 1976, coupled with recent tax court decisions support-
ing the taxation of company-paid allowances such as housing, education and cost
of living, have had the effect of increasing the tax burdens of a substantial popu-
lation of construction personnel abroad to intolerable levels.
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The construction industry is labor Intensive, and production costs on many
projects are based, to a large extent, on the input labor. its cost effectiveness and
efficiency. Under present law, it is not unusual for construction personnel work-
ing in Saudi Arabia, Iran or other high cost developing economies to incur tax
liabilities approaching or in excess of base salary. Firms attempting to reimburse
such employees for these increased tax costs soon find this to be a highly uncom-
petitive practice in markets where taxation on foreign source income is the excep-
tion, rather than the rule.

We recognize and applaud the efforts of this committee in seeking to legislate
an appropriate and equitable solution to the 911 dilemma. In response to these ef-
forts. we respectfully contribute our criticisms of a recent Congressional Re-
search Service entitled "The Taxation of Americans Working in Other Coun-
tries-An Economic Analysis." The Study, commissioned by Senator Ted Ken-
nedy, establishes and proceeds under a set of provocative theoretical assump-
tions and in result, creates an unreal situation primed for the application of un-
realistic policy solutions. It Is our thinking that such unfounded and unworldly
analysis perpetuates the uncertainty and confusion which has characterized the
911 debate.

The tax policy assumptions upon which this analysis is based speak to a system
of taxation lacking in priority-a system which neither discourages nor promotes
sectorial activity within the economy-a system which is blinded to the particu-
lar necessities of deserving individuals by impractical visions of hybrid tax
equity. When confronted with inconsistent elements, the analysis proceeds un-
fettered by merely reinterpreting the unsupportable.

The initial and most devastating failing of this study is the positioning of the
"Tax Neutrality Concept" in close proximity to the principles of tax equity and
national economic policy objectives. This close and consistent association, coupled
with a creative interpretation of the U.S. tax code, results in a rather deceptive
set of conclusions.

Objective reading requires the segregation of the terms of neutrality and
equity, no matter how persuasive the suggested resemblance. In the creation of
this unholy-alliance, the analysis rather abruptly establishes the similarities and
the shared objectives of these widely diverse concepts.

Early on in the introduction, the reader is informed that:
"There are two aspects of tax equity which are usually considered: horizontal

equity, or the equal treatment of those in equal circumstances (generally defined
as those with equal incomes), ant vertical equity, which is concerned with how
the tax burden is distributed across income classes. In general, the points regard-
Ing tax neutrality also pertain to the consideration of tax equity."

And there you have It-the basis for a lengthy Congressional Research Service
Study. prepared at the taxpayers expense, which furthers an illogical and Im-
practical system of taxation. The excerpt above ignores, sidesteps and covers up
basic and primary elements of tax equity, which not only differ from neutrality,
but negate any perceived similarities.

The above excerpt suggests that ability to pay taxes is the underlying principle
of both tax equity and neutrality, and there is consistent denial in the analysis
that the present tax code contains any concessional treatment for cost of living
differentials among taxpayers. The Study furthers that in the interest of neutral-
ity any conces-sional tax treatment afforded workers abroad who may encounter
increased costs of living must be based on an impractical neutrality equation.
When applying the suggested equation to the actual cases of construction workers
abroad, a tax liability results which in some cases approaches salary. Such puni-
tive t4x policy serves neither the principals of tax equity nor neutrality.

These rather presumptuous conclusions fal to elaborate on any of the various
deductions granted taxpayers, or their status as valid considerations of realistic
tax policy. These deductions are geared toward lessening the increased cost of
living axso(-lated with residence in a particular locale, size and compositions of
le family unit or occupational category, without regard to income. The study
suggests that tax concessions for increased costs of housing are unprecedented in
the tax code. However, the tax credit on interest for home mortgages is a recogni-
tion on the mrt of the government that the price of housing in certain parts of the
country can he more costly, i.e., New York, Savanrah/urban, rural. By granting
an Interest tax credit for home mortgages, the government supports the costs of
housing on a progressive basis and does so without regard to income or ability
to pay.

It should at this loint be noted that many construction employees working
abroad are not afforded this deduction, due to their inability to live abroad and
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maintain a U.S. domicile or purchase a home in their country of residence, due to
exce,;sive costs of suitable housing in many developing nations. Deductions for de-
l:en(lezits recognize the higher cost of living borne by large families, extended de-
pendent status for college students, support the costs associated with educational
expenditures. I)eductions for automobile use necessitated by employment support
the increased costs associated with certain occupational categories.

The Congress, in establishing tax policy, has consistently looked beyond the
ability to pay and has established an equality of circumstances via the granting
of individualized deductions. The resulting tax policy creates an horizontal tax
equity concept based on Individual and demonstrated need. The concept of equity
furthered in the CRS Study would assess taxes based solely on ability to pay re-
gardless of the costs with the particular condition in order to eliminate illusion-
ary discriminatory effects.

In order to qualify for a deduction under the CRS neutrality analysis, needs
wouhl have to exceed the extreme case. For example, the analysis suggests that,
if construction workers living abroad are to be granted a housing deduction for
the excessive costs of housing in a particular locale, the deduction should cover
o1ly those costs which exceed the most expensive housing locale in" the U.S., i.e.,
Anchorage, rather than the average price index of housing throughout the U.S.
The Study furthers this form of housing deduction as neutral and equitable, stat-
ing that if an average U.S. housing cost index were employed In the overseas de-
duction formula, the people of Anchorage would be discriminated against. Such
interpretation ignores the basic principles of equity raised previously. Bona fide
residents of Anchorage and construction workers temporarily employed in the
developingg nations of the world occupy very distinct and differing positions with
respect to horizontal equity. The principles of equity are not served by attempts
to condition the tax treatment of overseas construction workers by the tax treat-
ment of a (lissimilar entity.

As a prospective Anchorage resident considers the opportunities afforded by
the area, a l)rimary consideration in any decision to relocate is the availability of
suitable housing. Based on his salary expectations, the taxpayer enters the
housing market and seeks affordable housing. It should, at this point, be estab-
lished that in the U.S., housing costs are principally a function of income and
rarely. to any significant degree, reflect non-economic pricing considerations,
such as those confronting overseas workers, i.e., cultural or nationality biases.

If the prospective Anchorage resident is frustrated in his attempts to obtain
affordable housing, his Income potential is, to a major extent, to blame. A mort-
gage tax credit remains available to him in the Code, nonetheless. In such cases, it
is mot uncommon for new arrivals to a particular locale, with lower Incomes, to
settle for more affordable housing, perhaps some distance from town or in a less
desirable section. and major disparities between income and housing costs in the
city of Anchorage are likely to reflect temporary shortages of housing in the local
market. and in the long run are to lbe alleviated by either a lessening in demand
for housing, accompIanied by a reduction in housing costs, or upward pressure on
wages, accompanied by an increased demand for housing. On the other hand, a
construction employee considering an assignment overseas, is offered a salary
which, in few cases, cases, reflects the price of housing in the country of
project location.

The chronic scarcity and undersupply of housing in many developing nations
far exceeds any demand solutions afforded by the Income levels of construction
workers temporarily employed In the local economy. On the contrary, such a
foreign national presence oftentimes accentuates the problem and existing or
newly constructed housing is offered at blackmarket prices, far exceeding the
local resident's. or the U.S. construction worker's, ability to pay. The companies
employing construction personnel, therefore, grant housing allowances which are
them passed on to the ultimate purchaser of the finished construction, in the form
of increased operating costs.

It should be noted that, while this comparable U.S. housing is oftentimes sub-
standard and lacking in the barest of comforts, Its monthly rental price may
well exceed the salary of its occupant. A recent Investigation of the housing mar-
ket in Tehran. Iran. reveals that. while no suitable housing could be purchased
at any realistic price, three 2-year leases on unfurnished apartments were ob-
tained for the following monthly rental figures: $3,561, $2,633, $2,701. When con-
trasting these rents with an average monthly salary of $2,100 for construction
employees. the unique and deserving c4)ndition of these taxpayers Is obvious.

If the-construction employee is required to adjust his Income for tax purposes
to reflect the full local market value of such housing, the resulting liability Is con-
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fiscatory. Further, such tax practices are not equitable or neutral, because non-
recognition in the Code of the unique condition of the overseas construction em-
ployee denies to him the benefits made available in the Code to all taxpayers resi-
dent in the U.S., including Anchorage. In short, the present law punitively dis-
courages employment in this sector.

While the CRS Study does acknowledge that certain preferential tax treatment
may be justifiable if a greater economic benefit is achieved in the process, the
study denies that any such benefits are to be gained in the special tax treatment
of overseas workers. The Study dismisses any direct relationship between the
competitiveness of the U.S. labor in the international markets and exports, and
determines that if one existed, no policy of tax subsidies to improve an overseas
worker's competitiveness would maintain its cost effectiveness, because any
Improvements in exports achieved via tax subsidies to workers would be eventu-
ally erased by the appreciation of the dollar, causing higher prices for U.S. goods
and services in global markets, followed by a fall in exports.

Therefore, the Study concludes that a policy of tax assistance for overseas
workers is not, in the long run, an efficient method of increasing exports. This
absurd application of the flexible exchange rate as the long-term solution to
our trade imbalances ignores several significant empirical obstacles, namely trade
barriers, money market intervention, gentlemen's agreements and rising pro-
tectionist sentiments. Consider it further in the harsh light of 22 consecutive
monthly trade deficits for the U.S., coupled with the inability of the dollar to
adjust low enough to reverse the trend, and the entire assumption is groundless,
because In the real world freely floating exchange rates do not exist.

However, there is hard evidence which reveals that increased 911 taxation
costs are not to be borne solely by a few companies working abroad and their
employees. U.S. corporations operating abroad wishing to employ Americans
must conduct tax equalization programs to attract quallified personnel for foreign
assignments. These compensation programs attempt to offset the increased tax
burden imposed by the present Section 911 and the tax court decisions, leaving
the employee with an after-tax income no less than one afforded by a comparable
salary earned in the U.S. It should be noted that while most construction firms
operating in these competitive markets offer employee allowances for housing,
education and travel costs, only U.S. firms wishing to employ Americans are
required to compensate employees for income taxes assessed on these allowances.

The costs associated with such tax reimbursement programs are not borne
solely by the contractor. Such programs increase operating expenses, reducing
profits and at the same time corporate tax liabilities. U.S. corporations pay a
48% marginal rate of tax, and therefore, approximately one half of the increased
costs imposed by tax compensation programs will be shouldered by the U.S.
Treasury and all U.S. taxpayers. It is doubtful that a tax neutralist would deem
such revenue-raising measures as equitable, neutral or an efficient allocation of
resou races.

As previously stated, the CRS neutrality analysis portrays as doubtful any

connection between the competitiveness of U.S. labor in the international mar-

kets and exports. However, the experience of the construction industry consti-
tutes a direct contradiction to these assumptions. International contractors do

not sell patented processes, franchises or trademarks, they do sell services and

are able to do so only to the extent that they remain competitive. These werilees

are rendered by qualified labor and if these services can be offered at a price

responsive to the prevailing competitive factors of the market, an eventual

project award to a qualified U.S. contractor is assured. Such awards result in

the direct expenditure of between 40 percent and 60 percent of total contract

volume in the United States. This contract procurement includes the purchase

of sophisticated capital equipment such as hydro-turbine generators for an

electrification project, or primary construction material required for the per-

formance of the work. A recent $50 million water line project in the United

Arab Emirates re' ulted in the following U.S. procurement:

Amount Percent

Expatriate payrolls nd travel expenses to job -------------------------------- . 300,000 2
parts, tools, and supplies -------------------..---------------------------------- 2, S ,000 5

Equipment (Koehi ing, Cat, Grove cranes, GM, and miscellaneous) ----------------- 25,000,000 so
Materials (mostly American Cast Iron Pipe Co., but many small suppliers too) --------- 25

Total ------------------------------------------------2800,000
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These exports are credited to the U.S. merchandise trade account and the con-
tractor receives little credit for his role in directing the trade. Such exports are,
however, a direct function of a project award to a U.S. contractor and therefore
to a major extent dependent upon the competitiveness of U.S. labor in the inter-
national marketplace.

The tax policy furthered in studies such as this regrettably avoids considera.
tion of the effects such policies will have on not only the construction industry
but all exporting industries sensitive to the competitive forces of the interna-
tional markets. By applying such unrealistic and antiquated economic theories to
disprove or criticize legislative proposals attempting to restore or improve our
competitive standing abroad, the CRS Study contributes nothing to an issue
deserving constructive input.

We are again hopeful that the opinions and comments expressed herein will
assist this committee in its continuing efforts to legislate a realistic and equitable
solution to the 911 problem. Staff members of our legislative and international
divisions remain available for further discussions of the criticisms presented
above.

STATEMENT OF ROBERT M. GANTS, VICE PRESIDENT, NATIONAL CONSTRUCTORS
ASSOCIATION AND DIRECTOR, U.S. AND OvEaSEAS EMPLOYEES TAX FAIRNESS
CoMM ITTEE

FACTS OR THEORIES: THE 911 TAX ISSUE

Mr. Chairman and members of the committee, I am Robert M. Gants, Vice
President of the National Constructors Association and Director of the U.S. &
Overseas Employees Tax Fairness Committee. I'm submitting this statement
on behalf of the nation's engineering and construction industry involved in
overseas work.

The subject is the problems created by recent changes in the tax treatment of
incomes earned by American at work overseas-notably improvident changes in
Section 911 of the Tax Code.

For all practical purposes, our government is imposing huge tariffs on the
export of certain goods and services that originate in our own country. That's
the effect of recent changes in the tax treatment of individual incomes earned by
Americans at work overseas.

It's a bizarre situation. It's killing our industry-the engineering and construc-
tion industry-in the overseas markets. It's pricing us out of competition. It's
helping the industrial nations with which we must compete increase their share
of the international market at our expense.

No other nation places what amounts to a tariff on its own goods and services.
We're unique. Predictably, a tariff of this sort-one that works against the con-
tinued growth of American business into new markets and denies us old ones
overseas-produces substantial losses in American jobs both at home and abroad.
Surely that kind of tariff runs counter to every rational principle of tax equity.

To put it bluntly, it defies common sense.
We're aware, of course, of the economic theories that suggest that special tax

considerations are not needed in order to assure that American industry remain
competitive overseas. The most notable recent example of that kind of theory is
the thesis advanced in the study completed by the Congressional Research Serv-
ice for Senator Kennedy.

The thesis of that study is that tax policies are somehow neutral and have no
bearing on our current balance of trade and payments deficits. No special tax
considerations are warranted, it is argued, to encourage the export of U. S. goods
and services.

That. in a nutshell, is the theory.
The facts, however, don't support the theory.
We've just completed a survey among our members in the engineering and con-

struction industry involved in overseas work. We have new factual data on our
industry's overseas contract losses due to the current tax treatment of individual
incomes overseas.

The losses run into the billions of dollars. More than half of those dollars
would normally flow directly to our domestic economy. Instead, they're flowing
to the economies of the other industrial nations. They're generating new jobs in
Japan, Germany, Italy and the rest of the industrial nations. They're not gen-
erating Jobs here at home.
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The losses of those billions of dollars-and the jobs that go with them-are not
theoretical. They're fact. They're the kinds of losses that have helped produce
U.S. trade deficits for twenty consecutive months and that will produce a record
$60 billion deficit in our nation's trade account for 1977 and 1978 combined.

Now, when we're faced with those kinds of facts, I think it's very difficult to
make the case that a tax law that functions very much like a tariff imposed by
our own government on the export of certain of our own goods and services can
be justified in the national interest.

Let's deal with facts, not theories.
And let's start with the most fundamental of all the facts that bear on our

problems overseas: If we're forced by our own government to add substantial
costs that no other competing nation imposes-all other things being equal-our
bid costs are going to be substantially higher. It's a matter of simple mathema-
tics. If our costs are higher than all of our competitors we're not cost-competitive.
I know of no theory of economics that can dispute that simple equation.

As one of our member firms with long experience overseas puts it: "Our com-
panies are losing contracts overseas because they're being forced to add 30 per-
cent or more to their bids in order to absorb the added taxes imposed on the
earnings of their American employees overseas."

Fact: American firms-especially engineering and construction firms which
must maintain relatively large staffs overseas in order to perform on their con-
tracts-cost more than the firms of competing nations.

Fact: When price is the deciding factor-as is commonly the case-American
companies lose.

I can't speak to the question of how great the U.S. losses in overseas business
have been throughout all sectors of our domestic economy because of the current
improvident tax policies applied to Americans at work overseas. But I can show
you that if the experience in other sectors of our economy is anything like the
experience In our own industry-the engineering and construction industry--
we're talking about a national disaster.

One of our companies reported that it had lost contract bids with total face
value of $4.157 billion over the past twelve months due principally to recent
changes in U.S. tax policies and the added personnel costs that have resulted.
Another lost $4.076 billion. Another lost $1.d billion. Still another lost 25 con-
tracts with a total value of $1.3 billion.

Consider the impacts of the smallest of the losses I've Just cited-the firm that
lost $1.3 billion in contracts: The losses cost 598 potential U.S. engineering and
supervisory jobs overseas. The losses cost easily three times that many jobs for
engineering support at home. The losses cost $367,594,000 worth of goods that
were to have been purchased in the U.S. for the projects-or easily 13,000 jobs
in the domestic economy by the most conservative estimate.

I've given just four examples of actual losses. We have more. I've shown the
impacts of Just one example. I can cite more.

The cases I've Just cited are typical of the kinds of losses being experienced
by as many as 50 of our larger engineering and construction firms with overseas
involvement. We don't have data for all of the somewhat smaller engineering
and construction firms-perhaps 50 to 75 of them-that have been bidding on
overseas work. Their losses are likely to be proportionate.

Neither have we data on the 75 to 100 architectural, engineering and planning
firms that are known to have been bidding on overseas work and losing. I won't
venture any estimates. I'll stick to the facts we know. They're sufficient-or
should be. They certainly identify a devastating trend.

Consider the experience of one of our member firms. H. Jack Leonard, Execu-
tive Vice President of Edwards and Kelcey, Inc., reports that his firm:

Has been forced to discontinue its operations in Brazil-which had been going
since 1970-because the firm's entire American staff had been forced to return
home due to the intolerable tax costs imposed upon them.

Lost another major contract in Syria valued at $120 million-of which more
than $50 million was earmarked for the purchase of U.S. goods and services--
again because personnel costs were judged to be too high.

Had to fill American vacancies on a large job in Paraguay with third country
nationals in order to complete the two years remaining on the contract-which
started in 1970-at the rates originally stipulated.

The added tax costs imposed on Americans were the reason. The firm's Board
of Directors Is now actively considering phasing out its international operations
as current obligations are fulfilled.
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Not all American firms are able to fulfill their contract obligations to the
original terms--due to the added tax costs. W. E. Leonhard, President and Chief
Executive Officer of The Ralph M. Parsons Comilny, notes that many firms have
been 'denied the opportunity to bid on new work because of their Inability to
meet contractual requirements on existing work." Hu' notes that, on seven exist-
ing contracts dating back to 1973 in Iran, Saudi Arabia, and Algeria, his firm
is in difficulty:

"These contracts specify that we provide U.S. field staffs totalling 1,100 at this
time. In spite of the current level of unemployment in our industry and in spite
of the heaviest recruiting effort in our company's history, we are able to fill
only 710 positions, leaving a deficiency of 390. One hundred percent of the cause
of this shortfall is the real or threatened tax consequences of Section 911."

In spite of the problems imposed by the added tax costs in Americans, The
Ralph M. Parsons Company was able to win a large contract recently with
Saudi Arabia. But the award is conditional. Leonhard notes:

"This work was awarded to our firm on the assumption that Section 911 will
be corrected, thereby enabling us to send 500 to 700 U.S. citizens needed to man
the project in Saudi Arabia and abroad for some years to come. The con-
tinuation of this contract with Parsons by the Saudis and the related participa-
tion by other American firms are absolutely dependent on correction of the puni-
tive features of Section 911."

A number of our member firms are in a similar situation. Because they had
no chance whatever of winning substantial overseas bids under the new tax
ground rules, they've made bids under the pre-1976 formulas in anticipation
that the Congress will take remedial action to correct a tax law mistake. In
some cases, the overseas clients have tentatively accepted the bids pending resolu-
tion of the overseas tax problem by the U.S. Congress.

As one of the firms that responded to our survey put it. "The problem is that
our company has been and still is counting on the postponement of Section 911
and so are our employees. So we have been continuing business on a usual basis."

Not all U.S. firms are prepared to take that kind of chance. But, in order to
remain in the overseas market, some have attempted another strategy : They're
replacing American national with third country nationals on their projects.

Procon Incorporated, for example, reports that, "We have had to change from
U.S. to U.K. or French supervision on projects valued at approximately $500
million in Northern Iraq and another $100 million In Iran."

Berger Engineering reports that 40 percent of its employees before the passage
of the 1976 Tax Act were Americans. They've cut that to 17 percent and are
continuing to de-Americanize their overseas projects to the extent that their
current contracts will permit it.

Others report similar experiences. I'll quote some of them verbatim:
"Percentage of U.S. employees (supervisory) working overseas: October 1976

was 94 percent reduced to 79 percent by April 1978."
"This is to advise that we currently have 3 key positions on a highway con-

struction management project in Kuwait which we have been unable to fill
with Americans because of the potential tax liabilities. Over the past several
months we have filled 6 key positions vith Englishmen and Europeans because
of our inability to recruit American staff."

"If our company believed Congress would not realize basic unfairness of Sec-
tion 911 and provide remedial legislation, we would not have entered into con-
tracts valued at approximately $8 million and would have decreased U.S. staff
by about 50 jobs."

"911 requirements remain in the picture as overseas assignment of personnel
is restricted due to high costs. Forced to use English, Irish nationals, etc."

"Our manpower commitments are increasingly ieing met by supplying personnel
from our affiliates in U.K., Italy, France, and Spain. In a major contract in
Saudi Arabia, 95 percent of the 300 expatriate supervisors, including those at
top level, are supplied by our U.K. affiliate. This work force mix has obvious
ramifications as far as purchasing policies are concerned."

A Pearce Godley o. Raymond International, Inc., puts it this way: "To con-
tinue operating overseas, American contractors are forced to replace L'.S. citizens
with foreign nationals. Every day of delay in correcting 911 reduces the em-
ployment opportunities for U.S. citizens."

T. A. Howell, President of Procon International, Inc., "Americans will rot go
overseas unless they have a retained Income potential elual to that they received
under old 911 provisions."

2:-U - -
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Now, from time to time, the Treasury Department releases figures estimating
the tax costs of Section 911 or of any proposed legislation bearing on the tax
treatment of AmeriCans at work overseas. The data-as the Treasury Depart-
ment, itself, is prudently careful to point out-are based on one underlying
theory: The theory is that shifts in tax policies will not result in changes in
taxpayer behavior.

Quite clearly. As I have shown, drastic changes in the overseas employment
of Americans are occurring as a result of changing tax policies.

The theory, clearly, isn't valid.
Any estimates of tax costs based on such a theory are meaningless-utterly

useless-and, worse, terribly misleading.
I don't think, at this point, that any reasonable person can accept them or-

no matter how official they may be-cite them in good conscience.
Fact: Recent tax changes are producing major reductions in the employment of

Americans overseas.
Fact: Reductions in the numbers of Americans at work overseas means fewer

Americans overseas to pay taxes.
Fact: Fewer American taxpayers overseas means a smaller tax base overseas.
If current trends continue over the next eighteen months, conservatively more

than half of the positions now occupied by Americans overseas will be occupied
by non-Americans. Likely, seventy five percent or more of the potential new posi-
tions that would normally be staffed by Americans will go to non-Americans.
That's assuming that by staffing our projects overseas with non-Americans we'll
be able at least, to slow the rate of decline in our share of the overseas engineer-
ing and construction market-a rather, optimistic assumption.

Fact: You can't tax people who aren't there.
Fact: Non-Americans don't pay U.S. taxes.
Fact: You don't have an actual tax cost if you don't have an actual tax

source.
You simply have an empty theory.
Worse, what is presented as a theoretical tax cost is, in fact, a substantial

tax gain.
Fact: Americans at work overseas create new markets for U.S. goods and

services and generate new jobs for our domestic economy.
Fact: If Americans are not overseas generating new jobs, then they're back

home absorbing existing jobs at a time when there aren't enough jobs in the do-
mestic economy to go around. They're swelling the welfare rolls-and therefore,
tax costs-not the tax rolls.

Fact: You can't employ people in jobs that don't exist or tax salaries-or
corporate earnings-that aren't made.

I won't attempt to asqign an actual dollar figure to the tax gain that has
been produced annually because of earlier tax policies that have encouraged
American overseas commerce, or the tax costs of current tax trends that work
as a disincentive.

Possibly, that is a task that might be directed to the Treasury Department.
It should be far more instructive and useful to know actual tax gains rather
than theoretical tax losses.

Now, I've pointed out that many U.S. firms, in order to save what they can
of their overseas markets, have been replacing Americans with non-Americans.

That is not- over the long run-a satisfactory solution, nor will it cut our
losses substantially, It's really a "quick fix"-an effort to cut our losses and
preserve our markets overseas until remedial action is taken on the tax front.

T. A. Howell nf Proeon Points oilt that: "The dissdvantage of offe-'Ing European
alternate personnel Is that they do not perform utilizing the American manage-
ment principles, and overall job efficiency suffers."

One of our members observes. "When we sell American engineering and con-
struction services overseas, what the client expects-and has every right to ex-
pect-Is American know-how and technology. That means American staffing
overseas, not non-American. When a client contracts with an American firm only
to discover that what he's getting iq an Amp,'-ian corporate name avnd a non-
American technical staffing, our credibility is blown away. It's not worth it."

For that reason, at least one of the firms we surveyed noted that. "Effective
5snuary 197R our company curtailed International promotion efforts a great
deal."

That Is an increasingly typical decision among American engineering and con-
struction firms overseas. As another of the firms we surveyed noted, "On numer-
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ous occasions we have refused to quote on projects that have a substantial
number of foreign bidders because we felt that we would be unable to compete."

We have no way of estimating the losses in potential new business that can be
attributed to decisions not to bid. While we know why the decisions are being
made-because of the problem of the tax burden and the resulting higher per.
sonnel costs-we cannot gauge the magnitude of additional business that might
have resulted had the companies (1) chosen to bid and (2) been price-competitive.

It could be very substantial.
The fact is that many of our firms are now refusing to bid on projects they'd

have bid on, without hesitation, before the current tax problems made bidding an
evercise in certain failure.

In a growing number of cases, of course, the opportunity to bid is being denied
U.S. firms by overseas clients, themselves. Some of that, as I mentioned before, is
due to the failure of a number of U.S. firms to keep within budgets on current
projects-owing to the added tax costs. But a great deal of it is also due to the
growing reputation of U.S. firms for excessive personnel costs due to the current
tax mess-and the refusal of potential overseas clients to pay what lz seen, in-
creasingly, as a tax tribute to the U.S.

There's an even more subtle source of loss. We can't measure it readily, But,
based on aur industry's years of experience overseas, we know it's substantial.

Consider: A great deal of the early engineering work that's currently being put
out for bid in the developing nations is for engineering feasibility studies and
preliminary engineering design on potentially huge projects. I'm referring to pre-
liminary work for whole new cities, regional infrastructure designs, major
harbors and airports and the like.

The initial fees for preliminary engineering work are fairly modest. The con-
tract value is relatively small. But successful completion typically leads to follow-
on contracts for complete engineering development and construction. The con-
tract value then becomes substantial. Typically, we're talking about projects with
contract values from $500 million to several billions of dollars.

Well, if you don't get the initial contract, your prospects of getting the follow-
on work are greatly diminished.

When I presented some examples of contract losses earlier, the figures included
a number of projectss of this sort-feasibility and engineering studies leading to
huge projects in later years. To cite just one example, one of the firms that re-
sponded to our survey reported that it lost a contract with $5 million in fees to
develop a Master and Engineering Infrastructure Plan for a new capital city for
Nigeria.

How do you measure the loss that's actually involved in a case like that?
A loss that can be measured more readily is the replacement market on manu-

factured goods. If U.S. manufactured goods aren't specified on overseas projects
because U.S. engineers and buyers aren't overseas to specify them, the replace-
ment parts market will be diminished greatly In coining years. We're currently
seeking data from our larger suppliers to more fully quantify the value of the
replacement parts market based on experience on our earlier overseas projects.

I think it's clear that the facts I've presented point to very disturbing trends.
It should be noted, again, that they're the products of (1) recent changes in in-
terpretations of the tax codes bearing on the tax treatment of certain allowances
to off-set extraordinary living costs overseas and (2) anticipation of the 1976
revi ions in Section 911 should they come into full force.

The result has been that our industry, which was performing about 15 percent
of all overseas engineering and construction work before 1976, is now performing
about 10 percent.

That's not theory. That's fact.
If remedial action is not taken by the Congress to correct the current tax situa-

tion. the downward trend can only continue.
We obviously cannot present, today, hard data on the full impacts of current

tax policies for the years immediately ahead. We can show what's already hap-
pening. But we cannot show, in hard facts, what's not yet happened.

We hope that the Congress will see, based on current data, that nothing is to
be gained-and a great deal is to be lost-by waiting to see the full impacts of
current tax policies before action Is taken.

By then, it will be too late.
It's a great deal more difficult to get back into a market that's been lost than

it is to remain in the markets and to continue to grow with them.
If we don't have contracts and sales because we don't have the markets, we

can't offer jobs. That means greater unemployment.



232

There's nothing theoretical about unemployment.
There's nothing theoretical about the fact that if you have no income you pay

no income taxes. There's nothing theoretical about the fact that if you receive
welfare payments you're being supl)ported by tax dollars.

We can't meet payrolls with theories.
If we must deal with theories, let's deal with theories that explain the facts,

not with ones that attempt to explain them away-or don't consider them at all,
as was the ease with the Congressional Research Service's thesis prepared for
Senator Kennedy.

The hard fact is that we have the highest unemployment rate of any industrial
nation in tin world. The hard fact is that we still have more than six million
Americans on welfare rolls rather than on payrolls. The hard fact is that our own
industry in the domestic economy has one of the highest rates of unemployment
in the nation.

We know where the market is to help address that problem. It's overseas.
For those who advance the doubtful theory that any special tax consideration

to encourage far greater U.S. participation in the global markets in order to
create more jobs at home is not justified and costs too much in tax revenues, we
suggest that a great deal more thought be given to the tax costs-not to mention
the hunian costs-of six million unemployed Americans.

To those who argue for tax purity and vague notions of tax neutrality, we sug-
gist a more global view.

What's neutral about a tax law that penalizes Americans at work overseas to
the benefit (of the people of all of the competing industrial nations who are not
taxed( on their overseas earnings at all?

let's not enact tax policies based on theories that produce facts we can't live
with.

MACIINERY AND ALLIED PRODUCTS INSTITUTE,
Washington, D.C., May 10, 1978.

lion. RU'SSELL B. LONG,
Chairman, Senatc Committee on Finance, 2227 Dirkeen Senate Office Building,

Washington. D.C.
)FAn C.AIaMAN, Loxo: On May 8, the Senate Finance Committee conducted a

one-day hearing on taxation of Americans working abroad. On February 23,
1978 the Machinery and Allied Products Institute (MAPI) submitted its views
m this subject during public hearings conducted by the House Ways and Means
Committee. The pertinent provisions of the Intenial Revenue Code are contained
in section I.ll which was amended drastically by the Tax Reform Act of 1976.
The, tightening provisions of the Tax Reform Act, however, have not been in
effect because the applicability of those provisions has been deferred by congres-
sional action.

MAPI wishes to present to the Committee for inclusion in the record of the
May 8 hearing a summary of its views-and recommendations. We will not burden
the (,inaaittee and its record by treating the issues in detail as we did before
the IHoluse ('ommittee on Ways and Means. The thrust of our position, however,
should he restated. Suinh a reiteration is the purpose of this communication which
begins with a brief introduction, a statement of the problem, and a summary of

our re(olmandations.
Preliminarily we Nvish to state that we are In general agreement with the testi-

motny of George 1'. Shultz. President of Bechtel Corporation, who spoke for that
-orporation and, in addition, for the Fluor Corporation, Pullman-Kellogg. and
Iresser Industries. Mr. Shultz inted out that his statement has also been
endorsed by the Tax Fairness Committee and the National Constructors Asso-
ciat ion.

We also concur vith the general thrust of the statement of Richard -M:Ham-
mer a' llrtirtir iin Price Waterhouse & Co. In addition, the testimony presented
at the, lharing on May 8 by Elmer B. Staats, Comptroller General of the United
states. which is based on a recent report of the Comptroller General to the Con-
gress ,,titled "Impact on Trade of Changes in Taxation of U.S. Citizens Em-
idoyed vrseas." is also consistent with the MAPI position.

On t i other hand. although we have not had an opportunity to study in de-
tail the lprtinent report of the Congressional Research SerIce dated April 20,
197,. a ii.k review rof this document reveals a clear bias, fundamental error
both ;is to cionelits and details, and a lack of understanding of the "real world"
regarding international competitiveness of American industry. Prior to the lssu-
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ance of this study, there was almost unprecedented agreement between the views
of the Administration, the Congress, business, and interested professlois. This
agreement il principle, with some differences as to detail, was reflected in the
House hearings, the position of the Administration including testimony by
Treasury officials, and the action by tile Senate Finance Committee in reporting
favorably H.R. W251, the proposed Tax Treatment Extension Act of 1978 (Re-
port No. 95-746).

With particular reference to the Congressional Research Servie study, we
wish to express a general concern about the operations of the :i.-igressional
Research Service. We state this concern in the form of a question: Does the
Congressional Research Service perform objective and independent research or
does it primarily serve as an organization which documents on request the pre-
determined views of a member or certain members of Congress?

IN TRODUOTION

As the national organization of capital goods and allied equipment manufac-
turers, MAPI has a direct interest in the May 8 hearing and its subject matter.
Most of the Iustitute's member companies do very substantial amounts of busi-
ness abroad through exports from the United States and manufacturing con-
ducted in other countries. For muany of these enterprises, it is either necessary
or highly desirable to have certain of their employees provide service for ex-
tended periods of time at foreign locations. Because individuals cannot be ex-
pected to serve abroad under conditions of economic harm to themselves and
their immediate families, employers customarily provide special allowances
for the added costs incurred in foreign service to maintain something approach-
ing the higher standard of living normally experienced in the United States.
The size of these allowances is governed in part by how the U.S. employee
serving abroad is taxed under the U.S. federal Income tax, and recent changes
in the law, if implemented, would impose an unacceptable burden.

THE PROBLEM

Our position in brief Is that the changes made to Code section 911 by the
Tax Reform Act of 1976 were, in major part, ill-advised, and should not be al-
lowed to become effective. The uncertainty caused by these changes in the law
already has cost Jobs for Americans, and more such employment will be sacri-
ficed to foreign nationals If the 1976 "reforms" are implemented. For companies
which do not find foreign nationals to be a practical alternative to U.S. employees
abroad, the burden of continuing the latter at greatly increased cost woulcd cause
such firms to become less competitive, tacrificing employment not only for U.S.
citizens in foreign service but also for U.S. citizens stateside producing goods
for export.

The myopia of the 1976 tax law amendments is IcrhaIs best seen in the fact
that Congress chose to act as it did cven though other major industrial nations
impose no taxes at all on their citizens working abroad. Indeed, even as Con-
gress now seeks to resolve the section 911 dilemma, it has before it other pro-
posed tax revisions which would rente a similar problem by repealing Domestic
International S&Ies Corporation (DISC) and imposing current taxation on un-
remitted earnings of controlled foreign corporations.
Our recomnimeation, in brief

Before restat'ng our central recommendations, it seems appropriate to point
to testimony bet )re the HIouse Ways and Means Committee by the Treasury I)e-
partment's Acting Assistant Secretary (Tax Policy), Donald C. Lubick, that If
the changes in section 911 were allowed to become effective, they would more than
double the tax liability of Americans claiming actionon 911 In 1977, with the In-
crease intensifying as income levels exceed $15,000.

In our opinion, Congress should promptly extend tle current moratorium on
the 1976 Act changes through calendar year 1978. Regarding substantive amend-
ment to section 911, we feel that the $20,000 and $Z),000 general exclusions of
section 911 are appropriate, but should be adjusted upward to reflect inflation
since the early 19,i0s. The public record of this Committee, and of the Ways and
Means ('ommittee, will show that we have espoused this view whenever section
911 has come under review, and that we cautioned both tax-writing committees
in advance of the 1976 Act changes-regrettably to no avail-about the adverse
consequences of new restrictions In this area. The virtue of a general exclusion
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lies partly in its simplicity. As to the excluded amounts, they were originally set
at levels which were intended to discourage U.S. tax avoidance by wealthy tax.
payers while providing tax relief to the great number of foreign service employees
who obviously have no tax avoidance motives. We think the exclusion should
be reestablished at adjusted levels, without the 1976 Act's structural changes.

If the Congress still does not accept the wisdom of a general exclusion which
will help retain jobs for U.S. workers at home and abroad, then we recommend
as a second-best approach that the Congress enact more specific provisions to
allow tax relief for extraordinary costs associated with foreign service. We have
in mind deductions for employer-paid or reimbursed cost-of-living, housing, sep-
arate maintenance, education (including related travel), home leave, hardship
post, tax equalization, and other appropriate allowances, in reasonable amounts.
An the Committee knows, government employees in foreign service have many
allowances excluded from their income. The objective of Congress should be
to treat all persons in foreign service fairly and, to the extent feasible, similarly.
Other changes which are in order for private-sector U.S. employees abroad would
liberalize the moving expense deductions; allow more time for a foreign-service
employee who sells his principal residence to reinvest In a new one without in-
curring taxable gain on the sale; make clear that such4 an employee may exclude
from his income the value of meals or lodging -furnished to him, his spouse, and
dependents for the convenience of the employer at foreign camp-like facilities,
whether or not on the business premises; and relieve the employer of any obli-
gation to withhold taxes on any amounts expected to be deducted or excluded.

Still another option would be to couple a limited general exclusion from in-
come with special deductions for various foreign-service allowances, giving the
taxpayer an annual election between one or the other. However, we are not con-
cerned here about the precise form of relief eventually to be provided. Rather,
we simply wish to convey to the Committee the urgency of Congress' further
suspending the 1976 Act changes and then resolving the 911 matter expeditiously
and on a basis that will not cause Americans to become noncompetitive in for-
eign service. H.R. 9251 as reported by the Senate Finance Committee meets this
objective, although there may be some difference of opinion as to details.

We wish to commend you and the Senate Finance Committee for conducting
the May 8 hearing on this important subject. The hearing was especially timely
and useful because of the release of the Congressional Research Service study
to which we have referred and which was analyzed and criticized by competent
and experienced witnesses appearing before the Committee. %

Respectfully. W. STEWART, President.

THE LIBRARY OF CONGRESS,
CONGRESSIONAL RESEARCH SERVICE,

Wa-shington, D.C., May 12,1978.
lion. RUSSELL LONG,
('hairman, ('ommittcc on Finance, U.S. Senate,
W1ahington, D.C.

l)EAR SENATOR LONG: This is to convey my deep concern, as Director of th
Congressional Researcl Service, over certain extemporaneous statements made
by Robert Best, an unscheduled witness at recent hearings held by the Senate
Committee on Finance on the tax treatment of United States citizens employed
overseas. In our judgment, Mr. Best's disparaging remarks, which were directed
both to CRS generally and to one of our staff members who had previously tesi-
fled before the Committee. are wholly unjus.tified and unsubstantiated.

Mr. Best seriously impugns the objectivity of CRS by distorting the contents
of recent reports prepared by the Service on several issues. While Mr. Best is
(ertanly entitled to his own opinions as to the objectivity of our analyses, his
exaggerated and over-simplified characterizations of our work are not in accord-
wne with the facts and do not advance the cause of responsible discussion and
debate. lind Mr. Best Geen mnore attentive to the CR8 testimony at the hearing.
particularly the colloquy with Senator Packwood. and had he been more fami-
liar with the actual content of the studies he referred to. he might have realized
how Inaccurate and misleading his representations were.

Mr. Best also calls into question the calmclty of a valued CR8 staff member
to treat major policy Issues without bas. Mr. Best bases this allegation on work
which the CRS analyst performed while serving as a staff aide to a United
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States Senator. It is neither logical nor fair to imply that, because this individ-
ual competently prepared materials for legislation sponsored by his employer,
Le necessarily shared his employer's views ol the subject. It is even more fal-
lac'ous to suggest that he can not now comply with the standards of impartiality
required in his present position. So far as CRS is concerned, this analyst has
carried out his assignments in the best tradition of the Service, demonstrating
both outstanding professional competence and the ability -to deal with -contro-
versial topics In a balanced, nonadvocative manner.

As a general rule, we are more than willing to let the record of the Service
speak for itself. Since the case at hand involves an individual CRS researcher,
who has had no opportunity to respond to Mr. Best's testimony, I respectfully
request that this letter be entered into the hearing record.

Sincerely,
GILBERT GUDE,

Director.

STATEMENT OF THE NATIONAL SOCIETY OF PROFESSIONAL ENGINEERS

The National Society of Professional Engineers appreciates the opportunity to
present its views on the income tax treatment of American ciitzens employed in
foreign countries. NSPE, a nonprofit organization headquartered in Washing-
ton, D.C.. represents nearly 76,000 members engaged at home and abroad in
nearly all disciplines of the engineering profession.

NSPE is particularly concerned with this tax issue because of its significance
i-it only to the engineering profession but to all American enterprise, foreign
and domestic. The resolution of this tax issue, we believe, will profoundly affect
not only income taxes but also the strength of the American dollar in world cur-
rency markets, our balance of trade, and even our international standing and
security.

The engineering and construction industry is probably the largest single em-
ployer of American citizens abroad. In recent years, approximately 25 percent of
all engineering and construction work by America's 400 largest firms has been
performed overseas, and that work translates into more business and jobs
domestically. Depending on the method used to calculate this multiplying effect.
some estimates put the number of jobs generated in the United States by over-
seas contracts at 400,000; others estimate this figure may be as']high as 800,0(10.
But regardless of how the figure is calculated, it does realistically represent a
very positive contribution to our balance of trade. It additionally strengthens
the competitiveness of American products and services, and it helps to maintain
our technological superiority at home and abroad.

But due to the 1976 revisions in the tax treatment of Americans employed
abroad, the American engineering and construction industry has been placed at a
distinct competitive disadvantage with other nations. This disadvantage is re-
flected in the $28 billion deficit in the 1977 U.S. balance of payments, fnd in the
distressing fact that America's share of the international engineering and con-
struction market is declining steadily. In 1975 and 1976, before the 1976 income
tax revisions, American industry was earning an average of $18.5 billion per
year in foreign engineering and construction work. In 1977, the amount of that
work declined to about $11.5 billion. In 1975, America had more than 15 percent
of the world-wide engineering and construction market. We are now down to, at
best estimate, 11 percent of the market. In 1975, America ranked first among
the competing nations in engineering and construction work abroad. In 1977,
the U.S. ranked fourth.

The current income tax situation has made it very difficult-in some cases, im-
possible--to compete in th international market place. In order to pay the
higher costs of American workers, competitive firms must pass on this increase
in a contract bid. Many firms have already found it necessary to replace their
American employees with foreign workers. This situation has had and will con-
tinue to have a significant Impact on U.S. exports. American employees with the
discretion to determine which materials and supplies will be used in their for-
eign operations, are more likely to seek American products. Il 1975. these mate-
rials and supplies amounted to $4 billion In exports.

NSPE believes that this situation must be changed. We urge the Committee
to take whatever action is necessary to restore the tax treatment of Income for
Americans employed abroad at least to the level prior to the Tax Reform Act of
1976. Prior to that Act, Section 911 of the Internal Revenue Code provided that
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U.S. citizens who were residents of foreign countries for at least one full calendar
year. oir were physically present in foreign countries for 17 of 1S consecutive
montlis could exclude from their Federal income tax the first $20,000, and in
some cases the first $25,000 of income received for services performed overseas.

Additionally. the untaxable status of non-salary amenities should be restored.
These items include:

housing. where western-style accommodations are priced out of reach or are
completely unavailable. The housing provided is rarely luxurious and the alterna-
tive is frequently substandard.

Schooling. for children living abroad with their working parents, where no
V1..-type educational system is available. The schools or tuition paid to board-
ing school,, are not luxuries, but rather replacements for public school systems
which would be provided were those same employees working in the U.S.

Tie. 41 of perio(lic re't and rehabilitation trips back to the United States.
These B&R trips are not luxuries but necessities for our employed citizens to
maintain their health and sense of national Identification.

And. the costs incurred in the relocation of a family to and from an assign-
ment site.

Restoring the basic intent of the pre-1976 revision tax laws will not result in
a loss of tax revenue for the United States, but in an increase in total tax
revenue caused by increased employment stimulated internationally and
domestically.

Because of the importance of this issue, we urge the Committee to take imme-
iliate action on the tax treatment of Americans employed abroad. All U.S. tax-
pavers must lie able-toplan their tax affairs properly; yet even now, Americans
employed overseas are unsure as to which tax rules will be used to compute
their income tax liabilities. Under presently enacted law, the 1D76 Tax Reform
Act applies to 1977 earned income; yet, H.R. 9251, as already approved by the
House, pr vides for an extension through 1977 of the pre-176 tax regulations.
The Senate Finance Committee version of H.R. 9251 provides for a two year
exeusioii, through 1978, of these same regulations. NSPE feels that it is essen-
tial that clear guidelines be given as soon as possible to the many thousands
of Americans employed abroad, in order that they may plan their financial
affairs with the same certainty that domestically-employed Americans have.

Unless this issue is resolved, and soon, we must face n balance of trade deficit
as a matter of policy, lower our sights for economic growth, and retreat from
our traditional international role of economic and technological superiority.
NSPE urges the Committee to take the decisive action necessary to see that
these frightening possibilities do not come about and that reason and equity
are restored to the income tax treatment of Americans employed abroad.

STATEMEfNT OF TIM AIR TRANSPORT ASSOCIATION oF A.MERIcA

The Air Transport Association, which represents virtually all of the scheduled
airlines of the United States, requests that this statement be included ill the
Committee hearing record regarding the taxation of income earned abroad biy
citizens in private industry. The airline industry is pleased lint this Committee
is reviewing the changess in the taxation of individuals working abroad as em-
bodieid in th(, Tax Reform Act of 1970'. While the avowed purlpose of this legisla-
tion was tax reform, the result has been the creation of a tax inequity which
1P(enalizes Americans working overseas.

fly virtue of our international carriers having routes to other nations, they
nmist employ individuals in foreign locations. These individuals, who service the
needs of our passengers and cargo anl who promote travel to the United States
4iL T'.S. airli es. (,ain be either V'.S. nationals or foreign nationals. This is not a
question of exporting jobs, but rather a question of employing people.

It addition to these standard roles, several airlines have management conl-
tracts to assist in the operation of a foreign airline. These positions have tradl-
tionally been tilled by dedicated Americans willing to live abroad. The .S air-
linm manufacturers have been exceedingly aided by U.S. nationals in the mainte-
nance and purchasing functions of these airlines. The comnitnment to U.S. stand-
ards of quality hell) insure the safety of U.S. nationals being transported via
foreign carriers.
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As the Task Force on Foreign Source Income states, the earned income exclu-
sion results in a U.S. income tax savings. This fact is not being disputed. In 1972
there were 102,000 individuals living abroad who claimed the earned income
exclusion. The total income excluded was only $1.4 billion, for an average of
approximately $14,000 per return. The revenue loss to the Treasury is estimated
at approximately $60 million since, without the exclusion, foreign taxes paid
would be allowable as a credit against U.S. income tax.

While these statistics are Interesting and reveal the almost inconsequential
revenue impact of the income exclusion, the pertinent question Is, why has there
been an exclusion for foreign source income? Section 911 of the Tax Code was
enacted into law over 50 years ago to encourage foreign commerce by citizens of
the United States. This Section was designed simply as an incentive to get
Americans to forego the benefits of their native soil for the hardships of living
it a foreign land.

The current circumstances surrounding a foreign resident have not changed
dramatically over the years. For several reasons It would be difficult without
tax incentives to recruit U.S. nationals to work and live abroad. The first and
most obvious reason is the substantial differences in costs of living. 'ks the Task
Force on Foreign Source Income points out, an apartment in the Middle East
may rent for as much as $20,000-$30,000 per year---certainly an amount some-
what greater than the cost of renting an apartment In the United States. The
Task Force goes on to note:

"Reimbursement of this excessive cost by an employers would be taxable in-
come for which the employee would be liable for additional income tax. Either
the reimbursement of the excessive housing cost nor the reimbursement (if any)
for the additional Income tax would appear to be taxable compensation In the
normal way that this term is understood."

In addition, individuals working abroad must purchase services normally pro-
vided by state or local government agencies in this country. One important ex-
ample, as noted by the Task Force, is schooling costs. It this country the cost of
public education is borne by the state, but in a foreign land private schooling
is often the only alternative.

It must also be realized that many foreign nations raise substantial amounts
of revenue through a value added tax or a sales tax. Individuals living
abroad are discriminated against because they are unable to deduct the foreign
taxes while residents of the United States can deduct state or local income, sales
and property taxes. It is clearly evident that if the United States desires its
nationals to further the export of goods and services by living and working
abroad, tax incentives will have to be provided.

The real impact of the 1976 tax revision is to increase the cost of employing
U.S. nationals abroad. This has two adverse side effects. Either the U.S. enter-
prise replaces the U.S. nationals abroad with native personnel which takes hard-
working people off payrolls; or the enterprise maintains the U.S. nationals
which increases the cost and price of U.S. produced goods and services. As the
Increased costs are reflected in the international market by higher prices, de-
mand for U.S. goods will diminish with the resultant effect of a reduced level
of employment at home.

To put international sphere in its proper perspective, we must realize that,
based upon Department of Commerce figures, 40,000 Jobs are created for every
$1 billion of exports. Some have even estimated the range as high as 70,000
Jobs. If only 10 percent of our nation's economic activity ($80 billion) is depend-
ent upon exports, then we are talking about 3.2 million Jobs in the domestic
economy and approximately $5 billion in federal income tax revenue on corpo-
rate profits.

In view of our current economic circumstances, a relatively high rate of un-
employment and a $27 billion balance of trade deficit, can we run the risk of re-
ducing our exports and removing people from payrolls, placing them on welfare
rolls? The airline community does not feel such risks are warranted merely to
tinker with the tax system in order to recapture $60 million.

Therefore, we recommend that the earned income exclusion be retained and,
In addition, deductions should be provided for reasonable housing, education,
travel and moving expenses to offset the burdens of residing away from home.

Thank you for this opportunity to provide a statement for the record. We hope
our comments will be of assistance In your deliberations.
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AMERIcAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS,
Washington, D.C., May 10, 1978.

Hon. RUSSELL. B. LONO,
Chairman, Senate Committee on Finance, U.S. Senate, Washington, D.C.

DEAR SENATOR LONG: On behalf of the 135,000 members of the American In-
stitute of Certified Public Accountants, I would like to submit the following
information for the Committee's consideration and for insertion into the record.

I testified at the hearings of the Ways and Means Committee of the House of
Representatives on February 23, 1978 on behalf of the Amer!can Institute of
Certified Public Accountants Federal Tax Division concerning modification of
the tax treatment of American individuals working abroad. (A copy of the state-
ment included in the record of the Ways and Means Committee Hearings is
-attached.)

Rather than repeat the comments made to the Ways and Means Committee,
or modify them for developments since those hearings, our purpose here is to
urge two vital steps in regard to the taxation of Americans working abroad.

(1) The prompt enactment of the provision delaying until 1979 the effective
date of the changes made by the 1976 Tax Reform Act relating to Americans
working abroad, and

(2 Following this step, continuation of the careful review by Congress of
this matter with a view to enacting legislation wh!ch will provde a long term
solution to the tax treatment of Americans working abroad. This legislation
should be separate and apart from the delay provision.

The support of Congress and the Treasury Department for the additional
delay in the effective date of the changes made by the 1976 Tax Reform Act
relating to Americans working abroad has already been announced. Of major
importance is the timing of enactment of this delay provision. With the June 15
due date for 1977 U.S. income tax returns of Americans working abroad rapidly
approaching, the delay provision needs virtually immediate enactment. It is
already very late in the tax return filing season for expatriate personnel. The
IRS, the taxpayers involved and their tax advisors are now faced with a
probable repeat of the difficult administrative problems that were encountered
last year. These problems should not be compounded further. The filing of
amended returns or delayed filing of tax returns should be avoided to enhance
the orderly process of our self assessment system and to reduce the heavy work
load of the Internal Revenue Service and tax practitioners.

The enactment of this delay provision should not be tied to a specific legisla-
tive change such as Senate Bill 2115 which has been added to H.R. 9251 as
reported out by your Committee. As previously indicated, a great deal of time
is needed to develop viable and equitable legislation for taxing Americans work-
ing abroad. The goal should be to enact such legislation as soon as possible.

The Federal Tax Division of the American Institute of Certified Public Ac-
countants stands ready to provide assistance to the Senate Finance Committee
in its consideration of appropriate legislation in this area.

Sincerely,
SAMUEL 'M. FRoIILICII,

Federal Taw Diitsion.
Enclosure.

STATEMENT OF THE AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS,
FEDERAL TAX DIvIsIoN

The need for legislation to deal with the presently unsettled and unsettling
tax treatment of United States individuals working abroad ., clear.

As the first step. a further two year delay of the effective date of the Section
911 related changes made by the Tax Reform Act of 1976 (1976 TRA 911
changes) is needed. This will allow time for comprehensive study of the pro-
visions of Senate Bill 2115 introduced by Senator Ribicoff, Senate Bill 2529
introduced recently by Senator Bartlett and the Treasury's proposal, and con-
sideration of statements being made at these hearings. It will also provide an
opportunity to consider the results of various studies conducted on this subject,
including the one performed by the United States General Accounting Office.

The one-year delay of the effective date of the 1976 TRA 911 changes from
1976 until 1977 was enacted into law by the Tax Reduction and Simplification
Act of 1977 in May of 1977. This was less than one month before the due date
of the 1976 U.S. returns of most U.S. individuals working abroad. As a result,



significant problems were, and are still being encountered by the Internal Rev-
enue Serv'.ce, tie individual taxpayers affected, their employers and tax return
Ibreparers

The Hjuse Bill H.R. 9251, passed last year, contained a provision delaying
until 1978 the effective date of the 1976 TRA 911 changes. The Senate Commit-
tee on Finance reported out on February 3, 1978, a bill delaying until 1979 the
effective (late of the changes, and the Administration, through Secretary Blumen-
thal, has indicated its approval of such a provision. The intention to enact a delay
provision into law is clear. The timing of enactment is also important. Westrongly urge that action on this effective date delay provision be taken at the
earliest possible time with a view towards avoiding a repeat of the difficult ad-
ministrative problems that were encouraged last year. The filing of amended
returns, refund claims or delayed filing of tax returns should be avoided if at all
possible in order to enhance the orderly process of our self assessment system
and not add to the already heavy work load of the Internal .Revenue Service.

We suggest that the delay provision not be tied to a specific legislative change
such as Senate Bill 2115. Rather, the further two-year delay of the effective date
of the Section 911 related changes made by the Tax Reform Act of 1976 should
be used to study the approaches covered in Senate Bill 2115 and Senate Bill 2529
and to carefully analyze the various studies that have taken place on this subject
with a view to the development of a meaningful permanent solution to this
matter.

We are providing below, specific comments on Senate Bill 2115. These com-
ments are designed to provide input to the Ways and Means Committee on the
type of issues that need to be dealt with in this very complicated area. We feel
that Senate Bill 2115 is a good starting point for studying these issues but that
there Is considerably more study needed to properly handle this situation.

We have not had sufficient opportunity to review Senate Bill 2529 so are not
providing comments at this time. However from a quick review of material pub-
lished on this proposal it appears to deal effectively with some of the issues raised
below in our comments on Senate Bill 2115. It is an important step forward in
giving recognition to the key problem areas facing U.S. individuals working out-
side the United States.

COMMENTS ON SENATE BILL 2115

The provisions contained in Senate Bill 2115 (hereafter referred to as "the
Bill"), are designed to develop a comprehensive system of taxing United States
individuals working abroad. The Federal Tax Division of the American Institute
of Certified Public Accountants, as well as numerous other groups, have previ-
ously recommended an approach somewhat similar to that taken in the Bill, and
it is interesting to note that the focus on allowances would not be new in this
area since Section 912 in dealing with government employees provides for an
exemption for foreign areas, cost-of-living and Peace Corps allowances. The "ex-
cess cost deduction approach" seems to place individuals working abroad more
n a par with those who are working in the United States, which we feel should

be the objective of any legislation in this area. However, more study and work
is required.

GENERAL RULES
Items allowed as deductions

There is no question that the sum of an individual's expenditures with regard
to excess cost of living, housing, and education represent a major portion of the
cost of maintaining employment (or one's own business) outside the United
States. However, there are a number of other expenditures made by such individ-
uals. often reimbursed by their employers, which would not be made at all by
their U.S. counterparts. These reimbursements do not represent economic benefits
to the employee, but rather are designed to cover costs which the employee would
not incur were he to remain in the United States.

For example, home leave costs, as well as teniporary living costs In connection
with moving one's residence, are items which should be considered in the
proposals. In addition, a key expenditure is the excess of U.S. and foreign
taxes over the I'S. taxes the individual would have paid had he remained in
the I'.S. Such excess taxes are often reimbursed to employees by their employers,
the uri!oe of such "tax equalization" or "protection" payments being to make
the employees whole with respect to their U.S. counterparts. Because this tax
reimbursement is Itself subject to U.S. tax there is a "pyramiding" effect of a
tax on a tax.
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The vast majority of United States individuals working abroad do not intend
to become permanent residents of foreign countries. As part of their compensa-
tion package these individuals are often entitled to "home leave" for themselves
and their families each year. The employers reimburse the individuals for the
cost of transportation for the employee and his family to and from their foreign
location. This amount would not be expended if the individual were working
in the United States. It follows that a deduction should be provided for such
amounts.

Further, a major element in establishing an overseas employment is the
moving expense incurred. The existing moving expense provisions are usually
adequate in their coverage of a solely domestic move. They are, however, usually
inadequate with respect to an overseas move primarily in the area of temporary
living expenses. It is common for more than the statutory 30 days to go by
before an individual can obtain an overseas residence. Also, it often takes two
to three months for an individual's furniture to be shipped from the United
States to the foreign location. Legislation should take this problem into account
by amending Code Section 217 to provide an extended perir.d for temporary
living costs as well as an increased ceiling in the deductible dollar amount.
Further there should be allowed as a deduction the reasonable cost of moving
and storing household goods and personal effects during the foreign assignment.

Cost-of-living expense amount
The Bill permits a deduction for cost of living expense in an amount equal

to the lesser of the following amounts:
(1) The amount paid to an individual by his employer for the increased cost

of living in the foreign location; or
(2) The amount set forth in tables to be prescribed by the Secretary of the

Treasury.
For a number of reasons, the limitation as to the employer-provided amount

seems unnecessary and in some cases inequitable. First, an individual will incur
the increased costs of living In the foreign location regardless of whether lie
receives an allowance therefor. Where an individual does not receive a cost of
living allowance from his employer or receives less than the Treasury pre-
scribed amount, a limitation of the deduction to the employer-provided amount
would defeat one of the purposes of the Bill which Is to permit a deduction
for the Increased cost of living overseas. In addition, if the Bill is enacted with
this provision intact, employers will in many cases either award their employees
a cost of living allowance equal to the table amount, or reclassify a portion of
their salary as a cost of living allowance thus negating the employer-provided
amount limitation. A deletion of the employer-provided amount limitation would
simplify this provision.

The Bill directs the Secretary of the Treasury to develop tables setting forth
the typical cost of living expense amount for an American family in various
foreign locations. These tables will be provided for families of various sizes and
will be based upon the salary of an employee of the United States who Is com-
pensated at a rate equal to the annual rate paid for step 1 of grade GS-12.

It is suggested that the tables be prepared for varying salary ranges as well
as for various family sizes and foreign locations in order to deal equitably and
realistically with the varying levels of Income of many United States individuals
working abroad and that there be a provision that such tables be updated
annually.
Education expense amount

The Bill permits a deduction for education expense In an amount equal to
the least of the following amounts:

(1) The amount paid to an individual by his employer for educational expenses;
(2) The amount expended by the individual for such expenses; or
(3) The amount set forth in tables to be prescribed by the Secretary of the

Treasury.
The limitation as to an employer-provided education expense amount seems

unnecessary and In some cases Inequitable and should be deleted. The reasons
for recommending this deletion are similar to those for recommending deletion
of the employer-provided cost of living amount limitation. Further, If the deduc-
tion were limited to amounts "reasonably" expended, the limitation of point (3)
above would be unnecessary.

The Bill as originally introduced appeared to require that the children of a
United States individual working abroad attend a school in the foreign place
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where such individual resides as a condition of such individual being entitled
to a deduction for education expense. According to the statement by the Senate
Finance Committee on Actions Taken on February 3, 1978, where there is no
local U.S. type school the deduction would also cover room and board in addition
to tuition, etc. The deduction for education expense should be further expanded
to allow, as a deduction, the cost of transportation to and from the location
where the children attend school where there is no local U.S. type school at the
foreign location.
Housing expencs amount

The Bill permits a housing expense deduction in an amount by which the lesser
of (1) the amount paid to an individual by his employer as compensation for the
reasonable cost of housing, or (2) the amount which an individual reasonably
expended for such housing, exceeds an amount representing typical U.S. hous-
ing costs. Here again, as in the case of cost of living and education expenses, we
recommend the deletion of the employer-provided housing expense limitation.

"Typical United States housing costs" is deemed to be equal to 20 percent of
the individual's "earned income" for the taxable year, after such "earned in-
come" is reduced by the deductions allowed for cost of living and education as
well as the amount of housing reimbursement received by the individual. The
objective of the provision should be to limit the housing expense amount to that
which exceeds a percentage of the individual's base-salary which he would have
received had lie been in the U.S. including such items as regular bonuses. How-
ever, by defining the limitation in terms of "earned income" this objective will
not be reached, because there are several other items of "earned income" peculiar
to U.S. individuals working abroad which may be significant in amount and
will therefore distort the amount to which the 20 percent factor is applied.
(Examples of such other items are tax equalization payments, home leave al-
lowances, and moving expense reimbursements.) As a result, the definition of
"earned income" for this purpose would unrealistically reduce the allowable
housing expense deduction. We therefore suggest that the 20 percent limitation
be applied to an individual's "base salary"-a term which should then be de-
fined in the Bill.

Further, in view of the fact that a highly paid individual may spend less than
20 percent of his salary on housing, consideration should be given to providing
for a sliding scale with respect to the housing expense limitation.
Interplay with section 119

The Bill provides that an individual who is entitled to an exclusion under
Section 119 (value of meals and lodging finished by the employer) may not
claim any of the Section 221 deductions for cost of living expense, education ex-
pense and housing expense. In order for an employee to avail himself of the
benefits of the Section 221 deductions lie is required to elect out of Section 119.

Even though an individual is entitled to exclude the value of housing furnished
by hs employer tinder Section 119 he will still incur increased cost of living and
education expenses and thus should continue to be entitled to the deduction for
such expenses and other expenses that may be included in the Bill. The Bill
should be modified accordingly.

It must also be roted that Section 119 applies to both the value of lodging and
the -alue of meals provided to the employee. Where the employee is required to
elect out of the benefits of Section 119, the value of meals provided to him will

-,k' be included in his income. This appears to be an unintended result since this por-
tion of the legislation is designed to deal with the housing problem only. A pos-
sible solution to this problem would be to segregate the two portions of the
Section 119 exclusion and tie In the Section 221 provision only to the housing
portion, while continuing the allowance for the meal portion.

Further. Section 119 is not now an elective section. The Internal Revenue
Code requires the exclusion of such income where the Section 119 provisions are
met. A conformning amendment would have to be introduced to provide for such
an election.
Special rulcs

The Bill provides special rules for determining the deduction for cost of living
expense, education expense and housing expense of four special categories of
individuals- self-employed individuals, employees of foreign persons, employees
of charitable organizations, and employees in camps. These special rules require
reference to amounts appearing in tables to be prepared by the Secretary of the
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Treasury setting forth the average deduction for each of these three elements on
returns filed for the preceding year by individuals subject to the general rules.

In order to avoid dual sybtems--one for general taxpayers, and the other for
the four special categories of individuals-the Bill should provide for the appli-
cation to all taxpayers of the general rules as advocated above: i.e., deduction
related to expenditures (as limited) in the case of education, to the amount rea-
sonably expended for housing in excess of U.S. housing costs, and to the amount
per tables, in the case of cost of living. There should also be general application
of other deductible expenses that may be included in the Bill.

It should be noted that the Bill's provision for "special average tables" pre-
sents several drawbacks.

The amounts in the special average tables will always be less than the amounts
in .the tables to be used by individuals who are subject to the general rules. This
follows because the amounts used in determining the average will be the "lesser"
amounts under each of the categories which are actually deducted by the indi-
viduals subject to the general rules. Thus those individuals subject to the spe-
cial rules will be entitled to a lower deduction than those individuals subject to
the general rules.

For the first year that the new law is in effect it will be impossible for the
tables to be prepared until after the due date of the individual's return. This will
lead to uncertainty as to the individual's tax liability and will require the in-
dividual to obtain an extension of time to file his return until some date after the
tables will be available.

To summarize, we strongly urge that the provision to delay for an additional
two years the effective date of the Section 911 related changes of the Tax Reform
Act of 1976 be enacted at the earliest possible time. This will provide sufficient
time to review this entire area and proposals such as those contained in Senate
Bill 2115 and Senate Bill 2529, and to develop a meaningful long range tax struc-
ture for U.S. citizens working outside the United States.
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