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EXTENSION OF THE INTEREST EQUALIZATION ACT

MONDAY, MAKCLL 15, 1971

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

The committee met, pursuant to notice, at 10:05 a.m., in room
2221, New Senate Office Building, Senator Russell B. Long (chair-
man) presiding.

Present: Senators Long, Anderson, Byrd, Jr., of Virginia, Bennett,
Curtis, Miller, Jordan, and Hansen.

The CuairMAN. The meeting will come to order.

This morning the committee is holding hearings on H.R. 5432, a
bill to extend the interest equalization tax for a period of 2 years,
through March 31, 1973. Also included are minor technical and cor-
rective amendments to the existing statute. The bill passed the
House on March 10 by a vote of 392 to 5.

Woe will include at this point in the record our press release announc-
ing this hearing and a copy of the bill, H.R. 5432.

(The material referred to follows. }fenring continues on page 18.)

1)



PRESS RELEASE

FOR IMMEDIATE RELEASE COMMITTEE ON FINANCE
March 9, 1971 UNITED STATES SENATE
2227 New Senate Office Bldg.

HEARINGS ANNOUNCED ON
INTEREST EQUALIZATION TAX

The Honorable Russell B, Long (D., La.), Chairman of the
Committee on Finance, announced today that the Committee would hold
a one day hearing Monday, March 15, 1971 on H.R, 5432, a bill to
extend the interest equalization tax for two years (until March 31, 1973),
The hearing will be held in room 2221 New Senate Office Building, and
will begin at 10:00 A, M,

The interest equalization tax is an important part of the
Administration's balance of payments program, The tax, in effect,
provides an equivalent of a three quarters percentage point per annum
rise in interest costs for foreigners obtaining capital from U.S. sources
whether in the form of debt obligations or equity capital,

The Honorable Paul A, Volcker, Under Secretary of the Treasury
for Monetary Affairs, will be lead~off witness and will present the Ad~
ministration's case for this legislation,

Requests to be Heard, -~ Senator Long stated that those indivi~
duals who desire to testify on March 15 should make their request to
Tom Vail, Chief Counsel, Senate Committee on Finance, 2227 New
Senate Office Building, no later than noon Friday, March 12, Persons
scheduled to appear must submit 25 copies of their statement tv the Com-~
mittee not later than the close of business on Friday, March 12, State-
ments should be on double~spaced, letter-size pages (not legal size), and
each statement must be preceded by a summary of the principal points
presented by the witness, The Chairman emphasized that pursuant to the
requirements of the Legislative Reorganization Act of 1946, witnesses
will be expected to limit thelr oral presentation to brief summaries of
their statement, He urged those with similar views to coordinate their
oral statements in order to prevent duplicative and repetitive testimony,

Senator Long said that the Committee would welcome written com-
ments on H,R, 5432; five copies of these comments should be sent to
Mr, Vail by the close of business on Tuesday, March 16, He indicated
that these written comments would be given the same close consideration
as though the writer had testified orally,

P,R, #4
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IN THE SENATE OF TIIE UNITED STATES

Marcn 11,1971
Read twice and referred to the Committee on Finance

AN ACT

To provide an cxtension of the interest equalization tax, and
for other purposes.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
SECTION 1. SHORT TITLE, ETC.

(a) Suorr TiTnE.—This Act may be cited as the “In-
terest Equalization Tax Extension Act of 19717,

(b) AMENDMENT OF 1954 Cope.—Whenever in this
Act’an amendment is expressed in terms of an amendment

to a section or other provision, the reference is to a section or

<o o o} L B =) St -] [ 3] =

other provi§ion of the Internal Revenue Code of 1954.

=)

SEC. 2. EXTENSION OF INTEREST EQUALIZATION TAX.

—
p—

Section 4911 (d) is amended, effective with respect to

1
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acquisitions made after March 81, 1971, by striking out
“March 31, 1971” and inserting in lieu thereof “March 31,
1973".
SEC. 3. OTHER AMENDMENTS.

(a) TrREATMENT OF DEBT OBLIGATIONS OF COR-
PORATIONS OBTAINING FuNDps FroMm ForelaN PERSONS
AS TAXABLE.—

(1) Section 4912 (b) .is amended by redesignating
paragraph (4) as paragraph (5), and by inserting after
paragraph (3) the following new paragraph:

“(4) SPECIAL BLECTION TO SUBJECT DEBT IS-
SUES OF A UNITED STATES CORPORATION TO TAX.—
Any domestic corporation may elect to have any class
of its debt obligations which is an original or new
issue (and any class of stock into which such debt
obligations may be converted) deemed to be debt obli-
gations (or stock) of a foreign obligor (or issuer) the
acquisition of which by a United States person will
be subject to the tax imposed by section 4911, not-
withstanding any other provision of this chapter other
than seotion 4911 (d), at the rate provided on the
acquisition of stock under section 4911 (b). The docu-
ments evidencing such debt obligations (and the cer-
tificates evidencing any stock into which such debt

obligations are converted) shall clearly indicate that
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their acquisition by a United States person is subject
to the tax at such rate. Notice of an election under this
section shall be given to the Secretary or his delegate
prior to the issuance of the debt obligations with respect
to which the eclection is made. Any such election shall
be cffective as of the date of issuance of the debt obliga-
tions with respect to which the election is made and shall
be irrevocable. The Secretary or his delegate shall pre-
scribe such regulations as he may deem necessary to
carry out the provisions of this paragraph.”

(2) The amendments made by paragraph (1)
shall apply with respect to debt obligations issued after
the date of the enactment of this Act.

(b) AcqQuisitioNs IN CONNECTION WiTH NATION-

ALIZATION, EXPROPRIATION, ETC.—

(1) Section 4914 (b) is amended by adding at the
end thereof the following new paragraph:

“(16) ACQUISITIONS OF STOCK OR DEBT OBLIGA-
TIONS IN CONNECTION WITII NATIONALIZATION, EX-
PROPRIATION, ETC.—Of stock or debt obligations of a
foreign issuer or obligor, where such acquisition is
required as a reinvestment in connection with an actual
or threatencd nationalization, expropriation, or seizure

of property, to the extent provided in subsection (k).”
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(2) Section 4914 is amended by adding at tho end
thereof the following new subsection:
“(k) AcCQUISITIONS OF STOCK OR DEBT OBLIGATIONS
IN CoNNECTION WITH NATIONALIZATION, EXPROPRIA-
TION, Erc.—The tax imposed by section 4911 shall not
apply to the acquisition by a United States person of stock
or a debt obligation of a foreign issuer or obligor, to the ex-
tent that such acquisition is required as a reinvestment with-
in a foreign country by the terms of a contract of sale to, or
a contract of indemnification with respect to the nationaliza-
tion, expropriation, or seizure by, the government of such
country or a political subdivision thereof, or an agency or in-
strumentality of such government, of property owned within
such country or sneh political subdivision by such United
States person, or by a controlled foreign corporation (as de-
fined in section 957) more than 50 percent of the total com-
hined voting power of all classes of stock entitled to vote of
which is owned (within the meaning of section 958) hy such
United States person, but only if such contract was entered
into because the government of such country or politieal
subdivision, or such agency or instrumentality—
““(A) has nationalized or has expropriated or
seized, or has threatened to nationalize or to expro-
priate or seize, n substantial portion of the property

owned within such country or such political subdivision
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by such United States person or such controlled foreign
corporation; or
“(B) has taken action which has the effect of
nationalizing or of expropriating or seizing, or of
threatening to nationalize or to expropriate or seize, a
substantial portion of the property so owned.
For purposes of this subsection, an instrumentality of the
government of a country or a political subdivision thereof
includes a corporation or other entity with respect to which
such government, or any agency of such government, owns
more than 50 percent of the total combined voting power
of all classes of stock eutitled to vote or, in the casec of a
corporation or other entity not issuing shares of stock, has
the authority to elect or appoint a majority of the board of
dircctors or equivalent body of such corporation or other
entity.”
(3) Section 4916 (a) is amended—

" after the semicolon at

(A) by inserting “or
the end of paragraph (2);

(B) by striking out ““; or” at the end of para-
graph (3) and inserting in lieu thereof a period;
and

(C) by striking out paragraph (4).

(4) The amendments made by this subsection shall
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apply with respect to acquisitions made after the date
of the enactment of this Act. |
(¢) ForrigN MINERAL FACILITIES.—
(1) Section 4914 (¢) (5) (B) is amended by strik-
ing out “a substantial portion of which is extracted” and

‘

inserting in lieu thereof the following: , where a sub-
stantial portion of the ores or minerals (or derivatives
thereof) to be stored, handled, transported, processed,
or serviced in or through such facilities, or in or through
all of the facilities of the obligor for the storage, han-
dling, transportation, processing, or servicing of the same
types of ores or minerals (or derivatives thereof), is
extracted”.

(2) The last sentence of section 4914 (c) (5) (B)
is amended by striking out “such facilities” the first
place it appears and inserting in lieu thereof “the facil-
ities with respect to which the loan is made”.

(3) The amendments made by this subsection shall
apply with respect to acquisicions made after the date of
the enactment of this Act.

(d) SarLrs or LiQUIDATIONS OF FOREIGN SUBSIDI-

ARIES.—

(1) Scction 4914 (g) (1) is amended—
(A) by striking out “all of the outstanding

stock, except for qualifying shares, of a foreign
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corporation” in subparagraph (A) and inserting
in lieu thereof “all of the outstanding stock of a
foreign corporation held by such United States per-
son (and such includible corporations)”;
(B) by striking out “all of the outstanding
stock of which, except for qualifying shares, is
owned by such United States person (or by one or
more such includible corporations)” in subpara-
graph (B) ; and
(C) by adding at the end thereof (after and
below subparagraph (C)) the following new
sentence :
“Subparagraph (A) or (B) shall apply only if, immedi-
ately prior to the sale or liquidation involved, the United
States person (or one or more includible corporations in
an affiliated group, as defined in section 1504, of which
such person is a member) owns (directly or indirectly)
10 percent or more of the total combined voting power
of all classes of stock of the foreign corporation; and, for
purposes of this sentence, stock owned (directly or indi-
rectly) by or for a foreign corporation shall be consid-
ered as being owned proportionately by its shareholders.”

(2) (A) Section 4914 (b) (10) is amended by

striking out “witoLLY OWNED” in the heading, and b
g g
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striking out “a wholly owned foreign corporation” and
inserting in lieu thereof “‘a foreign corporation”.

(B) Section 4914 (g) is amended by striking out
“WHoLLY OWNED” in the heading.

(3) The amendments made by this subsection shall
apply with respect to acquisitions made after the date of
the enactment of this Act.

(e) INveSTMENTS BY FINANCIAL INSTITUTIONS

IN CORPORATIONS ENGAGED IN TINANCE BUSINESS

ABROAD.—

(1) Section 4915 is amended by adding at the end
thereof the following new subsection:

“(e) SPECIAL RULE FOR INVESTMENTS BY FINAN-

CIAL INSTITUTIONS,—

“(1) For purposes of section 4912 and this section,
a corporation which is—
“(A) a domestic corporation described in sec-
tion 4920 (a) (3) (C), or
“(B) a foreign corporation which is primarily
engaged in the lending or finance business outside
the United States,
shall be treated as a foreign corporation which is not
formed or availed of for the principal purpose described
in subsection (c) (1) with respect to an acquisition of

stock from such corporation (whether or not as a result
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of a contribution to capital) by a corporation which is
(or is affiliated with) a financial institution and which is
affiliated with such domestic or foreign corporation, but
only upon compliance with paragraph (2).

“(2) Paragraph (1) shall apply only if it is estab-
lished to- the satisfaction of the Secretary or his delegate,
pursuant to rules and regulations promulgated by the
Secretary or his delegate, that the amounts received by
the domestic or foreign corporation as a result of the
acquisition will not be used to acquire stock of foreign
issuers or debt obligations of foreign obligors or utilized
in any other way outside of the United States.

“(8) For purposes of this subsection, two corpora-
tions are ‘affiliated” with each other if they are members
(or would be members if they were both domestic cor-
porations) of the same affiliated group (within the
meaning of section 48 (¢) (3) (C)).

“(4) In any case where a domestic or foreign cor-
poration has been treated as a foreign corporation which
is not formed or availed of for the principal purpose
described in subsection (¢) (1) with respect to an acqui-
sition of stock by another corporation as provided in
paragraph (1) of this subsection, but the amounts re-

ceived by such domestic or foreign corporation as a result

.of such acquisition are (before the termination date speci-
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fied in section 4911 (d) ) used to acquire stock of foreign
issuers or debt obligations of foreign obligors or utilized
in any other way outside of the United States in viola-
tion of the rules and regulations promulgated under para-
graph (2), then liability for the tax imposed by section
4911 shall be incurred by the acquiring corporation (with
respect to such acquisition) at the time such amounts are
so used ; and the amount of such tax shall be equal to the
amount of tax for which the acquiring corporation would
have been liable under such section upon its acquisition
of the stock involved if such domestic or foreign corpora-
tion had not been so treated.”

(2) The amendment made by paragraph (1) shall
apply with respect to acquisitions made after the date
of the enactment of this Act.

(f) ExTENSION OF RESALE PERIOD FOR DEALERS IN

FOREIGN SECURITIES.—

(1) Section 4919 (a) is amended by adding at the
end thereof the following new sentence: “The President
may by Executive order (which shall be applicable for
such period and subject to such conditions as may be
specified therein) extend the period of two business days
specified in subparagraphs (A) and (B) of paragraph
(8) to not to exceed 13 calendar days in the case of

acquisitions made for customers and not for investment
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11
1 purposes, but any such extension shall be applicable
2 only in cases where the acquiring dealer has submitted
3 to the Secretary or his delegate in advance a satisfactory
4 procedure for identifying which of his acquisitions are for
5 customers and which are for investment purposes.”
6 (2) Section 4919 (b) (1) is amended—
( (A) by striking out the period at the end of
8 clause (B) and inserting in lieu thereof *“, and”; and
9 (B) by inserting after clause (B) the follow-
10 ing new clause:
11 “(C) in any case to which subparagraph (A)
12 or (B) of subsection (a) (3) applies and which
13 involves a sale or acquisition occurring after the
14 expiration of the two-business-day period specified
15 therein, establishes that the sale or acquisition com-
16 plied with the applicable Executive order issued
17 under the last sentence of subsection (a) and that
18 the procedure submitted under such sentence was
19 followed.”
20 (3) The amendments made by this subsection shall
21 apply with respect to acquisitions made after the date
22 of the enactment of this Aoct.
23 (g) FaLure oF ForeigN CorRPORATION To FILE

2¢ Norice RESPECTING ISSUANCE OF ADDITIONAY, SHARES.—

25 (1) Section 4920 (b) (2) is amended by adding at

58-005 O - 71 - 8
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the end thercof the following new sentence: “Upon
application by the issuing corporation within 2 years
after the date on which additional shares described in
the second sentence of this paragraph were issued, the
Secrctary or his delegate may waive the 15-day require-
ment set forth in subparagraph (D) (v) with respect to
such additional shares if it is shown that the issuing
corporation failed to file the notice required by such sub-
paragraph due to inadvertence and not with an intent to
avoid the requirements of this chapter.”

(2) The requirement in the last sentence of sce-
tion 4920 (b) (2) (as added by paragraph (1) of this
subsection) that the issuing corporation make its ap-
plication within 2 years after the date on which addi-
tional shares were issued in order to qualify for a
waiver shall be deemed satisfied, in any case where
more than 2 years has elapsed after such date, if
the issuing corporation involved makes the application
within 60 days after the date of the enactment of this
Act.

(3) The amendment made by paragraph (1) shall
take effect on the date of the enactment of this Act.

(h) BorrowINGs BY MEMBER OF AFFILIATED GROUP

WiHERE CORPORATION Is Excacep IN CERTAIN FINANC-

ING OPERATIONS.—

(1) Section 4920(d) (3) (A) is amended by
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striking out “owns all of the stock of such corporation”
in the matter preceding clause (i) and inserting in lieu
thereof “is an includible corporation in an affiliated
group, as defined in section 48 (c) (3) (C), of which
such corporation is’a member”.
(2) The amendment made by paragraph (1) shall
take effect on the date of the enactment of this Aect.

(i) Pexarry ror Fammure To FInE QUARTERLY
RerurN or REMIT TAX.—

(1) Section 6651 is amended by adding at the end
thereof the following new subsection:

“(c)} INTEREST EQUALIZATION TAX.—The provisions
of this section shall apply with respect to returns required
under authority of section 6011 (d) (1) (relating to interest
equalization tax returns) and section 4918 (¢) (relating to
returns by participating firms with respect to money with-
held) in the same manner and to the same extent as they
apply with respect to returns specified in subsection (a).”

(2) Section 6680 is amended—

(A) by inserting “(a) IN GENERAL.~—" im-
mediately before “In addition”; and

(B) by adding at the end thereof the following
new subsection:

“(b) Cross REFERENCE.—

“For additions and penalties in case of failure to file
interest equalization tax returns or pay or remit, see
section 6651(e).”



16

14
(3) The amendments made by this subsection shall
apply with respect to returns required to be filed on or
after the date of the enactment of this Act.
(j) BruiminaTiON or KNOWLEDGE REQUIREMENT
RrcarpiNnG FiLING OoF FALSE INTEREST KQUALIZATION

Tax CERTIFICATES.—

(1) Section 6681 (a) is amended—

(A) by striking out “knowingly”’; and

(B) by striking out “shall be liable” and insert-
ing in lieu thereof ““shall, unless it is shown that such
action is due to reasonable cause and not due to
willful neglect, be liable”.

(2) Section 6681 (b) (1) is amended—

(A) by striking out “A participating firm”
and inserting in lieu thereof “Unless it is shown that
such action is due to reasonable cause and not due
to willful neglect, a participating firm”; and

(B) by striking out ‘“knowingly”.

(3) Section 6681 (b) (2) is amended—

(A) by striking out “A participating firm”
and inserting in lieu thereof “Unless it is shown
that such action is due to reasonable cause and not
due to willful neglect, a participating firm”; and

(B) by striking out “knowingly” each place

it appears.
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(4) The amendments made by this subsection shall
apply with respect to actions occurring after the date
of the enactment of this Act.
Passed the House of Representatives March 10, 1971.

Attest: W. PAT JENNINGS,
Clerk.
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The CuamrMaN. The interest equalization tax was instituted in
1964—on a retroactive basis to 1963—to lessen the flow of U.S.
capital into foreign investments. It applies to long-term loans to
foreign persons as well as to the purpose of foreign securities. Thus
far, the tax has contributed to a reduction in the flow of dollars out-
ward from this country, thus improving our balance of payments
position. However, the balance of payments deficit remains large—
$10 billion in 1970 on an official settlements basis of measurement—
and the prospects are for another large deficit this year. To some ex-
tent the interest equalization tax hides the real size of our fundamen-
tal deficit position,

The present interest equalization tax is equivalent to a rate of
three-fourths of 1 percent per annum in interest costs for foreign
%ersons who obtain capital from U.S. sources. The statute gives the

resident discretionary authority to vary the tax rate from zero to
1% percent. From time to time the President has exercised his au-
thority, most recently in April 1969, when the current rate of approx-
imately three-fourths of 1 percent per annum was set. I hope the
Secretary will address himself to the question of whether 1}% percent
is sufficient to close the gap in interest roles between this country
and the other leading money markets, particularly in view of recent
developments.

The administration has requested that the legislation before us
today be passed. The Honorable Paul Volcker, Under Secretary of
the Treasury for Monetary Affairs, will present the administration
case.

Mr. Volcker, I suggest you proceed.

STATEMENT OF HON. PAUL A. VOLCKER, UNDER SECRETARY OF
THE TREASURY FOR MONETARY AFFAIRS

Mr. Vorcker. As you indicated, under the present legislation, the
interest equalization tax expires on March 31 of this year. This tax,
effective since July 1963, has been adopted and maintained as a means
of reducing the outflow of portfolio capital from the United States
to developed countries. It has been extended on three occasions, with
small modifications and I am here to urge that it be extended for
another 2 years and you can do that by adopting H.R. 5432.

The effect of the tax is to raise the cost to foreigners in developed
countries of borrowing or raising equity funds in the United States.
The tax rate may be varied by the President between the equivalent of
an effective annual rate of zero and 114 percent per annum. At present,
it is three-fourths percent.

The tax provides important protection for our balance-of-payments
position, particularly during a period when interest rates are rela-
tively low in the United States as compared to most other advanced
countries. That is the case at present.

The tax directly discourages foreign borrowing in our market. Tt
also complements and supports the Commerce Department program
designed to limit the balance-of-payments cost of direct investment
abroad and the Federal Reserve program designed to limit outflows
of funds from banks and other financial institutions. The three pro-
grams are mutually reinforcing in holding in check the volume of
dollars that move into foreign hands through outflows of U.S. capi-
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tal. Without the interest equalization tax, the remaining programs—
articularly the Commerce program that encourages U.S. firms to
nance a portion of their overseas expansion in foreign markets—
would be substantially weakened.

The President has stated his intention to relax these programs as
soon as the balance-of-payments situation permits. I wish I could re-
port to you today that the need for these restraints was no longer
necessary. However, after full review within the administration, the
conclusion was reached that these programs must be maintained for
a further period with little change.

Although no single measure can reflect all aspects of the situa-
tion, our balance-of-payments position continues to be plainly
unsatisfactory.

On the official settlements basis, our deficit reached almost $10 bil-
lion in 1970, even after allowing for our allocation of special drawing
rights. That result was heavify influenced by the sharp easing of
American money markets at a time when rates are still high in many
foreign countries. We benefited from large inflows of interest-sensitive
short-term capital in 1968 and 1969, when our domestic markets were
extremely tight. Now those flows have sharply reversed.

These flows of short-term capital, disturbing as they are, do not
reflect our underlying position. Indeed, our total current account posi-
tion improved last year. However, this improvement, while welcome,
must also be discounted to some extent. Cyclical conditions, here and
abroad, were exceptionally favorable for our exports. Even so, as
table I, attached to my statement shows, our current account surplus
was well below the levels recorded earlier in the 1960’s. It failed to
cover exports of long-term capital and aid flows by a large margin.
As a consequence, our so-called “basic balance” on trade, other cur-
rent items, and long-term capital remained in sizeable deficit.

Partia] data for January and February show the situation has not
improved, We continue to face a major challenge .in bringing our
position into a sustainable equilibrium. Neglect of this problem would
simply be inconsistent with maintaining a framework of international
monetary stability so important in facilitating flows of trade and
investment.

Dealing with that challenge in a responsible way demands that we
not prematurely remove the limitations imposed on capital outflows,
including the interest equalization tax. Action has been taken from
time to time to ease the administration of these programs and the
difficulties of businesses in complying. But we do not believe, in the
light of present balance-of-payments circumstances, that further re-
laxation can be justified at this time.

The interest equalization tax has been effective in substantially re-
ducing the volume of securities offered in the United States by coun-
tries subject to the tax. Since 1963, annual offerings of developed
countries—apart from Canada, for which there is a special exemp-
tion—have generally been very small, as may be seen in table 1L
Similarlv, there is evidence to indicate that the tax has substantially
inhibited U.S. purchases of outstanding foreign securities (see table
II1). As a result, more of the burden of foreign financing has prop-
erly shifted to other countries in a stronger balance-of-payments
position.
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While we have found it necessary to maintain special measures of
restraint such as the interest equalization tax, the basic approach
toward strengthening our international financial position must be
along different lines. Most fundamentally, we must restore a healthy
economic climate at home. Orderly growth, increasing productivity,
and price stability must be sought hand in hand. In this respect, our
balance-of-payments and domestic aims broadly coincide.

I would emphasize that, even if it were acceptable on domestic
grounds, there is no salvation for our balance of payments in a
sluggish domestic economy. As we can see now, such an economy is
prone to export capital abroad, and it does not encourage long-term
capital inflows, Temptations to embark on self-defeating protectionist
measures would be stronger and growth in the world economy would be
retarded.

What is essential is that, as economic growth resumes with more
vigor, we continue and build upon the progress already made against
inflation. The stability of the dollar at home is fundamental to its
stability internationally and to the stability of the world monetary
system. Only with the achievement of relative price stability can we
hope to restore our trade and current account position to the point
where it can fully support our policies of aid, defense, and unrestricted
flows of private investment.

There are more specific measures that we can and must take as well.

We must also keep our export credit facilities in line with those
of other countries and insure that our tax system does not discriminate
against exports as compared with direct investment abroad. In that
connection, I hope this committee will, upon further review, support
the proposal for a Domestic International Sales Corporation.

I think it is apgarent there is no quick or easy answer to our balance-
of-payments problem. Domestic inflation and overheating in the late
1960’s set back our efforts, and we are still struggling with the dis-
tortions and imbalances that developed as a consequence of that
period. It is essential to demonstrate that we are coping with these
problems and are willing to maintain the special measures required
to protect our balance-of-payments position—including continuation
of the interest equalization tax.

The Treasury has no problems with the modifications to the present
legislation which are contained in the House bill. To provide con-
sistent treatment, we would also be glad to see a further provision
to assure that certain domestic mutual funds treated as foreign for
the purposes of the interest equalization tax not be permitted such
treatment on new issues. More importantly, we urge that you extend
this legislation for another 2 years.

Thank you, Mr. Chairman.

(Tables attached to Mr. Volcker’s statement follow:)



¥—TI,—0 200-89

TaBLe 1.—U.S. balance of payments, 1961-70

[In billions of dollars}
19701 (3
1961-65 qtrs., s.a.
average 1966 1967 1968 1969 annual rate) 1970 (actual)
Merchandise trade balanee___________________________ 5.4 3.9 3.9 0.6 0.6 2.7 (2.2)
Exports.___ . . 23.0 29. 4 30. 7 33.6 36. 5 42,1 (42. 0)
Imports. .o o . —17.6 —25.5 —26. 8 —33.0 —35.8 —39.4 (—39.9)
Investment income balance. .- ____________________ 3.5 4.1 4.5 4.8 4.4 4.3 .
Receipts from U.S. investments abroad-__________. 4.9 6.3 6.9 7.7 8.8 9.6 _.________
Payments on foreign investments in United States_ _ —1.3 —2.1 —2.4 -2.9 —4.5 —-83 ...
Balance on other serviees.. . .. __._____________________ —-2.5 —-2.7 —3.2 —2.9 -3.1 —-3.1 . ______
Balance on goods and servieces_ _ ... _________________ 6.5 5.3 5.2 2.5 1.9 39 ...
Unilateral transfers, excluding Government grants_ _____ —0.8 —0.9 —1.2 -1.1 —-1.2 —13 .
Balance on current account, excluding Government
grants . . 5.7 4.4 40 1.4 0.8 2.6 . _____
U.S. Government economic grants and credits 2_________ -3.7 —3.9 —4.2 —4.2 —3.7 —3.4 ... ___
Balance on private direct investment__________________ —2.2 —3.6 —2.9 -2.9 —-2.2 —3.8
Balance on securities transactions_ . ___________________ —-0.8 0.4 —0.3 3.1 1.6 1.0 (1. 3)
Balance on various other long-term capital transactions 3__ —0.5 0.6 0.2 0.9 0.7 0.3 ...
Balance on current and long-term capital accounts 4__ ____ —1.4 ~-2.0 —-3.1 —-17 —2.8 —-3.3 ..
Balance on various other capital transactions: Short-
term, other than liquid liabilities; long-term bank
liabilities to foreign official agencies; nonmarketable
U.S. Government liabilities; unscheduled debt pay-
ments on U.S. Government credits; and Government
sales of foreign obligations to foreigners________________________ 1.2 0.6 2.3 —1.3 0.1 ..
Errors and omissions_ _ ______________________________ —0.9 —-0.5 —11 —0.5 —2.8 —-2.0 . _____
Allocation of Special Drawing Rights__ _________ . 0.9 0.9)
Balaige on liquidity basis_ . ___________________ —2.3 —1.4 —3.5 0.2 —-7.0 —4.4 (—3.9)
SS
Certaf’iln nonliquid liabilities to foreign official agencies___ 0.1 0.8 1.3 2.3 —1.0 —0.2 (—0.3)
us
Liquid liabilities to private foreigners and international
organizations__ . _______________________________._.__ 0.7 2.4 1.5 3.8 8.7 —4.5 (—6.2)
Balance of official settlements basis____ .. ___________.__ —1.8 0.3 —3.4 1.6 2.7 —-8.7 (—9.8)

13 quarters, s.a. annual rate.
2 Net of scheduled repayments.

3 Excluding changes in Jong-term bank labilities to foreign official agencies and in non-

marketable U.S. Government liabilities.

4 One version of the so-called “basic balance”.
NoTE.—Details will not necessarily add to totals due to rounding.



TasLe I1.—New issues of foreign securities purchased by U.S. residents, by area, 1962-70

[Balance of payments basis, dellars in millions]

19631

1962  Isthalf  2d half 1964 1965 1966 1967 1968 1969 19702
Allareas. . oo ceeeea 1,076 1,000 250 1,063 1,206 1,210 1,619 1,703 1,667 1, 457
IET countries, total. . ___________._. 356 343 110 35 147 19 14 45 23 130

Western FEurope including United
Kingdom._____ . meoae- 195 219 53 35 95 15 ... 42 14 130
Japan_ 101 107 57 - 52 4 14 3 9 ..
Other2. ___ o mceeeam 60 17 o o e e ———————

Of which:

Exempt from IET?_ _ L. 4110 20 52 i0 14 3 9 130
Subject to IET - - e 15 95 9 _____.__ 42 14 _______.
Other countries, total. . ____._ .- 722 656 141 1,027 1,058 1,191 1,605 1,659 1,645 1, 327
Canada_ _ oo 458 608 85 700 709 922 1,007 949 1,270 776
Latin America® . ____________ 119 13 23 208 36 68 140 144 32 120
Other countries. .o aaa 61 35 33 115 134 121 212 176 179 190
International institutions_._____________ 84 4 179 80 246 390 164 241

t Not seasonally adjusted.
2 Australia, New Zealand, South Africa.

3 Related to the export, the direct investment, and the Japanese exemptions.

s Includes Inter-American Development Bank issues.
Source: Department of Commerce, Office of Business Economics.

Ig’l.::‘;apresents commitments made prior to July 18, 1963, the date of inception of the



TasLE III.—Net trunsactions in outstanding foreign securities by U.S. residents, by area, 1962-70
[Balance of payments basis, dollars in millions, net U.S. purchases (—)]}

1963 1
1962  Isthalf  2d half 1964 1965 1966 1967 1968 1969 1970
All areas. . . —96 —151 102 194 225 300 —135 —61 —305 186
IET countries, total . _ . ______________._____ 15 —85 85 181 234 222 —111 -3 —285 NA
United Kingdom______________________ 31 17 23 49 9 -7 —171 —54 —173 NA
Western Europe. . __________________ —47 —69 31 103 110 156 —25 21 263 NA
Japan__ _ . __ —23 —25 —4 ________ 6 10 -5 6 —294 NA
Canada ®. . ____ . 79 7 30 17 147 68 —8 33 —82 NA
Other3_ e —25 —15 5 12 —38 -5 -2 —9 1 NA
Other countries, total______________________ —13 —6 10 2 —8 26 --36 -75 —51 NA
Latin America 4 ... —25 —3 1 —13 —13 2 —13 —73 —65 NA
Other countries_ _ __ . _ .o ooe... 12 -3 9 15 5 24 —23 -2 14 NA
International institution_ __ _____ .. ________ —98 —60 6 11 -3 51 13 15 31 NA

1 Not seasonally adjusted.

2 Excludes Canadian repurchases, undertaken in 1966, 1967, and 1968 for reserve manage-

ment purposes.
3 Australia, New Zealand, South Africa.

¢ Includes Latin American Development Bank issue of $145,000,000 in 1964.

NOTE.—~These data reflect residence of seller rather than the original country of issue
of the security—the basis on which the IET applies. Also, the above data show net pur-
chases (or salesj whereas the IET applies to gross purchases.

Source: Department of Comme=-ce, Office of Business Economics.
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The Cirairman. Thank you, Mr. Volcker. Let me just get a couple
of matters straight.

Under the Constitution, Congress has the power and, indeed, the
duty, to create currency and to regulate the value of it, don’t we.

Mr. VoLcker. Yes, sir.

The CrairMan. And I wonder if you agree with me that in modern
day economics that the Constitution puts the ultimate responsibility
on the Congress to see that the level of interest rates that people have
to pay in order to obtain money or credit would be on terms that the
Congress thinks in the national interest.

Mr. Vorcker. Well, I think that is broadly correct, Mr. Chairman.

1 would just make two comments. Congress has, of course, delegated
some of its regulatory authority in this area to the Federal Reserve.
The other comment I would make is that markets have a will of their
own and a mind of their own and you can’t set the level of interest
rates sometimes where we would like to. You have to respect the
market developments which give rise to a particular level of interest.

The Cramrman. Well, in the last analysis aven’t those factors that
we should take into account in the exercise of our duties and our
responsibilities.

Mr. Vorcker. I think that is right, yes.

The Crrarman. So that while we can, and do, delegate some of the
responsibility that is vested in the Congress under the Constitution,
the final responsibility still lies with the Congress.

Mr. Vorcker. That is certainly true. When you delegate you can
take back.

The Cuaairman., Well, but even though you delegate you cannot
escape the responsibility for having delegated it.

Mr, VoLcker. Right.

The Crarrman. And the final authority is still with the Congress.

Mr. Voroxker. I quite agree.

The CrairMan. If it is not being used the way the Congress thinks
it should be used then it is the responsibility of Congress either to
withdraw the delegation of authority or, by law, require the person
to whom the authority has been delegated to do that which you think
is in the national interest.

Mr. VorLcker. I think that is proper, yes.

The Cuairman. What we are concerned with here is that we have
a level of interest rates in this country below the level of interest rates
of our trading partners, and that if we do nothing to restrain the free
flow of capital from one nation to another, then the credit and the
money that is created for our economy flows abroad into other areas
where those people are willing to pay a higher price for money than
people pay in this country.

Mr. Vorcker. That is right. { would, if I may, just add one further
thought here, Mr. Chairman. I would like to be in a position where a
portion of our money could flow abroad for various investment activi-
ties overseas, as it does even now

The CHAIRMAN, Yes. )

Mr. Vorcker (continuing). But this would be a contribution to
world economic development if our overall position were such that
this was desirable. The difficulty is that our trade position, our current
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account position, our overall balance-of-payments position, is not
strong enough to permit as large a capital outflow as you might like
from some other point of view.

The CuairmaN. It is already flowing abroad to a greater extent than
we thing is desirable now ; is that correct?

Mr. VoLCKER. Yes.

The CualrMAN. And with the lower interest rates and freer avail-
ability of credit, as has been the case recently, it is most desirable that
we try to make it available for housing and for needs of the American
econogly, not simply needs for investment abroad, as desirable as that
may be.

Mr. VoLcker. Yes, sir.

The CuairmaN. 1 personally am very happy about the fact that
interest rates are now very mucK lower than they were a year ago. Does
this reduction in interest rates in this country place an even heavier
burden on Congress to pass this bill ?

Mr. Vorcker. There is no question it does. The interest rates are
lower relative to foreign interest rates this year than they were last
year and than they were 2 years ago. It is not unprecedented to have
this kind of a relationship, but it 1s more urgent now, I would think,
than for sometime.

I might add just one further thought, that this tax only covers
medium- and long-term securities. It does not cover securities under 1
year, and a good part of the current outflow and a good part of the
current problem revolves around very short-term capital. But we
have to be prepared, I think, for some short-term capital to go in and
out as circumstances change.

The Cuairman. Well now, that gets me to my final question. Is this
bill adequate to meet the problem or should we amend this bill to pro-
tect us against a higher differential of interest rates, and to do some-
thing about the short-term flow of capital ?

Mr. VorLcker. Well, so far as the margin of flexibility is concerned,
I think that is ample at present for the area that is covered. It is set at
three-quarters of a percent now, as you know, and in the areas covered
by the bill there has not been any substantial foreign borrowing in this
market. The precise interest rate comparison varies from country to
country but, by and large, I think that three quarters of a percent is
an adequate deterrent for the time being.

The other part of the question—when you get into the shorter term
area—has been looked at at times in the past. It has been our conclu-
sion, and it has been the Treasury’s conclusion, that this particular
approach is much more difficult to apply to the very short area of the
market because there are so many different channels by which funds
can move. You get so closely involved in ordinary commercial trans-
actions and ordinary trading transactiens that it has been imprac-
tical and undesirable to move the authority down to shorter maturities.

The CuArMAN. Mr. Secretary, if this is not adequate, I think you
ought to be recommending amendments to this bill making it adequate
and I have in mind not for the circumstances of the day but for the
circumstances that you can foresee during the next 2 years, and I want
to know if you think this bill is adequate to meet the problem.
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Mr. Vorcxer. We think this bill is, in a sense, not adequate to meet
the problem—TI suppose so long as we have outflows—but this particu-
lar approach c%oes as far as it properly should, and we are not prepared
to recommend that this particular approach be extended any further.

The Cuarman. Well, let me make it clear if we pass this bill, I want
to hold you responsible for what happens. I don’t have in mind that
this bill is going to create a problem. The question is whether by failure
to go far enough with it that the problem gets out of hand. I don’t want
to have it said that we didn’t adequately provide you the tools to meet
the capital outflow problem in this country.

So if you are going to need something else I think you ought to ask
for it and now would be a good time to do it.

-Mr. VoLcker. I understand your reasoning very well, Mr, Chairman.
But we are not prepared to ask for anything more at this time.

The CrairMaN. Thank you very much.

Senator Anderson.

Senator ANDERSON. On page 7 you say “Certain domestic mutual
funds treated as foreign for the purposes of the interest equalization
tax not be permitted such treatment on new issues. More importantly,
we urge that you extend this legislation for another 2 years.”

I am sure the chairman asked a question about that but I want to
have you answer. Why do you think 2 years for this is appropriate ?
Why do you think this is enough ?

Mr. Vorcker. This tax has been renewed, I guess, on three occasions
already, Senator. We like to think of it, and still do think of it, as a
temporary tax. Given the circumstances in which we find ourselves
we do think it is necessary to continue the tax, but I wouldn’t want to
propose any longer period of time because I think we should review
this at intervals not too far apart. The burden of proof, in effect,
should be on us to demonstrate that the circumstances are such that re-

uire its continuation, and I think we should accept that burden and
that responsibility, and I, in effect, don’t think you ought to give us
the power to keep this tax on indefiintely because 1t is an extraordinary
kinc{) of thing, We should come back and justify it if we have to con-
tinue it.

Senator ANDERsON. But you said more importantly, we urge that you
extend this for 2 years more. How about 4 more years or 5 more years
or 6 months. A

Mr. Vorcker., Well, this is a balanced view. We say 2 years for the
reasons that I suggested. We don’t think it should go too long without
congressional review., On the other hand, sitting where we now sit, 6
months seems clearly too short a period of time. If we need it now,
we are likely to need it 6 months from now, I don’t think we want to
necessarily review this every year. Two years is an arbitrary length
of time but it seems to be a reasonable compromise.

Senator Anperson. I don’t have any questions but I do think it is
strange that we get these solutions all the time and we have to get
them going in the same old place. Many of us didn’t want to see them
2 years ago. I don’t have any more questions.

Mr. Voroker. In terms of making the extension shorter, I think it
is relevant to emphasize that should the situation change we are able
to reduce the rate to zero, and one of the criteria for setting the rate
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is to rely upon this tax just as little as we have to. So, should a judg-
ment be arrived at, that this tax could, in effect, be abandoned we
could, without further legislative authority, reduce the rate to zero.

Senator Axperson. I am just trying to make sure that you people are
in position to say this needs to be 2 years time. I think some may want
it 6 months or 1 year. But 2 years is a long time.

Mr. Vorcker. Well, I can only say in response to that that we can
remove the tax as soon as circumstances justify regardless of the time
limit specified here by reducing the rate to zero.

Senator AnpersoN. But you don’t think it would be possible to do
that do you?

Mr. Vorcker. Pardon me.

Senator ANpErsoN. You don’t think there would be a possibility of
doing that?

Mr. VorLcker. Yes; it is possible within the terms of the limitation.

Senator ANperson. I have nothing further,

The CHAIRMAN. Senator Curtis.

Senator Curtis. Thank you, Mr, Chairman,

hWhat do the House amendments do to this bill. You alluded to
them.

Mr. Vorcker. Yes, sir; a series of more or less technical amend-
ments, as the chairman said, which take care of a nnmber of partic-
ular kinds of frictions that have developed over time in the appli-
cation of the tax. None of them is of profound importance from a
national viewpoint but they tend to make the administration of the
tax a little more orderly and equitable.

Senator Curtis. In other words, it does not materially change this
program.

r. VoLcker. That is correct ; it does not.

Senator Curtis. So in reality we have just a 2-year extension?

Mr. Vorcker. That is, the basic bill is, a 2-year extension.

Senator Curtis. Just briefly, how is this tax administered, Is it
levied upon the brokerage house that sells the security or how is it
administered ?

Mr. Vorcker. Well, the brokerage house or a financial intermediary
of some sort would often be the I'%'st purchaser and the tax is levied
on the first American purchaser of the foreign security. If it does go
through a brokerage house or an underwriter the underwriter on the
new issue would be the man who paid the tax, and once the tax has
been paid on a foreign security purchased from a foreigner, you can
attach to the security a certificate of American ownership so it can be
traded freely subsequently in our market.

Senator CURTIS.%VGH, that answers my second question. The tax is
just applied once. :

Mr. Vorcker. It is applied once. It is a percentage of the capital
value of the security. The percentage is determined so that it is equiv-
alent to an annual interest rate currently of three-quarters of 1 percent.

Senator Curtis. So a tax on a security of $100,000, a foreign secu-
rity, subject to this law that ran for 5 vears would have a different
rate than a tax on a security of $100,000 that ran for 10 years.

Mr. Voroker. That is precisely right. The tax is graduated so that
it is equivalent to the same interest rate for both of those maturities,
but the capital value of the tax is different.
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Senator Curris. And the amount you collect is the equivalent of a
three-quarters of 1 percent interest rate each year——

Mr, Vorcker. That is correct, over the life of the security.

Senator Curtis. Suppose the security is sold back to the country
from which it came,

Mr. Vorcker. If it is sold back to a foreigner, then taxes will be
collected again if it is bought by an American. In other words, once
it passes out of American ownership then it will again be subject to
tax. The tax is on a foreign security purchased from a foreigner.

Senator Curtis. But when it is sold back do you have to make a
refund, if it is sold back ?

Mr. Vorcker. No; there is no provision for a refund. We don’t
hayve provision for refunds of taxes for purchasers.

Senator Curtis. That is all.

The CraRMAN. Senator Jordan.

Senator Jorbar. Mr. Secretary, how much does the interest equaliza-
tion tax yield?

Mr. Vorcker. It has jumped around a bit from year to year. In the
last calendar year 1970, it yielded just under $50 million, $47.5 million.
In 1969, again the calendar year, $125.8 million. That was by all odds
the largest year of revenues. We have projected for the next fiscal
year $85 million, which is rather in the middle of these last 2 recent
calendar years.

Senator Jorpon. The amount of receipts fluctuates widely even
though the rate remains constant at three fourths of 1 percent?

Mr. Vorcker. The amount of receipts is determined both by the rate,
which has changed in the last couple of years, and by the amount of
foreign securities purchased. Most of the receipts have come from
purchases of foreign stocks rather than new issues of bonds through
the years, and at times there has been considerable interest by Amer-
icans in buying foreign stocks and paying the tax. Now that comes
in waves, and last year it was much reduced from the previous year.

Senator JorpaN. You said in your statement that last year, 1970, our
deficit in balance of payments was $10 billion. What would it imve
been if we hadn’t had the interest equalization tax.

Mr. Vorcker. I wish I could give you a precise answer to that ques-
tion but I can’t. It involves a judgment as to what these purchases
would have been and what other elements in the accounts would have
been affected.

It also involves a further judgment as to the direct investment pro-
gram administered by the Department of Commerce, which is very
important in this connection.

’Fhe Commerce program encourages American firms making direct
investments abroad, to borrow abroad to finance those investments.

Senator JorpaN. Yes.

Mr. Vorcker. And when they borrow abroad, if it is an American
subsidiary, their securities are subject to the interest equalization tax.
That, in effect, is 2 method of assuring that when they%orrow abroad
in the first instance the borrowing doesn’t simply come back to the
United States through another channel.

So we have two Important impacts from the interest equalization
tax. We have the direct kind of restraint on foreign borrowing. You
can judge its effectiveness, I think, to some degree, by looking at the
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falling percentage of international borrowings, foreign borrowing that
is done 1n the U.S. market as compared to other markets now relative
to the early 1960’s before the tax was in effect.

It used to be more than 50 percent of all the international borrowing
was done in the international market. Now I think it is down to 20
percent or 20 to 30 percent so it has been cut very substantially.

The other part is these billions of dollars of securities that American
firms have issued aboard. They are, in large part, held abroad b
virtue of this tax being in effect, Now that coul(f’ be a once and for all
effect but if this tax were removed in the short run it is possible that
sevell;al billion dollars worth of securities would come back into this
market.

Senator JorpaN. Does this tax apply only to foreigners who come
into this country to borrow or does it apply to U.S. businessmen who
take American capital out of this country to invest in foreign lands?

Mr. Voroxer. It a,%plies to both, with two important exceptions. It
does not apply to lending by Americans in less developed countries or
by borrowing by less developed countries in our market and it does not
apply to direct investments, So if an American company makes a direct
investment abroad, builds a plant, or supplies further funds to an oper-
ating subsidiary abroad, the tax does not apply. That kind of
foreign investment is governed by the Commerce program on direct
investment.

Senator Jorpan. Have any of our trading partners in foreign lands
retaliated with an investment equalization tax of their own.

Mr. Voroker. No, sir. A. number of countries have restraints or con-
trols of one sort or another on the flow of capital out of their own coun-
try, but there has been nothing in the seuse of any kind of retaliation
to this action.

Senator Jorpan. In the last several months the prime interest rate
has dropped from 814 to a little over 5 percent in this country, and yet
your investment equalization tax has remained constant. Is there any
relation between the two. If so, why have you not invoked a higher
investment equalization tax than the constant three-fourths of 1
percent ?

Mr. Vorcker. Well, there is some relationship between the particular
rate you cited and this tax. I think more relevant probably for the bulk
of the kind of transactions covered, are the rates for long-term bonds
where the difference has not been as great as implied by the change in
the prime rate. But there certainly has been a change. The long term
bond rates in this country have come down significantly more than
abroad.

I think the best answer I can give you to that question is that we have
not detected any increased borrowing by foreigners with the three-

uarters percent tax rate even given the easing in the American market

or the types of lending and borrowing covered by this tax. There has
been a great deal of flow in the very short area but not in the areas cov-
ered by this tax.

I think it is probably fair to say that the tax inhibits this activity not
simply because of the rate but people have some resistance to paying
the tax, whatever the rate level is, and this may account for the fact
that a fine tuning of the rate, so to speak, has not been necessary.

58-005 O—T71—5
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Senator Jorpan. Mr. Secretary, how important do you think the bal-
ance of payments really is. If we can tolerate a $10 billion deficit in our
balance of payments without any undue effects on the economy, why do
we worry about a balance of payments at all. Some economists say we
should forget about it. What do you think about this.

Mr. Vorcker. I don’t find myself at all in agreement with those
economists. I think our balance of payments is extremely important.
The United States is obviously by far the largest economy in the world.
Our currency is the most important currency for conducting the
world’s business, and it is a very important component of other coun-
try’s reserves. The stability of our currency is important, therefore, to
the stability of the whole international monetary system. We tend to
take the stability of the monetary system for granted when it is operat-
ing well, and it is operatin witK reasonable stability at the time, If it
was not operating well, and it comes under great strain and pressure,
we would realize that flows of trade and investments would rapidly
become very distorted to the detriment of us all.

Our balance of payments over a period of time is, and does have, an
important bearing on the stability of the whole system.

Senator JorpaN. At what point does a deficit 1n balance of payments
become intolerable, If $10 Eillion in 1 year is tolerable, would $10
billion in 2 successive years or 3 successive years be intolerable. If so,
what do you doto correct it.

Mr. VoLoker. I think that is right. I think you put your finger on it
Erecisely. Let me put this $10 billion figure in perspective. It is a terri-

ly large figure and T am not at all happy with it, but that figure was
affected by very large short-term capital outflows, and I think people
recognize, and can to some degree accommodate themselves to, large
swings in short term capital which are felt to be temporary. The $10
billion deficit on that basis followed 2 years of surplus on that same
basis when we were bringing in short-term money.

Now, T think these big flows back and forth create problems in and
of themselves, but so long as they are short term flows and go in both
directions, it doesn’t have the same significance as a persistent large
deficit over a long period of years.

Now, it so happens we have a persistent underlying problem here,
too, but it is not measured by $10 billion. It is more in the order of $3 or
$4 billion in a more fundamental sense. That is bad enough, and that is
what we have to work on and try to correct. But this $10 billion figure
puts it a bit out of perspective and $10 billion year after year would
not be a sustainable situation.

Senator Jorpan. The summary of your testimony is something like
this—in essence you need the extension of the interest equalization tax
as one tool to help defend the dollar?

Mr. VoLcker. It is only one tool, and it is not, in my opinion, a desir-
able kind of tool. I would like to get rid of this entirely if our basic
position were in better shape.

But I have to recognize that our basic position is not in better shape.

Senator Jorpan, Thank you. Thank you, Mr. Chairman.

The CHAIRMAN. Senator Byrd.

Senator Byrp. Thank you, Mr. Chairman. I support the Treasury’s
position and I have only one question, Mr. Secretary.
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Is it true that if one were to buy the Japan Fund that one would pay
one interest equalization tax but if one were to buy shares in the Pan-
Austx}'lztli?an Fund one would pay two such taxes, is that correct and, if
so, why

Mr. VoLcker. Well, there is a difference of treatment here, Senator
Byrd, and I made a too subtle allusion to this in the next to last sen-
tence in my statement. The Japan Fund was in existence at the time
the tax was passed, and a special provision was put in the tax to cover
this kind of situation. That provision, in effect, said that this domestic
fund can call itself foreign and, therefore, within the portfolio of the
fund it could trade in and out of foreign securities without paying any
tax. Now that was a grandfather clause, in effect, and other funds are
not eligible for that kind of treatment.

I think it could be argued that there is an inequity here to the extent
that a fund like the Japan Fund could issue additional securities to
Americans, and they would then pay the tax once, as you suggest, but
then with that additional money they would be free to switch in and
out of foreign securities. Other American funds could not do that.
Therefore, what I, in effect, suggest in the statement is that this in-
equity might be cured by making 1t clear that a fund in the position of
the Japan Fund, while it has the privilege that it has because it was
blanketed in at the time the tax was adopted, should not have the priv-
ilege of issuing additional securities to American shareholders and
only paying the tax once, whereas other funds don’t have that
privilege.

Senator Byrp. You recommend that in your legislation ¢

Mr. Voroker. We would think that that would be a desirable change
iff t}(lle committee wants to make it in the interests of equity among these

unds.

Senator Byrp. Thank you, Mr. Secretary. Thank you, Mr. Chairman.

The CrHAIRMAN. Senator Hansen.

Senator Hansen. Thank you, Mr. Chairman.

Mr. Secretary, foreign countries have about four times, so I am told,
as many dollars in their possession as we have gold. Do you think there
is any danger that these countries will begin to cash in their dollars
against the gold and, if they do, what would be the response of our

overnment ?

Mr. Vorcker. Well, let me put the four times figure in a little per-
spective too. The only people who can cash in for gold are foreign cen-
tral banks and governments. They hold $20-some-odd billion which is
still in excess of our gold stock and still in excess of our total reserves.
But we have resources other than our gold stock, too. We have other re-
serve, we have special drawing rights and a gold tranche position in
the fund, totaling about $3 billion between those two assets. We have
considerable faci%ities either through the fund or outside the fund for
borrowing foreign currencies, and all of this provides protection for
our position and it is a good deal stronger than the comparison that you
suggested implies.

We do stand ready when foreign countries request gold or other re-
serve assets to pay them out. Apart from our allocation of special
drawing rights, we paid out something a,pproachingl; $314 billion of
various assets last year, and if we get requests we will continue to pay
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them out, and if we have a serious Lalance-of-payments deficit we will
have some requests.

Now, I don’t think I can speculate beyond that. We have consider-
able resources at our disposal. And this 1s one of the reasons why it is
important we not neglect our balance-of-payments problem and take
what measures we responsibly can to deal with the basis of the problem
which is a balance-of-payments deficit.

Senaton Hansen. While it is true, as you point out, Mr. Secretary,
that the total dollar holdings in the hands of individuals that go to
make this total of what I understand is about 4 times the amount of
gold we have, isn’t it also true that in the event there was a loss world-
wide of confidence in the dollar that it would be expected that these
American dollars in the hands of foreigners would go into central
banks and into governments and that they would indeed become re-
quests upon our Government for gold.

Mr. Vorcker. I think this is why it is so incumbent upon us to main-
tain the kind of confidence whicK is necessary. The dollar is a very
useful asset to foreigners whether they are governments or private
citizens. They can use it to make all sorts of payments, and they earn
interest on it at the same time. But it is true 1f they lose confidence in
the stability of our economy and the stability of the dollar we would be
in real trouble, and I think we must conduct our policies in a way that
sustain that confidence. There is no question whatever in my mind that -
the most fundamental responsibility we have, far beyond the kind of
action we are considering here today, is to maintain the stability of the
dollar at home, and that is the essential thing for maintaining its inter-
national stability.

We haven’t done as good a job on that score as we should have done.
We live in a world in which inflationary pressuresare not unique to the
United States, so relatively we haven’t done as poorly as it looks in
absolute terms.

It is fortunate—and we must capitalize on the circumstances—that
we are somewhat further ahead, I think, in dealing with our infla-
tionary problem than a good many foreign countries. We have had a
considerable cost in terms of unemployment and slower growth in the
process as well. But we have bought something here in terms of prog-
ress on the inflationary front, and particularly progress relative to
what other countries are doing, and we must continue to move in that
direction precisely because of some of the dangers that you are looking
at here.

Senator Hansen. Well, I share the concern that has already been
expressed by questions as to the adequacy of the three fourths of 1 per-
cent, and I think your testimony is quite precise on that point.

I gather from what you have said that you do not find it desirable to
recommend a higher interest equalization rate at this time.

Mr. Vorcker. I think if you will look at table IT on that point, Sen-
ator Hansen, you will see that essentially the second line there—i.e., Qhe
countries to which the tax applies—indicates their total new security
offerings in our market have been quite low. Now there was a $130
million outflow you see there for 1970. That happened to be a transac-
tion that was exempt from tax. It was a simple exchange of securities
in a direct investment transaction where some American securities were
exchanged for some foreign securities, and it was not subject to tax.
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Essentially there were no taxable transactions in this area at all last

ear.

The rate differentials may be slightly greater now than on the aver-
a.%e last year, but we just have not seen any real pressure on the types
of transactions that are subject to the tax. If that (fid develop obviously
we would have to review the rate and that is within the President’s
discretion.

Senator HanseN. I have one more question, Mr. Chairman, I am just
trying to find in the Secretary’s testimony a reference to our trade bal-
ances, and I don’t happen to find it or see it.

Mr. Voroker. There is a table which will show that, table I, which is
in rather small print, which does show our trade balance, the very first
line on that table, and it brings out what has been, I suppose, the major
element in our underlying problem.

A}])art from the short-term capital flows, the principal element in our
problem in recent years has been that our trade balance has deteri-
orated. You can see on that table in the first half of the 1960’ it aver-
aged almost $514 billion a year surplus and that was a period when we
were having quite good growth but we had exceptionally good price
performance. Then as we got into the inflation in tge later 1960’s, in the
overheating of the later 1960’s, that performance steadily deteriorated,
and our trade balance almost disappeared in 1968 and 1969. We made
some recovery in 1970, back to $2.2 billion which is gratifying.

At the same time, I think we have to recognize that recovery was as
much as it was because our economic activity had slowed down excep-
tionally last year. So we have a very major challenge in that area, and I
think that is the heart of our problem.

Senator Hansen. I guess I was trying to find the language contained
in the concluding paragraph, 1 mean the concluding sentence in the
first paragraph, on the top of page 6. You are speaking here about the
balance of payments, and “I would emphasize that, even if it were
acceptable on domestic grounds, there is no salvation for our balance of
payments in a sluggish domestic economy. As we can see now, such an
economy is prone to export capital abroad, and it does not encourage
long term capital inflows.,”

hen you say “temptations to embark on self-defeating protectionist
measures would be stronger and growth in the world economy would
be retarded.”

I would like to ask, Mr. Secretary, what is your position with respect
to a proposal such as has been made i)y the Japanese on textiles.

Mr. Vorcker. Well, I think the President has spoken rather clearly
and fully on that subject, Senator, and I plainly don’t have anything
to add to his statement on that score.

Senator Hansen. I assume that you agree with his statement ?

Mr. Vorcker. I support the President, yes, sir.

Senator Hansen. Thank you, Mr, Chairman.

The CrAalrMAN. Senator Miller.

Senator MiLLer. Mr. Secretary, on page 2 of your statement you
refer to the Commerce Department’s program that is supposed to en-

courage U.S. firms to finance a portion of their overseas expansion in
- foreign markets, and then you say that without the interest equaliza-
tion tax, programs such as this would be substantially weakened.



34

Can you give us a picture of what the result has been over the last 4
or 5 years on this policy to encourage U.S. firms overseas to finance a
portion of their overseas expansion in foreign markets.

Mr. Voroker. Yes. I can, I am sure, give you some data here. But
essentially there has been as a result of this program a sharply in-
creased emphasis on borrowing abroad in order to cover expenditures
incurred abroad and in making plant and equipment investment and
other investment abroad. This Tlas, in the early years of that program,
amounted to several billion dollars a year so we covered a large portion
of the direct investment outflow, in effect, by borrowing abroad. It had
a particularly strong effect the first year or two.

Now, that effect, as they built up a backlog of foreign borrowings,
perhaps has not been as pronounced in the last couple of years, but
American companies have borrowed something like $1014 billion in the
Euro-bond and Euro dollar market by this time, and a very large
proportion of that borrowing, I am sure, was, in effect, induced by this
Commerce program.

Senator MiLLer. Do you have any figures which would enable us to
draw the conclusion that a good chunk of this $1015 billion was attrib-
utable to the interest equalization tax, For example, do we have com-
parable figures of how much these American companies have been
borrowing in previous years in the international markets so that we can
see tho contrast.

Mr. Vorexgr. T think T can supply you with some figures for the
record, if we don’t have them right here.

Senator MiLLer. If you don’t have them here why don’t you provide
them for the record and let us see what the picture looks like E)I', say,
a year or two before the interest equalization tax went on the books so
that we can see the contrast.

(Information supplied by the Department of the Treasury appears
on the opposite page :)



U.S. direct investment

[Millions of dollars]
1965 1966 1967 1968 1969 11970
Net capital transfers from United States 2. . _ ... ______._ 3,101 3,452 3, 327 2, 261 2, 955 3, 500
Use of funds borrowed abroad . ________________________________ 104 638 542 2, 161 2, 560 2, 500
2, 997 2, 814 2,785 100 1 395 $1, 000

Use of U.S. source funds. __ e

1 Estimate.

2 To countries other than Canada (which is exempt from the Foreign Direct Investment
program restrictions). Includes certain debt repayments and certain indirect transfers
of capital which have been relatively small. .

3 Includes use of proceeds from foreign borrowing by overseas finance subsiasaries, such
as those in the Netherlands Antilles; also, beginning with 1969, includes some unknown
amount of foreign borrowing allocated to offset reinvested affiliate L

¢ Understated by amount referred to in latter part of footnote 2.

N oTE.—The above data differ from data collected by the Office of Business Economics,
Commerce Department, and published periodically in the “Survey of Current Business.”
Differences relate to the number of reporting firms, the definitions used, and the nature
of the reports.

Source: Office of Foreign Direct Investment, Commerce Department.

CLERK’S NOTE: It is understood that the mandatory direct investment program went
into effect in 1968. This table therefore shows the effect of the mandatory program on
foreign borrowings before and after it went into effect.

gg
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Mr. Voroker., That will come out quite clearly. But let me just clar-
ify one point. Their inducement to borrow abroad for that purpose
comes from the Commerce program, not the intsrest equalization tax.
The interest equalization tax in itself does not cover direct investment.
What the interest equalization tax does is keep abroad these securities
which they sold abroad because when those securities are sold by a
subsidiary—a finance subsidiary—of an American company they be-
come a foreign security, and the tax would apply to those securities if
they were resold to an American.

\¥011 have a kind of a complementary program here where the in-
centive to borrow abroad comes from the Commerce program, but the
interest equalization tax prevents the buyer of those securities abroad
from selling them back to an American.

I, for some reason, haven’t got the figure right here on the amount of
borrowings but it is reflected 1n a difference between two figures.

Senator MiLLer. Maybe, Mr. Secretary, this will help. On page 12 of
the House Ways and Means Committee report there is a statement that
“the currently outstanding volume of these issues, some of which are
convertible into stock, is $5.6 billion.”

My. VoLcker. It is about $1014 billion in total over there.

Senator MirLer. I can understand that this is a rather complicated
question or at least it would require putting some bits and pieces to-
¥ether to give us a complete picture but I would hope you can do that

or the record.

Mr. VorLcker. Yes; I think I can give you some figures that will get
at the point you are at. The direct investment abroad in the early 1960’s
ran: 1952, $1.6 billion ; 1963, $2 billion ; 1964, $2.3 billion, It averaged
during those years about $2 billion. This was all reflected in flows of
money out of the United States. Then——

Senator MirLer. Well, pardon me, are those flows of the kind that we
are talking about here, namely, financing overseas expansion.

Mr. Vorcker. Well, they weren’t at that time. These programs were
not in effect then, so that, the total direct investment flow was financed
straight out of the United States. These are the figures I just gave you.

Now when these programs went into effect the total amount of in-
vestment overseas, direct investment overseas, was running at a higher
level of about $314 billion, by and large, in the second half of the 1960’s.

But the actual outflow of U.S.-source funds was smaller than that.
The total direct investment outflow was $3.7 billion in 1966. The out-
flow of U.S.-source funds, however, was considerably less—about $500
million less due to use of the proceeds of bonds sold abroad and several
hundred million dollars less due to use of the proceeds of foreign bank
loans. In 1967 it was about $300 million less due to the bond proceeds
and about the same amount less due to foreign bank loans.

Senator MiLLer. On that point does that mean profits made overseas
were then plowed back in.

Mr. VorLoker. Reinvested earnings don’t enter into any of these fig-
ures. That is—

Senator MiLer. That would account for the difference, however,
would it not?

Mr. Vorcker. No, this difference I am talking about is accounted for
by foreign borrowing by the U.S. direct investor. In 1968 the difference
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was $800 million due to use of the proceeds of bonds issues alone. In
1969 the difference due to these issues alone was $600 million. Now
there are other technical adjustments but essentially that difference
reflects the fact they were induced to borrow abroad to finance part of
their direct investments overseas. One form of borrowing overseas
reflects the borrowing through bond issues abroad by so-called Dela-
ware subsidiaries which, for this purpose, are considered foreign. They
are subsidiaries set up for the specific purpose of financing overseas
investments, and for purposes of the interest equalization tax these
subsidiaries are considered foreigners. Now there was additional bor-
rowing by the U.S. direct investor from banks overseas.

Senator MiLLer. All right.

Now, one more area o qluestioning. On table II you show interna-
tional mstitutionsz $241 billion, or is that million—I don’t know, I
assume that is million dollars, $241 million.

Mr. Vorokker. Yes, these are millions of dollars in 1970,

Senator MiLLEr, What is the significance of that item.

Mr. Vorcker. These are essentially borrowings by the World Bank
and other such institutions in our market, and, as you can see, the,
were running at a low level in the early half of the 1960’s. They didn’t
need to borrow so much in view of their operations and there was a
great effort to maximize their borrowings abroad.

Now we have continued to insist that these institutions raise a sub-
stantial portion of their funds in other markets, but as their total needs
have increased we have felt it appropriate that they borrow some por-
tion of their needs in our market, ang those borrowings are not subject
to tax. They do have to get approval from us so they are under control.

But this—

Senator MiLLer. How much of a push does that $241 million
represent

r. VoLcker. In that particular year my recollection is that that
probably is close to half. f)n 1969 it was substantially less than half, in
my recollection. My recollection is about half of their long-term bor-
rowing. They may have borrowed some short term abroad in addition
to that. This is a matter of judgment, how much to permit them to
borrow.

Senator MiLLer. One last question ; table IT shows under Canada $1.2
billion for 1969, $776 million for 19770, is that a net figure or is that a
gross figure. In other words, do we have some——

Mr. Vorcker. This is a gross figure.

Senator MirLer. This means, as I understand it, that Canada floated
investment issues in this country.

Mr. Vorcxer. In that amount. ) )

Senator MiLrer. But that some of our people float some issues in
Canada which would offset that.

Mr. Vorcker. Well, there isn’t much, there may be a little of the lat-
ter but not much. This is their gross sales of new issues in the American
market. The principal offset to that is they have sizable redemptions
of securities that were sold earlier in the American market and they
run over $200 million a yoar currently, as I recall it. So the net sales of
Canadian issues in our market are significantly below those figures
mainly because of their own large redemptions.

58-005 O—71——8
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Senator MiLrer. Thank you very much.

Thank you, Mr. Chairman.

Mr. Chairman, the staff has asked for one more question.

Mr. Secretary, can you tell us what the U.S. trade and balance-of-
payments position is with Canada?

r. VoLCKER. Yes, I can.

Senator MILLER. As you know, Canadian securities are exempt from
this tax.

Mr. VoLckEer. Yes.

Senator MiLLer. But there was no understanding that Canadians
would use this exemption to increase their international reserves, What
has happened to their international reserves?

Mr. Vorcker. Well, our bilateral position with Canada has deterio-
rated. Our trade position which used to be in substantial surplus has
now turned into a substantial deficit. The overall Canadian position
has very substantially improved. Their trade position with the whole
world Kas improved very sharply through the years. Their total
balance-of-payments position has improved. In the latter part of 1969,
early 1970, their reserves began increasing very rapidly. Now since that
time they have been on a floating exchange rate, as you know, and the
increase in their reserves has essentially halted and, at the same time,
they have veduced rather sharply the volume of their borrowings in
this market,

I think the implication of your question is quite true. They are in a
much stronger position now and, for balance of payments reasons,
much less heavily reliant on our market, and we would expect that
[f)henomenon to be reflected in their volume of their borrowings in the

uture.

Senator MiLLER. Are you suggesting that this understanding that
the Canadians would not use the exemption to increase their interna-
tional reserves has been winked at ?

Mr. Vorcker. I have no real problem in terms of the behavior of
their reserves. I think more importantly is the question of whether the
exemption for Canada opens an avenue by which funds can pass
through Canada to third countries, and there have been certain under-
standings with the Canadians that they would take measures to prevent
so-called pass-through of fundsto third countries.

It is not always easy to identify and control, but there are certain
guidelines that are applicable to Canadian banks and financial institu-
tions, and so far as I know I think these guidelines have been reason-
ably observed. So——

S’;na,tm' MivLer. Do you have any evidence of a substantial amount
passing through ?

Mr. Vorcker. We do not certainly in terms of the behavior of their
financial institutions, Statistically and otherwise it is not possible to
trace every kind of avenue as fully as one might wish, and I think the
basic answer to this kind of problem has to be that in terms of their
overall balance-of-payments position they are less heavily dependent
upon our market at present. That should be reflected in actual develop-
ments, as time passes; and, in fact, the level of Canadian borrowing in
our market has been rather low ever since their reserves went up. It has,
I think, amounted to something like $350 million in the past 9 or 10
months, which is a substantially lower rate than it has run for many
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Ygars, and actually that particular rate of borrowing isn’t a great deal
righer than the rate of redemption so on a net basis their call on our
market has been much reduced in the past 9 or 10 months.

Senator MruLer. What I guess you are saying is that in view of the
trend and the present situation and the willingness of Canada to coop-
erate on the pass-through problem that you don’t have any reason to
ask for a change in this exemption at this time.

Mr. Vorcker. No. This exemption is part of the flexible authority
that you have given to the President. But I haven’t any recommenda-
tions for him or for you to change it at this time, It is a situation that
bears watching obviously.

Senator MiLLer. Thank you, Mr. Secretary.

The Cramrman. I want to ask one more thing, Mr. Secretary.

You can check me with this and see if my memory is correct.

The administration, and I am speaking now of the Democratic ad-
ministration, your predecessors, did not ask that we close that loophole
about bank loans. I believe they didn’t ask that we shorten the period
down below 3 years, but we did that anyway. The bank loan amend-
ment was on a discretionary basis and it was found that plugged up a
looiyhole without which this would not nearly have been the effective
tool that it was intended to be.

1f this committee should see fit to write a discretionary provision
giving you the authority to act in the area of short-term credit, less
than 1 year; what would be your position with regard to that?

Mr. VorLoker. Well, I suppose one could follow the theory that it
never pays to turn down discretionary authority, but we have not in the
past felt that this tax could be equitably and efficiently applied in that
area of the market, and we, of course, would be reluctant to move in a
direction that increased the complexities and difficulties involved here
rather than in the direction of simplifying and easing the administra-
tion and application of the tax, which is the direction in which we have
been trying to move. We have found our ability to move in that direct-
tion sharply circumscribed by our balance-of-payments situation.

The CuarMaN. Well, the same argument was advanced with regard
to the bank loan problem. I personally think if we hadn’t given those
who had this responsibility, which will be yours, the power to act in
that area that the tax would have been a very ineffective weapon. You
would have had a big loophole with the bank loans effectively prevent-
ing you from administering this law. I don’t like to pass a bill that has
a fpossibilit of your saying that the situation got out of hand because
of a loophole we left in the law—that you would have done something
about it but you didn’t have the authority. I raise that question because
I would intend to raise it with the committee when we meet.

I would feel that in view of the kind of thing that we have encour-
aged, the free flow of trade and the free flow of capital between
friendly nations, that we must retain the authority somewhere in this
Government, and it must be in such fashion that it can be used, that
we can still provide for the interest of the people of this country and
assure that the expansion of credit here for the purpose of trying to
provide opportunity and employment and investments within this
country, is not used instead simply to build more plants to put more
people out of jobs by expanding production in Japan, Korea, Europe,
and elsewhere.
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I am all for those people making a big success out of their economy
but I haven’t forgotten who I am supposed to be representing here,
whether other people have or not. It seems to me that our primar
duty is to the States, and although it may be old fashioned, I still
recognize the fact that I represent a State here.

They send me here to represent them. They may not be everything
that somebody from Washington or New York would like for them
to be, but they are still entitled to have two Senators and the same
thing is true of every other State in the Union.

So when we give you the authority to protect the credit and the in-
terest of the American people, I would hope that we would give you
enough authority that you can do a job.

Then having done that if you don’t do a job we can blame you. If
we don’t give you adequate authority it seems to me as though the
blame must lie with us.

Mr. Vorcker. I wouldn’t want to leave you with the impression
that, in my opinion, this tax could be easily administered or perhaps
administered at all in a way that can make a large impact on very
short-term capital flows without getting into a degree of control of
individual transactions that I wouldn’t like to see.

The basic problem there is there are so many different channels by
which short-term money can go, and essentially a good deal of it can
be tied up with completely normal commercial trade transactions, so
that attempting to apply a tax of this sort in that area effectively
would raise very grave administrative difficulties. It would not easily
be effective.

The CramrmMaN. Mr. Secretary, I can recall the days under a previ-
ous administration which had committed itself to make credit more
freely available and interest rates lower. We were told that we couldn’t
carry out that program because all the money would flow out to the
nations abroad if we did.

Then when the administration finally decided it did want to do
something about it they recommended this bill for which you are
testifying now, and they demonstrated that they could do something
about that proi)lem if they wanted to, and if we would give them the
authority to act.

Now 1t may be that you can’t close that loophole if they should
exploit it.

Mr. Vorcker. I don’t think we can cure our problems with this kind
of action. It can be helpful in preventing some types of flow:: to tem-
porarily bolster our position but I wouldn’t want to leave you with
the impression that this kind of action can protect our positior: regard-
less of what we do at home and regardless of what these relationships
are.

We have a very real problem here that we have to grapple with.
These short-term capital flows would not bother me so much if I
thought our basic position was in good shape.

Now I think we are improving our basic position and that is the
direction in which we have to continue to move. I think we can take
large fluctuations in short-term money in or out and adapt our internal
policies so that they don’t inhibit us unduly. I think other countries
can adapt if they are fluctuations around a Kasically improving trend
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and it is that trend we have to keep our eye on. I don’t think we can
be misled into thinking this kind of action by itself is going to produce
the fundamentally better situation that we need.

The CHamrMan. Well, when a situation begins to get out of hand,
and you can’t do anything about it, I, at least, would like to have you
report that you tried. If we don’t give you the power to even try, I feel
then that it leaves us in a position ofy simply standing up there and
issuing anguished cries of alarm and concern where nothing can be
done about it because there is no act on the books and we then may not
be able to get an act to do it.

You are aware of this, Mr. Secretary, there are some people who
seem to feel they are so much at variance with what this administra-
tion is trying to do with regard to foreign policy, such as the war in
Vietnam, that they think it advances their argument to vote against
every appropriation, vote against every tax, and to vote against rais-
ing the debt limit to pay for anything on the theory that if they make
it difficult enough for you to operate the Government you will do what
they want you to do.

ow, I am one who is inclined to think you are doing the best you
can with the situation which you find. I just think that when we look
at matters of this sort we ought to give you enough authority where
ou can save this Nation even though some people might not want
1t done that way. ,

Mr. Voroker. I can understand your point of view, Mr. Chairman,
but I think basically our feeling has been, and remains, we want to
move away from this kind of special control, and I don’t want to give
you or anyone else any illusions that we think that this kind of power
could effectively be used, that we want it or that we would apply 1it.

The Cuairman. I think your position is clear on that.

Any further questions, gentlemen ?

Thank you very much, Mr. Secretary and members.

Now, I am now going to call the next witness, Mr. Ralph E. Purvis
of Silverdale, Was%

Mr. Purvis, as I understand, you are testifying for an amendment
that you have testified to in earlier days. I believe this committee tried
to help you but the House would not agree with that. I was under the
impression that you did not ask for help the last time you had an
opportunity because you felt that the House would take care of your
problem when they initiated legislation this year.

What is your problem now ?

STATEMENT OF RALPH E. PURVIS, ATTORNEY, SILVERDALE,
WASH.

Mr. Purvis. Well, Mr. Chairman, I want to briefly—I am not
going to read my statement at all. But there are a few remarks I
want to make and this is one of them.

The first page in my statement is in error in that it states that the
amendment which I propose was adopted by this committee and the
Senate in 1967 and 1969. It was not adopted in 1969. It was not
before this committee in 1969. The reason it was not, Senator Mag-
nuson had filed a bill to accomplish the amendment; a Senate bill.
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The reason it did not come before the committee, we made no effort
in the Senate that year, is because the tax had already expired by
the time the House got the bill over here in 1969 and we didn’t want
to play around with a situation like that where the tax had already
expired. We wanted an opportunity to have it considered and heard
in time.

I did, Mr. Chairman, submit this proposal again in the House
Ways and Means Committee on February 22 of this year, and made
an oral statement as well, and I do not know what happened in the
committee exactly but I am informed that I had considerable sup-
port, and I am also informed that there was really no logical argu-
ment against my proposal, but the main argument seemed to be that
the chairman of that committee felt that I had had my chance in
1967 and I wasn’t entitled to another chance.

Now, I am a lawyer and I know that you can only go to court once.
Once you have had a trial you are through, but I certainly would
hope that I have a second opportunity here, Mr. Chairman, in the
Congress to get this accomplished.

Now, Senator Magnuson filed, is filing, another bill in order to
indicate to you gentlemen that he still feels my proposal has merit,
and it will be filed tomorrow as a separate bill. It is being done only
to tell you that he still believes t}}:at an injustice was done, and
Senator Jackson also supports him in that.

There are a few, there are only about eight, people that I know of in
1Iny State, and they are listed in my statement, who are affected as -

am.

The best way to explain this briefly is that this amendment would
remove the hardship created by the retroactive feature of the act. The
act was first proposed on July 18, 1963, wasn’t adopted until 14
months later on July 2 or September 2, 1964, and it made no distinction
between purchases of foreign securities made with funds exported out
of the country after July 18, when it was first proposed, 1963, and
funds that were already out of the country before the act was ever
proposed.

Now just to show you what happened, we are in a border State with
Canada and for many years I had investments in Canadian securities,
stocks, I had cash in Canada. I had the ability to borrow money in
Canada on those securities from a broker in order to buy other
securities.

So this was proposed in July 18, 1963. My funds that I am talking
about had been out of the country for a long time before such a pro-
posal was ever made. The act wasn’t passed until 14 months later. I

ad no idea whether it would have been passed, whether it would
contain any exemptions for Canada, what the interest tax rate would
be, or anything else, so all T can do as a prudent man was to continue
to manage my investments in Canada with the money I already had
there. In other words, this situation is I bought other securities with
money that was in Canada before July 18, 1963. And I did this before
the act was enacted on September 2, 1964, and credited to pay this
tax.

Now I wouldn’t complain paying the tax after the law was enacted
on September—if I made purchases after September 2, 1964, and
exported capital. But I did not export capital, and this is a glaring
defect in the act. They failed to take that situation into consideration.
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In 1967, Mr. Chairman, I appeared before this committee and this
committee was very sympathetic and felt that we were right. Now
since then, however, in 1967 the committee did put a restriction on it
to purchases of Canadian securities and also denied any interest on
the refund that we would get back.

Now, Mr. Chairman, since then I want to point out that if you adopt
my amendment you should not restrict 1t to Canadian securities
because since then I have gained quite powerful support in the House
from Congressman Spark Matsunaga, who is a member of the Rules
Committee, and he filed a statement with the House committee on
February 22 urging this same amendment because, and he said that
he has no idea how many Hawaiians were trading in Japanese securi-
ties during this retroactive period, but he said at the time the law
was enacted in 1964 there were approximately 10,000 U.S. persons in
Hawaii that held securities to the value of approximately $20 million
in Japan.

He has no idea how many were affected but he feels that there
must be quite a number who were the victims of circumstance here
just like I was.

So I want to point out that if you do adopt the amendment it
should not be restricted to Canadian securities because it should take
care of these Hawaiians, and I would hope the two Senators from
Hawaii would learn that Congressman Matsunaga is in favor of this
and did what he could in the House Ways and Means Committee.

The other thing, I don’t think, if you pass it you shouldn’t deny us
interest because, after all, it is a penalty tax. It was not a revenue-
raising tax. The Government just reached its hand in my pocket and
took this money out when I didn’t even export any capital, ard I
think we certainly should have interest. .

So it shouldn’t be limited to any one country and it shouldn’t deny
us interest.

Now, I was impressed with the statement that Secretary Connally
made a couple of days ago in the press. He said that tax was of the
country ought not to be used for other than revenue purposes. As I
say, this is a penalty tax, and this problem I have illustrates the
dangers that come up, the problems that are presented, when you
have a penalty tax other than a revenue-raising measure. 1 think, i}\r/lr.
Chairman, that that is all I care to say in addition to iny statement.
But I appreciate the sympathy that I had previously and I hope you
see fit to do the same thing again.

(Mr. Purvis’ prepared statement follows:)

STATEMENT OF RALPH E. Purvis, SILVERDALE, WAsH.

My name is Ralph E. Purvis. I am from the State of Washington and am a
member of the Bar of that State. I appear here representing myself as an
individual investor.

The House passed bill to extend the Interest Equalization Tax, H.R. 5432,
contains several technical amendments. The reason given for these amendments
is to “‘eliminate unintended hardships.”

My purpose in submitting this statement is to eliminate a hardship which the
Treasury Department and the House have overlooked. The substance of the
hardship of which I speak was dealt with in S. 2438, introduced in 1969. Senator
Warren Magnuson introduced an identical bill last week. The Magnuson Bill is
identical to the proposal set forth below and identical to the proposal approved
and passed by the Senate Finance Committee and the Senate as an amendment
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to the Interest Equilization Tax Extension Acts of 1967 and 1969. Although
approved by the Senate, this amendment was not contained in the bill reported
out of the Conference Committee either year.

My proposal would add a new subsection which would exempt from taxation
purchases made during the initial retroactive period of July 18, 1963, to September
2, 1964, if and only if purchases of securities were made with funds held by United
States taxpayers outside o) the United States on July 18, 1963. In such instances,
there was no export of capital from the United States, and the purpose of the
Interest Equalization Tax—namely to prevent future outflows of capital after
July 18, 1963—was not violated. ]

The following is the text of the new subsection:

That (a) section 4914 of the Internal Revenue Code of 1954 (relating to ex-
clusion for certain acquisitions) is amended by adding at the end thereof the
following new subsection:

“(k) certain acquisitions before September 2, 1964.—The tax imposed by
section 4911 shall not apply to an acquisition made before September 2, 1964, by
a Iénited States person of stock or a debt obligation if such acquisition was
made—

“(1) from funds held by such person on July 18, 1963, and,

“(2) from funds held by such person on July 18, 1963, which were on deposit
outside the United States with persons carrying on the banking business, and,

(3) from the proceeds of the disposition of stock of foreign issuers, or debt
obligations of foreign obligors, held by such person on July 18, 1963, and,

“(4) from the proceeds of the disposition of stock of foreign issuers, or debt
obligations of foreign obligors, acquired by such person after July 18, 1963
in an acquisition to which (Faragraph 3) applied; or

‘‘(5) from credit obtained in a foreign country.”

(b) The amendment made by subsection (a) shall apply with respect to acqui-
sitions of stock and debt obligations made after July 18, 1963.

TAX IMPACT

During the retroactive period many persons, like myself, who had funds in-
vested in foreign securities for many years prior to July 18, 1963, continued to
manage those investments by making sales and purchases, not knowing whether
the Interest Equalization Tax would ever actually be enacted, what countries
would be exempted, and what rates of tax would apply if it ultimately did become
law. Since there was no actual prohibition of trading in foreign securities, and
no tax actually enacted, as I say, many persons consummated purchase trans-
actions prior to enactment and with funds located outside the United States
prior to July 18, 1963.

Some persons in this category, like myself, no doubt assumed the tax would
not apply in those instances where no capital was exported after July 18, 1963.
Not until shortly after the act became law did they realize that such transactions
. were taxable not only in those instances where capital was exported, but also in

those instances where capital was not exported. I fit the second category.

For many years prior to July 18, 1963, I had funds in Canada and funds in-
vested in Canadian securities, and had actively traded in listed stocks on Cana-
dian exchanges. I was, of course, aware of President Kennedy’s request that Con-
gress enact this tax retroactively, but assumed it would not apply to my funds
located outside the United States prior to July 18, 1963. As I understood it,
the purpose of the Interest Equalization Tax was to curb the further transfer
of capital, not to penalize those persons who had relied on existing law for many
years.

As a consequence, I continued to manage my investment portfolio in Canadian
securities during the retractive period, and made some purchases during that
period, but with funds located outside the United States prior to July 18, 1963. In
other words, I did not export any capital, yet the tax was applied to the same
extent as if there had been a direct transfer of capital.

The following is a list of persons in Washington state who have paid retroactive
taxes in the amounts indicated opposite the name of each. In all of these instances
the purchases of foreign securities were made between July 18, 1963, and Septem-
ber 2, 1964, and the ipurchase price was paid with funds or credits located outside
the United States prior to July 18, 1963. No capital was exported within the period
in order for these persons to consummate the purchases:



Ralph E. Purvis, Box 578, Silverdale..._________________________ $14,737. 12
Arthur Ward, 6535 18th Ave. NE., Seattle.. ___.____..____.__.__._._ 11, 461. 00
Dr. C. E. Marshall, 1221 Minor, Seattle._.___ .. ________________ 833. 97
Eugene Vallat, Box 1010, Port Angeles __________________________ 1, 825. 06
John Harkoff, Box 709, Lynden_ ... .. _____777777777C 7, 135. 01
Marianne Harkoff, Box 709, Lynden_._______.__._.____.._.____.. 299. 94
Helen Sue Harkoff, Box 709, Lynden.__.___________________._.__.. 299. 94
Martin H. Jensen, Lynden.. .. _ ... . __ ... ___________ 1, 454. 04
Erling Crabtree, ﬁynden _______________________________________ 876. 00

Adoption of my proposed new subsection would enable myself and other persons
in the same very limited category to obtain refunds of such taxes paid.

LEGISLATIVE HISTORY

President Kennedy in an effort to stem the further flow of capital to foreign
countries, proposed the Interest Equalization Tax on July 18, 1963. Following
more than a year of consideration, Congress enacted the tax on September 2,
1964. The tax on the purchase of foreign securities was made retroactive to July
18, 1963, and applied to all purchases subsequent to that date. With regard to
gurchases within the retroactive period of 13 months the act makes no distinction

etween purchases financed with capital already located outside the United
States prior to July 18, 1963, and purchases made with capital exported from the
United States between July 18, 1963, and September 2, 1964.

I have carefully searched the record of the legislative hearings in connection
with the original Interest Equalization Tax, and I am certain the impact on the
retroactive feature with respect to instances of purchases made within that period,
and with funds located outside the United States prior to the effective date, was
never discussed or considered by any Committee of Congress.

The ostensible purpose of the tax, as expressed by President Kennedy when first
suggested, and the act itself, was to prevent any further outflow of dollars after
July 18, 1963.

CONCLUSION

I restpectfully submit that there was both Executive and Congressional over-
sight of this matter when the legislation was first considered. I would hope that
the Committee and the Congress would agree that unintended inequities have
resulted and would see fit to adopt the suggested proposal set out above or a
similar proposal to provide relief.

The Crarrman. Thank you very much. .

Our next witness is Mr. Laurence Levine in behalf of Pan Australian
Fund, Inc., of New York.

1 .tinnk I should ask you whether you have registered under the
foreign acts registration law.

STATEMENT OF LAURENCE LEVINE, ON BEHALF OF PAN
AUSTRALIAN FUND, INC, OF NEW YORK

Mr. LeviNe. Mr. Chairman, I think I have taken the steps that
are necessary. I had written to the Department of Justice about this.
I represent an American mutual fund and if any legislation is enacted
it is for the benefit of U.S. people not any foreign country or persons.

The Justice Department has not ruled on t%is form&%’l but they
have told me to advise you that, in their opinion, from the facts I have
given them, I have no problem and don’t have to register. So I am
making this statement now.

The CuairMan. If the Justice Department advises you to the
contrary, I take it you will register.

Mr. Leving. OF, yes; if the Justice Department advises me to the
contrary, I will register. I have no hesitation registering but this
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affects U.S. legislation as it will affect U.S. citizens and not foreigners.

I appreciate the opportunity of testifying here and I would like to
make this as simple and as practical as I can. I testified before the
House Ways and Means Committee and this is something rather
new, and I don’t think the Treasury Department really had an under-
standing of it until we brought it to their attention, and I noticed
Senator Byrd asked a question about it which Treasury answered.

I am asking you to eliminate an inequity in this tax which imposes
not one, that is, tax, but a tax from two to a hundred times on one
transaction. We don’t believe this was intended, and we don’t think
it li?s ever come up because the opportunity has never presented
itself.

If T told you Senators that if you bought shares today on the New
York Stock Exchange in the Japan Fund you would then make out a
check to the Treasury Department for 1114 percent and that would be
the end of it, but if you Eought shares in the Pan Australian Mutual
Fund, U.S., which we are organizing here on a very limited basis
because the IET tax makes it impossible to operate, you would pay
two taxes, you would write out your check for 1114 percent to the
Treasury, and then each time the Australian Fund—a U.S. corpora-
tion—purchased an Australian stock it would pay the tax again on
every single transaction, you might not believe me. That does not
occur in the Japan Fund.

You pay the tax once; the fund does not pay it again. Now we are
not asking to prejudice the J agan Fund. We are just simply asking that
since Australia is a friend and an ally and, by the way, 1s a net pur-
chaser of $1 billion, over a billion dollars, a year from the United
States, that they should be given the same exemption.

We believe that the time has come in American history that if we
are to keep a good ally and not make a financial mistake again to put
Australia, one of our allies and one of the greatest potential customers
of the United States for heavy machinery, lead, oil, and raw materials
on at least a par with the Japan Fund. So that we don’t make Americans
who want to invest in Australia pay the tax twice.

Since this law was enacted in 1964 there have been no investment
companies or mutual funds organized in the United States to invest in
Australia, simply because this double tax exists.

The result really discriminates in favor of the investment com-
panies entitled to the grandfather clause and it does not appear
justified as regarding Australia by any public policy considerations.

I might add that when this law was passed the only fund that
existed then, American fund, for investment in foreign shares was
the Japan Fund. Now Australia is booming, there is tremendous
American investment, and the opportunity exists for a good mutual
fund or set of mutual funds to start investing in Australia.

Now let me explain to you quickly why t%xis amendment will help
our balance of payments.

We think if this amendment is permitted there will be such an
enormous flow of money into this country for investments into Aus-
tralia that we can’t make an estimate really. Let me explain why.
Securities of the domestic regulated investment company investing in
Australian securities will be appealing to foreign investors desiring to
have the advantages afforded by an SEC regulated company and
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portfolio managements here in the United States. A good deal of
additional foreign investment will come here to go out to Australia.
Both United States and foreign investors will finally have a proper
channel. Once a fund is organized here—there are none—under the
jurisdiction of the Securities and Exchange Commission, we think
that as interest rates go down, even aside from that, there arc tremen-
dous dollar holdings outside of the country that are now being invested
in offshore funds that do not have the protection of the Securities and
Exchange Commission.

In addition to that a lot of Europeans like to buy American mutual
funds. If you look at the figures you will see a great deal of European
funds in the Massachusetts Investment Trust and other funds. If
there is an existing regulated registered U.S. fund for investment in
Australia we think enormous amounts of money, maybe $200, $300
million will come into the United States very quickly.

Isaw in the paper Friday where theinterest rates on Euro dollars are
down so that as these interest rates go down more money will come into
U.S. mutual funds and are coming into U.S. mutual funds.

A second important reason to help our balance of payments, we
Americans are very severely criticized for our dominance and control
of foreign companies. We end up buying them outright. Friday in the
New York Times there was a story that the Canadian Government was
thinking of buying Home Oil because a U.S. company was going to buy
it.

If mutual fund companies can invest in Australian shares, they are
not buying the companies, they are investing indirectly in these com-

anies, and, therefore, we can’t be criticized. We are thus investing
indirectly in their companies not ours.

As additional help to the United States this will assist banks and
financial institutions to invest wisely in Australia. Another reason,
there is a lot of leakage out of the United States for investment in
Australian stocks. People are investing in London, money is finding
its way out. If you have a properly regulated or a group of properly
regulated U.S. mutual funds in this country for investment in
Australia, you will have professional management, and you will keep
the money here in this country.

We think that funds such as this can help with the exports of U.S.
goods to Australia by funds taking positions in companies that either
need U.S. goods or in financial houses that would have a direct interest
in promoting U.S. exports.

I might add that Australia is a friend and an ally. There is no secret
that Australia has been very helpful to the United States and that we
have a great influence out there and are extending our influence, and
we would like to extend our hand to show that influence.

This can assist long term U.S. policy because it will show an
economic interest by the United States in developing in Australia in
a way she likes, not by buying her companies but by indirectly
investing in the stocks of her companies.

I might also add that a fund or group of funds in the United States
to invest in Australian shares will create an orderly U.S. market for
Australian securities and provide additional jobs in an industry that
probably can use them after what has happened in the last year.
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We all know the Australian economy is booming. We noted that
the Ford Motor Co. announced that its new Asian factory will be
built in Australia.

I also noted last week that the Export-Import Bank made a direct
loan to a group of Australian banks who then can reloan that money
to buy Ué. machinery and goods.

Now, if the Export-Import Bank has that vision, I think the
Treasury Department should have that vision because we will not be
lending money, we will be purchasing shares in their companies that
will then be Kuying U.S. goods.

There are a couple of other things that will happen. After American
interest is shown in Australia we think many Australian companies
will be sending officers here to the United States..

If you have seen what is happening since the Japan Fund was
organized, many of the major cities in the United States have offices
of almost all of the Japanese companies. We think that hundreds of
Australian companies will then come to the United States and open
up all offices and perhaps even open up banks.

Another factor that will happen there will be an increase in Austra-
lian interest in American securities. They are very investment minded
but the bridge really doesn’t exist yot, and a mutual fund or a group
of mutual funds is a way of creating an interest in that bridge.

In conclusion, the change that we are asking, which is really not a
very big change, and it is one that I don’t think Treasury ever under-
stood before because the question had never been brought up, will
provide new opportunities for U.S. financial institutions, particularly
mutual funds, to augment their role and importance and participation
in the growing Australian markets and, in turn, this wiﬁ assist U.S.
exports of heavy machinery which are needed. It will not cost the
United States anything and it might bring anywhere from $200 million
to $500 million worth of foreign money into the United States to be
invested in the SEC regulated funds which Europeans like.

The change will also cure the discriminatory effect of the 1964
grandfather clause which has permitted in effect only one large fund,
the Japan Fund, to exist without this double taxation, a situation
which nobody intended.

We are asking only that you permit an American investment in
Australia on the same ground that you permit the Japan Fund to
exist.

We will pay the tax but why should we pay it twice when Amer-
icans want to invest in Australia and they pay it once because they
invest in Japan?

Thank you.

(Mr. Levine’s prepared statement follows. Hearing continues on

p. 51.)
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STATEMENT oF PAN AUSTRALIAN TRUST & SouTHERN Cross ManaGgemENT Co.,
New York, N.Y., By LAuReENcE W. LeviNg, Esq., IN FAVOR OF GRANTING
AMERICAN MuruaL FunNps REGISTERED WITH THE SECURITIES AND EXx-
CHANGE CommissioN (WHo WisH To INVEST IN AUSTRALIAN SECURITIES)
ReLiEr From THE DouBLE INTEREST EQUaLIzaTION Tax IMpPoOsED oN CoM-
PANIES REGULATED UNDER THE INVESTMENT CoOoMPANY AcCT OF 1940—AND
GRANTING THEM THE SAME I’RovisioNs THAT Exist UNDER THE “GRAND-
FATHER CrAusg’” or THE 1964 BiLL!

My name is Laurence W. Levine. I am a graduate of Union College and Harvard
Law School, am a lawyer practicing at 64 Wall Street, New York City, am General
Counsel in the United States for Argentine Airlines and a director of the New York
Venture Fund.

I am privileged to appear before you and I do so on behalf of a group of English
Mutual Funds and an American who invest solely in Australian securities—a
nation that is our friend and ally and potentially one of our biggest customers.
They and I are asking your assistance in eliminating an inequity which imposes
not one IET tax but two IET taxes on the same transaction—which we don’t believe
was intended to exist—but has never come up because the opportunity has never
presented itself, :

If I told you that if you Senators bought shares in The Japan Fund you paid
one IET tax, but if you bought shares in Pan Australian Fund U.S. you would pay
two IET taxes—you would blink as I did. But it’s true under the law you passed.
This law which permits one large Japanese fund to exist here, but effectively
prohibits an American fund organized to invest in Australia—prejudices our
relations, foreign and economic, hurting, not helping, our balance of payments
and making us look silly.

I hope nobody will take offense, but I must be permitted to question the
Treasury Department which only a year ago said no increase in the money supply
and high interest rates and reversed itself a year later.

We believe the time has come in American history that if we are not to lose a
good ally nor make another dreadful financial mistake in finance—to at least put
Australia—a great ally and potential purchaser of our goods at least on a par
with Japan and maybe on a par with Canada which is totally exempt from the
IET. We are not asking for the elimination of the IET—just don’t make Americans
who want to buy an American Mutual Fund that wants to buy Australian shares
pay the tax fwice. Make Australia equal to the Japan Fund. Ask Treasury why
Japan should be treated better than Australia!

et me explain.

Since the law was enacted in 1964, investment companies formed in the United
States and registered under the Investment Company Act of 1940 are unable
to be formed on a commercial basis to invest in Australian securities. There was
only one large fund at the time this law was passed that could take advantage of
the law and that was the Japan Fund. In the case of an investment company
not (}ualifying under the ‘“‘grandfather clause” of the 1964 IET bill, the interest
equalization tax was imposed at two levels: (1) a United States citizen acquiring
the securities of an investment company is subject to the IET on the acquisition
of the fund shares; (2) the investment company or mutual fund, under the present
law, would be subject to the IET on each purchase of foreign securities with a
credit given once for the tax paid by the shareholders of the fund. After that, the
company pays another 1134 9%, tax on every share it purchases in a foreign security.
Consequently, an investment company that does not qualify under the “grand-
father clause’” of Section 4920(a)(3)(B) is subject to such excessive IET that as
a practical matter it cannot operate. This result, which discriminates in favor of
those investment companies entitled to the ‘“grandfather clause’ benefits, does
got :,p;l)par to be justified by any public policy considerations when related to

ustralia.

! Practically translated: Toallow American Mutual Funds to invest in the shares of companies in
Australia—an ally and frlend—and to eliminate the double interest equalization tax which nobody intended
and which effectively prohibits this.
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The proposed change would permit investment companies formed after July 18,
1963, for Australian investment, to make the same election as was available to
such companies existing on that date. U.S. citizens acquiring the shares of such
American company would pay the interest equalization tax. We don’t want to
pay it twicel!

As regards the balance of payments objectives of the IET, which by the way,
expire on March 31, 1971, they would be cither neutral or else help our balance
of payments. Purchases by U.S. citizens of the company’s securities are subject
to the IET. The fact that the investment company could trade freely in its
foreign security portfolio of Australian stocks by substituting one foreign security
for another would involve no outflow of U.S. dollars. Japan Fund does this.

The reasons I believe this amendment may help our balance of payments and
certainly would not hurt it, are as follows:

(1) Under present law, a U.S. investor desiring to invest in a diversified and
professionally managed portfolio of Australian securities finds such opportunities
limited to U.S. investment companies that were entitled to the benefits of the
‘‘grandfather clause’’ of the 1964 law. With the exception of a few, principally
Canadian funds and the Japan Fund, no foreign Australian investment companies
have been registered under the Investment Company Act.

(2) Securities of a domestic regulated investment company investing in Aus-
tralian securities will be appealing to foreign investors desiring to have the advan-
tages afforded by an SE8 regulated company and portfolio management in the
United States. A good deal of additional foreign investment will be channelled
here. Both U.S. and foreign investors will have a proper channel in which to invest.

(3) This will assist mutual funds or investment companies to invest in Aus-
tralia, whose imports from the United States have increased about 109, a year
and are now 1.12 billion dollars a year and permit wise investments in Australia
and stop a good deal of speculation now going on.

(4) American investment in Australia is occurring at a rapid rate. In order to
sce to it that a proper, well managed vehicle for that investment is around, rather
than a poor vehicle where people will lose their investment—funds managed by
successful people in the field, based in the United States, under the strict super-
vision of the SEC—should be allowed.

(5) A fund such as this will be in a position to increase U.S. exports to Aus-
tralia, by taking a position in companies that either need U.S. machinery or in
finance houses and banks that would have a direct interest in promoting U.S.
exports. This is easy to see. Companies that this fund invests in will need machin-
ery. That machinery cannot be purchased without funds.

(6) Australia is a friend and an ally, and that must continue. In years to come
as Chinese and Japanese dominance expand in Asia—Australia may be lost to
the United States as a means of an export market for our industry.

There is no secret as to what Japan is doing in Australia. In addition to con-
tracting for over 1 billion dollars in ore in the next 20 years . . . Japan is rapidly
expanding her dominance in the trade pattern of Australia. If United States
prestige, influence, and export markets are to be extended to this potential giant
of a purchaser, then we must have a presence and an influence there, and we
must extend our hand to show our interest.

In a major way, funds such as this can assist long-term United States policy
because it will not only show an economic interest from whence exports will flow,
but it will evoke many Americans to feel a bond to the country of Australia. We
arc impressed with the fact that the Japan Fund not only created capital to
invest in Japan but it politically assisted the United States by showing the
Japanese our interest at a time when they needed it. In future years, as America
mol;'le;s troops out of Asia, this interest in Australia is essential by the American
public.

. Politically as Australia becomes one of our major allies in Southern Asia, it is
important to concentrate on building this type of a bridge.

(7) A proper fund will offer a means for some American banks and institutions
to channel money into Australia wisely. Many large American banks and broker-
age houses are ‘‘speculating’” in matters they lack expertise in. Funds will assist
these people to invest wisely. .

(8) Australian funds—as The Japan Fund did—will not only help create an
orderly U.S. market for Australian securities, but will provide jobs in an industry
that has virtually gone through bankruptcy this past year. We believe that a good
number of people will develop houses for the trading of Australia’s securities—
not only creating employment here—but keeping smaller investments from
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going to London to buy these shares. We note the active interest in Australian
shares in New York already—and a very active interest by Americans in London.
That money should stay here,

(9) The Australian economy is booming and Australia is being used as the
base from which to export to Asia. American participation in that trade is essential.
Only recently we have seen Ford Motor Co. announce its new factory in Aus-
tralia—to make autos for the entire Asian market. We think hundreds of these
opportunities will occur—where U.S. plants will use Australia as their base—
increasing U.S. exports—dollar returns, ete. to the U.S.

(10) We believe that in time, after American interest is shown in Australia—
that two other major events will occur to assist our balance of payments and
economy—one will be the sending to the U.S. of many people and the opening
of offices of many Australian companies in New Yourk and Washington and San
Francisco.

Only recently—this month—has another air carrier becen certified to fly to
Australia. Twenty years ago only Northwest and Psn Am flew to Japan. The
increased Japanese need for the U.S. and the Japanese came here in high numbers.

The only Japanese Bank in New York 10 years ago was the Bank of Tokyo.
Today every major Japanese bank and Japanese company has an office in New
York. We belicve that funds such as this could be a catalyst—as was the Japan
Fund—to the same result occurring in the U.S.

The second major event will be interest by Australians in American securities.
Australians are young—there is no bad history of Australian-American relations
as there was with Japan. Australians remember America from W.W.II and are
friends, not former enemies. Australians have no traditional ties such as airlines
or steamship companies with a history here. That is just starting. We look at these
funds as the major catalyst to bring Australian money into the U.S. market in
substantial sums.

(11) And lastly, and this is very important, we Americans are severely criticized
for our dominance of control of foreign companies. We end up buying them
outright. If Mutual Fund Companies can invest in Australian sharcs, they are
investing indirectly and thus we cannot be criticized. We are investing in their
companies, not ours.

In conclusion, this change will tend to provide new opportunities for United
States financial institutions, particularly mutual funds, to augment their role and
importance and participation in the growing Australian markets, and in turn
this will assist United States exports of particularly heavy machinery which is
needed in this area by injecting some money into the shares of companies that
need cagital. It will not cost the U.S. anything. I noted that very recently, the
Export-Import Bank granted a loan to an Australian financial organization who
in turn may relend these funds out, with EX-IM approval—for the purchase of
United States machinery. We want to do the same thing.

This change will also cure the discriminatory effect of the 1964 ‘‘grandfather
clause’”’ which has permitted, in effect, only one large fund, the Japan Fund, to
exist without this double taxation—a situation which was not intended and
should not exist.

We are asking that you permit American investment in Australia on the same
grounds that you permit the Japan Fund to exist in the U.S. We will pay the tax,
but why should we pay it twice because we want to invest in Australia and they
pay it once because they invest in Japan.

The CHaIrRMAN. Let me ask you, give me just some illustrations
about how this thing is supposed to work. You understand the
purpose of this bill is to keep American capital from flowing overseas?

r. LEviNe. Right.

The CHaIrMAN. And, of course, what you are speaking of is having
American capital flow overseas, as I understand it.

Now, explain to me what this does, why this amendment is necessary
to do what you want to do.

Mr. Leving. All right.

The CuairMaN. What happens now with this tax that keegs you
from doing what you want to do, and how this Nation will benefit
from your amendment? Just fire me one illustration, if you want to.

Mr. LeviNg. Fine.
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Let us suppose this company went into business tomorrow and sold
shares to anybody i this room. When you receive the shares of the
Pan Australian Mutual Fund, United States, you would make out a
check for 11} percent of the gross amount of ycur purchase. If it were
$1,000 you would write out a check to the Treasury Department for
11} percent of that.

Then the fund would get the money and would buy an interest in
Australian securities.

The fund would then pay the tax again. If it bought a hundred
shares of a mining company it would automatically have to pay
another tax again to the Treasury and it would have to do that on
every transaction that the fund made so that we are paying the tax
twice. In the Japan Fund, you only pay the tax once when you buy the
stock of the fund. When tﬁe fund buys Japanese securities it does not
pay the tax again on each transaction.

Now, this has prohibited the formation of any American mutual
fund for investment in Australia.

There are none because of this double tax.

If that fund had the same provision that the Japan Fund had, that
you pay the tax when you received the stock of the mutual fund but
the fund does not pay tge tax again on each transaction, and you had a
fund registered under the investment act governed by the SEC, I
can virtually assure you you would have $40 to $50 million of foreign
mone{{ coming in to invest in that fund and buy the shares here within
a week. '

There are several

The CHAIRMAN. Now, that wouldn’t benefit the United States on
its balance of payments though, the money comes in and goes right
back out again. Where are we better off?

Mr. LeviNge. No, if the foreigners purchased the securities of the
mutual fund——

The CHAIrRMAN. 1 can’t see that it benefits us to say the money
passed through here on its way to Australia. What difference does 1t
make whether it goes this way or it goes around the world in the other
direction? What difference would it make?

Mr. LeviNe. The owner, the purchaser, of the fund securities here
would pay the 11%-percent tax. We are not asking for that elimination.
The tax would be paid by anybody who bought the shares in the U.S.
mutual fund. So we would be getting an additional 11Y%-percent tax
and money that we don’t receive it from now. If a man in Bermuda
(l:)ame .(zlver here and bought $10,000 worth of this fund, this tax would

e paid.

The CratrMaN. Well, do you think most of the money is going to
come from foreign countries into this country and then back out
again to Australia, is that the idea?

Mr. LeviNe. No; I think some of it will come, I think some of it
will come, from the United States. People now are not buying
Australian securities so the Treasury is not receiving that tax. If
Americans were to buy $20 million worth of the fund’s shares 11%
percent of $20 million would immediately be paid to the Treasury
which it is not receiving now.

The CHAIRMAN. Yes; that is the case but insofar as you make it
more practical and a better investment for Americans to export their
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money you are expediting the flow of our funds into Japan—I
mean Australia-—and while that is a good friendly country and I
think the world of them that is just expediting what we are trying
to keep from happening with this bill. That is, America’s money
flowing out any worse than it is already.

Mr. LEviNE. Mr. Chairman, I think in the beginning you are a
hundred percent right, there would be an outflow of money. I think,
though, that within a very short amount of time you would be
getting that money back plus in the form of services and goods and
machinery and equipment that would be bought here in this country.

The CuairMAN. Well, suppose we amended your proposition
to say that to the extent that a fund brings in money from a foreign
country to be invested here in the United States that they could
have the benefit of this, but to the extent it is just a matter of export-
ing our money on out that they wouldn’t have the benefit of it.
In other words, give you a credit to the extent that you bring money
in for investment into the United States.

Mr. LEviNE. I don’t think a mutual fund could really do that under
the investment act under which it is incorporated, and I can’t prove
to you that, right now that, more money will come in. But historically
if you have seen the trend in the Japan Fund, if $20 million goes out
the tax is automatically paid to the Treasury here, then after a
while those Japanese companies came to the United States and
started uring that money here. ’ .

Mow I can’t prove to you that all of that is going to come back here.
Bvt historically a lot of it does.

Also Australia is increasing its purchases here in this country by
10 percent a year. So that she now has a net deficit of about $1.12
billioa. We think when this interest is shown it will start building
a bridge and that money will come back, when it goes out it will come
baclk, in a greater amount than it goes out.

The CHairMAN. I hope you are right. But so far about all you
have convinced me of is that this would help to ease the flow of money
from the United States to Australia. I don’t see that is what we are
trying to do with, to begin with, with this bill.

Here is how Treasury suggests that you remove the discrimination.
They say ‘‘to provide consistent treatment we would also be glad to
see a further provision to assure that certain domestic mutual funds
treated as foreign for the purpose of interest equalization tax not be
permitted such treatment on new issues.”

The Japan Fund is what they have in mind, as I understand it,
when they make that statement so they want to eliminate the dis-
crimination by saying Japan doesn’t get 1t. That being the case rather
than giving it to both of you they say don’t give 1t to either one.
Then there would be no discrimination.

Mr. LEvINE. I think it is shortsighted. I had not seen that, by the
wa;%', I ('Eust heard about it this morning.

he CuHAIRMAN. Here it is.

Mr. LeviNg. I am going over to the Treasury to pick it up but I
had no intention of trying to cut off the Japan Fund’s operations be-
cause we asked for some kind of an exemption for Australia.

I think that in the long run an exemption like this will not cost
the United States anything but it will bring in a lot of money, a lot
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of money. We are not talking about Australian funds of $1 billion.
The Australian stock market can’t take substantial amounts of
money. You are talking maybe $20, $30, $40 million if you are going
to do it properly. Right now you have a lot of people making indirect
investments in Australia through people that don’t know how to
manage investments over there and a lot of them are going to lose it.

If you have a registered company here that is properly regulated

by the SEC, I would make a prediction that you will get more Euro-
ean money into this country than American money that will go out.
can’t prove it, I just have a feeling about it.

The CuairMAN. I think you made your point.

Senator Anderson.

Senator ANDERsON. You mention this on mutual funds. Why
mutuals as against stock companies?

Mr. LEvINE. I beg you pardon?

Senator ANDERSON. You mention here mutual companies, why
mutual companies in preference to stock companies.

Mr. Levine. Well, the law as it now reads we did not want to
change so that all stock purchases would be exempted from the tax.
We are willing to pay the tax once. If I bought shares tomorrow in
Australian stock I would pay the tax to Treasury. If the mutual fund
is formed the shares of the mutual fund that anybody would buy
would pay the tax to the Treasury. It was a practical way of doing it
this way. In other words, we want to pay the tax once, not twice.

; Séa{’mtor ANDERsON. Is that why it is done in the case of the mutual
und?

Mr. LEviNe. The owners of the mutual fund shares will pay the
tax on receipt of their stock certificate.

Senator ANDERSON. Are you familiar with investment generally in
Australia?

Mr. LeviNe. Well, a little bit, not a great deal. I am familiar with
some of them.

Senator ANDERsON. There has been some oil development over
there. Who is handling the oil development?

Mr. LEvINE. There are several American companies. Mobil Oil
has a large tract of land in the northwest section of Australia, there are
several American companies prospecting for oil in Australia and there
have been oil wells brought in, yes. We think, I should say the man-
agers of the fund who have been managing the English funds for 5
years and know Australia quite well, tell me there are going to be
large oil finds in Australia, in the northwest section.

Senator ANDERsON. They now have found oil there.

Mr. LEvINE. There have been a good number of oil wells drilled in
Australia.

11§enator ANDERSON. Are you changing the provision about that at
all?

Mr. LeviNg. No.

Senator ANDERsON. Why not?

Mr. LEviNe. Have I seen any provisions? This fund will ultimately,
us part of its investment, as the English funds do, invest in companies
in Australia that are drilling for oil. The American companies have
ordinary American subsidiaries in Australia, the large American oil
companies.
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Senator ANDERSON. Yes.

Mr. LevINE. And they are drilling very rapidly, and some of them
have hit oil in Australia.

Senator ANDERSON. Yes. What is wrong with that?

Mr. LeviNe. Nothing.

Senator ANDERsON. Why do you want to change it?

Mr. LeviNE. No, no; we don’t. This would not affect them at all.
This legislation would not affect them at all.

Senator ANDERSON. I can’t see why it wouldn’t affect them at all
when it is so important.

Mr. LEVINE. I')I'his legislation would only affect mutual fund com-
anies that are set up here to sell shares in mutual funds to Americans.
hat fund would then take its money and invest in Australian com-

panies and, as it is now, there would be two taxes to be paid and we
are asking that only one be paid.

The CHAIRMAN. Senator Bennett.

Senator BENNETT. I unfortunately was not able to get here in time
to hear the testimony or to read it so I have no questions.

The CHaIrMAN. Senator Jordan.

Senator JorpaN. I have no questions.

The CHAIRMAN. Senator Hansen.

Senator HansEN. No questions.

The CHa1rMAN. Thank you very much, sir.

Mr. LeviNe. Thank you.

Senator HanseN. If Mr. Levine would submit to just a question,
what is the situation with respect to Japan’s balance of trade with the
United States at the moment, do you know?

Mr. LeviNg. I don’t know.

Senator HanseEN. Do you know if they have a favorable balance
of trade or an unfavorable balance. g

Mr. LeviNg. I don’t know.

Senator HANsEN. You do not

Mr. LeviNE. I don’t know about the Japanese balance.

Senator HANSEN. You defended this arrangement that Japan has
or do you think that we might look at that and instead of trying to
bring about the same sort of arrangement with Australia that—I
mean—Ilet me phrase it differently. It is your recommendation that
we give to Australia the same treatment that Japan presently has.

Mr. Levine. Right.

Senator HANsEN. But you do not know whether Japan has a
favorable or an unfavorabia balance of trade with the United States?

Mr. LeviNg. I do not, Senator.

Senator HansEN. Would it make any difference, in your judgment,
whether it did have or not?

Mr. LeviNe. No. I don’t want to cause any problems in an area
that 1 am not familiar with. I didn’t ask or don’t want to ask that the
Japan Fund have the privilege that was given to them in 1964 taken
away. That is not my purpose.

Senator HANSEN. Does the loss of jobs in American textile mills
concern you?

Mr. LeviNg. Yes. If you are asking me as an individual, I would
have an answer.
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Senator HANSEN. May I ask you as an individual.

Mr. LeviNe. Yes. I think that the time has come personally,
Japan is a very developed nation today, not an underdeveloped
nation, and I think that personally the time has come, that we have
to watch some of the imports into this country because I think they
are seriousl aﬁ'ectin‘%rU.S. production and employment.

Senator HanseEn. Well, it is my understanding that Japan does have
a favorable balance of trade with the Uniteg States, If you were
willing to accept my statement as a fact, would it be your recom-
mendation that we continue to extend this preferential treatment
to Japan or do you think it might be desirable to cancel out the
treatment that we accord Japan under this Japanese fund.

Mr. LEviNE. I think it would be a mistake to cancel out the treat-
ment given to Japan.

Senator HansEn. Why do you say that?

Mr. LeviNe. Well, I live and worked in New York and I helped
build many years ago a Japanese restaurant that several of the
Japanese companies invested in so I have watched the growth in
New York of the Japanese business community, and I think they
bring enormous amounts of money into the United States.

I think their stock market creates enormous employment in the
United States, in New York particularly, and I think their influence
brings in more money by having their companies in the States than
by having them out of the States, and I think you would create
tremendous problems on the Japanese, in the Japanese economy, if
this Japan Fund were in any way prohibited further than they are
now from making the investments that they do.

The holders of the Japan Fund of the United States pay the tax
on their certificates when it is sold. The Japan Fund does not pay the
tax again on each transaction.

Senator Hansen. If you were willing to assume that my state-
ment is correct;

Mr. LeviNg. I do.

Senator HANSEN (continuing). That Japan has a favorable balance
of trade with the United States, and if 1 could submit further that
Secretary Stans testified, I think, or rather in an informal background
briefing session said, that if we get down to the actual real balance of
trade that this country has with nations throughout the world, and
instead of there being reflected a surplus last year of around $1
billion, I think, maybe slightly less, if we were to exclude from that
favorable balance of trade foreign aid, and Public Law 480 funds
which account for purchases by foreign countries of American prod-
ucts, that instead of having a favorable balance of trade we would
have an unfavorable balance in the magnitude of around $5 billion.

Then my question is, while 1 appreciate your concern for the
welfare of the Japanese, would you say that our first concern should be
for the protection of American jobs, or should it be for the Japanese.

I think Secretary Stans has said if we were to manufacture in this
country all of the things that were imported last year, or maybe the
year before, that it would require the fulltime work of some 214
million Americans. Would this not properly be of real concern to us
with our unemployment now ranging up around 6 percent?

Mr. LEvINE. 1 would agree with you on that. I think the primary
concern of the U.S. Congress and Senate is with the United States.
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Senator HANsEN. Is yours as an individual?

Mr. LeviNE. Mine is as an individual.

Senator HansEN. Yes.

Mr. LEviNg. And I think the problem that has come up now with
the textiles quotas is a very serious problem. I happen to agree with
the President on that, but I think it is different {’rom' this interest
equalization tax which was put on as a temporary means in 1964, and
has been extended every 2 years since. I think the two problems are
different.

Senator HANSEN. But isn’t your main justification for extending to
Australia a treatment similar to that of the Japanese that you say the
Japanese fund does not require this double payment of the interest
equalization tax and that presently investors in Australian mutual
funds have to pay it. So you are saying let’s afford Australia the same
treatment we give Japan; is that not right?

Mr. LeEviNE. Yes, but that is not my primary reason.

Senator HansEN. What is your primary reason?

Mr. LevINE. My primary reason is Australia is an ally, a friend,
and one of the strongholds of U.S. interests developing in Southeast
Asia and these funds will help the development of Ifustralia and help
the U.S. interests in Australia.

Senator HanseN. And Japan is not, you mean to imply?

Mr. LeviNE. Yes, Japan is, but it is a different sector of the Pacific,
and it already has a very favorable economy. Australia is developing
an economy and needs additional U.S. money, and I think funds like
this can provide some of that money in a way that will help them and
that they will like and that will assist the United States and its people
and economy—our most important concern.

Senator HansEN. When you speak of a sector of the Pacific, would
you identify that part of Asia that you think is of exclusive concern
to Australia and not of interest to Japan.

Mr. Levine. Well, I think American companies

Senator HaAnsEN. I mean countries.

Mr. LeEviNE. I think American companies in the United States are
developing factories in Australia for primary minerals which Japan
does not have, so that most exploration in Australian development is
for the minerals, oil, gas, aluminum, lead, and, secondly, they are
. building factories there to supply countries fike Singapore and Malay-
sia and they are not building factories in Japan to distribute in
Singapore and Malaysia so that Australia is being developed: (a)
grimarily for mineral resources and, (b) as a distribution center to

outheast Asia whereas American companies in Japan are just not
being developed for that purpose.

Senator HanseN. It is my understanding that Japan has a rather
significant volume of trade and is increasing with Singapore. Do you
mean to imply that is not so.

Mr. Levine. No. American companies—Japan is very well devel-
oped. Australia has not reached the point of development that Japan
has, and I am saying these funds are creating a vehicle to get American
companies into Australia to create the kind of economy that Japan now
has. I think American companies now are going into Australia the very
same way that they went into Japan 20 years ago and American
mutual funds that will invest in Australia will help the U.S. economy.

Senator HanseN. Is this a greater concern to you than the employ-
ment of Americans in American jobs.
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Mr. Levine. No.

Senator HAnsEN. I have ne further questions, Mr. Chairman.

The Cuairman. Well, thank you very much, sir. I appreciate your
testimony.

Mr. LevingE. Thank you.

The Cuairman. We will now call for Mr. Crane Hauser in behalf
of the Overseas Industries, S.A.

Mr. Hauser, you have had some distinguished service with Govern-
ment. I think I should ask you the same question I asked the previous
witness. Do you feel that you are under a burden to register under the
Foreign Agents Act?

STATEMENT OF CRANE C. HAUSER, WINSTON, STRAWN, SMITH &
PATTERSON, CHICAGO, ILL, ON BEHALF OF OVERSEAS
INDUSTRIES, S.A.

Mr. HausgEr. Mr. Chairman, I just became aware of this communi-
cation from the committee’s chief counsel this morning, and I think,
while I am technically here representing a Luxembourg corporation,
actually the legislation which we want to recommend has to do
principally with the U.S. people that own the stock in that corpora-
tion, and the problems of transferability of their shares. I don’t
think there is anything really foreign involved.

Senator ANDERSON. You are not trying to separate the individual
stockholders against the entire area, are you?

Mr. Hauser. The amendment which we are suggesting is simply an
amendment which would exempt this particular class of stock, since
it is 95 percent U.S. owned, from the procedural requirements of the
act on transfers of shares by the U.S. shareholder.

Senator ANDERSON. The chairman asked what about this presence
as a lobbyist. He asked you if you need to register as a lobbyist?
Have you done that?

Mr. Hauser. No; I am not registered as a lobbyist for a foreign
principal. I think I am actually here representing the U.S. share-
holders of the corporation.

Senator ANDERsON. Do they have the necessary resolutions for
you to appear here?

Mr. Havuser. What was that?

Senator ANDERsON. They have to take action to send their repre-
sentation here. Have they asked for it?

Mr. Hauser. I am afraid I don’t understand the question. If I am
required to register under this act I would certainly be happy to but
1 dop’tdbelieve in the context of our proposed amendment that it is
required.

The CuairMaN. Why don’t you discuss this matter with the Justice
Department? They have the burden of administering this law. Seek
their judgment as to whether they think you ought to register.

Mr. Hauser. All right.

The CuairMaN. And if they think so I should think you would
want to register.

Mr. Hausgr. Certainly.

The CuairMaN. Then go right ahead.
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Mr. Hauser. AsIsaid, I am appearing on behalf of Overseas Indus-
tries, S.A., a Luxembourg corporation, and with me this morning is
Mr. Dale Miller who is Washington consultant for the corporation.

This corporation, Overseas Industries

The CuairMAN. You see the reason I asked the question is that the
]{gimary beneficiary here would seem to be a Luxembourg corporation.

ou are speaking, as I take it, in the interests of shareholders, of
American shareholders in that corporation.

Mr. HausEr. Yes, the amendment which we are talking about goes
solely to the procedural requirement for transfers of shares of the
corporation. It doesn’t really involve the corporation itself.

he CHAIRMAN. Right.

All right, sir, go ahead.

Mr. HAusErR. More than 65 percent of the present 3,929 share-
holders of Overseas who own more than 65 percent of the 1,947,000
issued and outstanding shares of stock of Overseas, are U.S. persons
who acquired their stock in Overseas without liability for interest
equalization tax, as the result of a reorganization and various other
transactions which were exempted from the imposition of the interest
equalization tax. These transactions, which are too numerous and
detailed to relate at this ti.ne, are set forth in a memorandum I have
submitted with my statement.

As of Overseas last record date prior to January 1, 1971, more than
95 percent of its issued and outstanding shares of stock were held of
record by U.S. persons. While it is quite clear that these U.S. persons,
who own most of Overseas stock, can dispose of their stock to other
U.S. persons without the purchasers being subject to interest equaliza-
tion tax liability, nevertheless, under present section 4918 of the
Internal Revenue Code of 1954 (‘“‘the Code”), the exemption from
tax on the purchaser must be established through one of three quite
burdensome procedures, the so-called validation certificate procedure,
the “IET clean confirmation” procedure, or the final alternative of
satisfying the Internal Revenue Service by other means that the
exemption applies. These procedures tend to inhibit transactions in
Overseas’ stock.

Under section 4920(b) of the Code, a class of stock in a foreign
corporation is treated, for interest equalization tax purposes, as stock
in a domestic corporation, but under very limite(i) circumstances—
where more than 65 percent of the class was owned prior to July 19,
1963, by U.S. persons, or where more than 50 percent of the class was
so owned and the class had as its principal market in 1962 one or
more national security exchanges registered with the Securities and
Exchange Commission.

While all of the stock of Overseas predecessor corporation, Western
Sales, Ltd, a Bahamian corporation, was owned by U.S. persons
in 1962, and well in excess of 65 percent of the value of Overseas stock
and that of its predecessor has always been owned by U.S. persons,
for a variety of technical reasons, set out in the attached memoran-
dum, the section 4920(b) exemption is inapplicable to Overseas, and
its shareholders must comply with the burgens of the section 4918
exemption procedure on an individual basis.
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We respectfully urge that an amendment to section 4920(b) of
the Code, which would free the Overseas shareholders from this
inhibition on the transfer of their shares, would be in accord with
the purpose of section 4920(b), which was to eliminate from the
interest equalization tax transfers of stock of foreign corporations
substantially owned by U.S. persons prior to the enactment of the
tax.

This purpose could be accomplished in overseas situation by adding
to section 4920(b) a provision which would treat a class of stock of a
foreign issuer as a domestic issue if, as of the corporation’s latest
record date before January 1, 1971, more than 65 percent of such class
of stock was held of record by U.S. persons who acquired such stock
in a reorganization exchange, and more than 95 percent of such class
of stock was held by U.S. persons. We have the exact language we
would suggest at the end of our memorandum. 4

While it is not necessary for our purposes, the committee might
wish to consider whether some amendment of even broader application
might be desirable. More than 7 years have elapsed since the effective
date of section 4920(b), and there must now be many foreign corpora-
tions which are substantially owned by U.S. persons whose shares are
subject not to the interest equalization tax on transfers, but to the
procedural morass of section 4918 to establish exemption. It would
save them, as well as the Internal Revenue Service, a great deal of
time and money to include these substantially U.S.-owned foreign
corporations within the section 4920(b) exemption.

urther, it is not believed that eliminating the stock of foreign
corporations now more than 95 percent held of record by U.S. persons
from the application of the statute would frustrate the purposes of
the Interest Equalization Tax Act. If a more than 65-percent involve-
ment by U.S. persons in a foreign corporation prior to 1963 was
considered sufficient to exempt all of the corporation’s stock from the
tax, no good reason appears why a more than 95-percent involvement
today should not have the same result.

Thank you.

(A memorandum attached to Mr. Hauser’s statement follows:)

MEMORANDUM ATTACHED TO STATEMENT OF CRANE C. HAuser, WINSTON,
StrAwN, SmiTH & PatTERsoN, CHIcAGO, ILL.,, oN BEHALF OF OVERSEAS
INDuUsTRIES, S.A.,

The stockholders of Western Sales, Limited (‘“Western’’), a Bahamian corpora-
tion‘ and more recently the stockholders of Overseas Industries, S. A. (‘“Over-
seas’’), a Luxembourg corporation, which is the successor to Western by virtue
of a reorganization, have been subject to various provisions of the interest equal-
ization tax. In general, the interest equalization tax is an excise tax payable by a
United States person on each acquisition made by him after July 18, 1963, of
stock of a foreign issuer or of a long-term debt obligation of a forelign obligor.
Section 4911(a) of the Internal Revenue Code of 1954 (the ‘“Code’’). Kindly note
that all sections cited herein refer to sections of the Code unless otherwise stated.

It appears, however, that most of the stockholders of these two companies were
not actually liable for an interest equalization tax on the stock acquisitions that
they made. The reason for this is that the stock of Western was originally dis-
tributed as a dividend by a United States person, Transcontinental Bus System,
Inc. (“Transcon”), a Delaware corporation, to its stockholders, almost all of
whom were also United States persons as defined in section 4920(a)(4). As the
result, by virtue of section 4918(a), concerning an exemption for prior American
ownership, the Transcon stockholders, as well as those persons who subsequently
acquired the Western stock from Transcon’s United States stockholders who were
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not ineligible from disposing of the stock as United States persons, were exempt
from the tax. Section 4918(a) of the Code provides as follows:

‘“(a) General Rule.—The tax imposed by section 4911 shall not apply to any
acquisition of stock of a foreign issuer or a debt obligation of a forcign obligator
if it is established in the manner provided in this section that—

‘(1) the person from whom such stock or debt obligation was acquired
was a United States person throughout the period of his ownership or con-
tinuously since July 18, 1963, and was not ineligible, under the provisions of
this chapter to dispose of such stock or debt obligation as a United States
person; and

““(2) such person—

(A) had paid the tax imposed by section 4911 with respect to the
acquisition of such stock or debt obligation by such person; or

(B) acquired such stock or debt obligation without liability for pay-
ment of such tax.”

The problem, however, is that even though a stockholder comes within this
exemption, he is still not entitled to the exemption unless he establishes in the
manner provided in section 4918 and the regulations thereunder that the previous
owner from whom such stock or debt obligation was acquired was a United States
person throughout the period of his ownership or continuously since July 18, 1963,
and was not ineligible, under some other provision of the interest equalization
tax, to dispose of such stock or debt obligation as a United States person; and
that such previous owner had either dpa,id the tax with respect to his acquisition of
such stock or debt obligation or had acquired such stock or debt obligation in a
transaction which was not subject to such tax.

Proof of the exemption is established if the United States person (1) receives a
‘“validation certificate” and files such ‘validation certificate’’ as required or
(2) receives an “IET clean confirmation” from a ‘“participating firm’’ acting as
a broker in effecting the acquisition (or acting for its own account) at the time the
United States person acquires the foreign stock or debt obligation. In addition,
if the person making the acquisition is unable to establish the exemption by one
of these two methods and shows reasonable cause for such inability, he may fur-
nish other evidence to establish to the satisfaction of the Internal Revenue
Service that such exemption is applicable to such acquisition. For purposes of
this exemption, a validation certificate or an IET clean confirmation will be
conclusive proof that such exemption applies if the person making the acquisition
relies in good faith on the validity of such validation certificate or IET clean
confirmation. Section 4918(b)(1). glevertheless, the procedures surrounding the
establishment of proof of exemption for prior American ownership and com-
pliance as specified in the various subsections of section 4918 are both time
consuming and burdonsome on the parties affected;! and, in the opinion of
Overseas now and Western previously tend to discourage acquisitions of their
stocks. Furthermore, since Western has been and Overseas is presently owned by
more than 65 percent United States persons, Overseas submits that the Overseas
stockholders should be exempt both from the tax and from the procedures estab-
lishing prior American ownership. This can be accomplished by amending section
4920(b), which treats foreign stocks as domestic stocks, so that Overseas will
come within its exempting provisions.

In order to fully understand the reasons that section 4920(b) must be amended
if it is to cover Overseas, it is first necessary to review the facts concerning West-
ern’s capital structure and the reorganization involving Western and Overseas.
These facts are as follows:

! For example, in probably the most common situation, a United States person who wishes to ac?uire
Overseas stock will place an order for such stock with his broker. 1f the stock is acquired by the broker from
a United States person and if the broker is a participating firm, the broker will deliver an IET clean con-
firmation, together with the stock certificate to the purchaser. However, should the purchaser subsequently
decide to sell the (verseas stock, he must first file the TET clean confirmation, together with a completed
Form 4322-A, APpllcatlon for Validation Certificate of Prior American Ownership and Interest Equaliza-
tion Tax Compliance, and evidence of his status as a United States person with his local District Director
of Internal Revenue who will then issue to the said person a validation certificate. Subsequently, upon sale
of the stock, the seller (who was the purchaser referred to above prior to this sale) will deliver to his broker
both the stock certificate and the validation certificate. This procedure {s further complicated if, after ac-
quiring the validation certificate, the seller decides to sell less than the total amount of stock covered by the
validation certificate. In that case, the seller may return the validation certificate to the District Director
and obtain two or more new validation certificates which together cover the same total amount of stock .
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1. On January 1, 1963, Western’s capital totaled £1,020,000 and consisted of
the following:
STOCK OWNED BY

10,000 ordinary (voting) £1 shares Commerce Insurance Co. (‘““Commerce’
(issued). a Bermuda corporation unrelated to
Transcon. Commerce was the bene-
ficial owner while Jules Egli, a Swiss

National, was the owner of record.

10,000 ordinary (voting) £1 shares General Highway Services, Inc., a
(issued). wholly owned subsidiary of Transcon.

10,000 non-voting £100 shares (not General Highway Services, Inc.

issued). At this time Deeds of (“‘Services").

Covenant were issued by Western to

Services. By the Deeds of Covenant,

Western obligated itself to issue the

non-voting shares as soon as the

amount capitalized had been ascer-

tained.

2. On December 12, 1963, the capital of Western was increased to £1,037,600
by the creation of 176 additional non-voting shares of £100 each.

3. On July 9, 1964, 10,176 non-voting shares of £100 each (the 10,000 shares
referred to in 1 above and the 176 shares referred to in 2 above) were issued to
Services. Western’s issued and outstanding capital stock was then as follows:

Services Commerce
£1 ordinary (voting shares. . . ... .- 10, 000 10, 000
£100 nonvoting Shares... . .. .. e iieaciaaaaann 10,176 .. ... .. ...

4. On August 3, 1964, a recapitalization of Western took place as follows:

(a) The capitai was increased to £1,070,850 by the creation of 33,250 new
ordinary (voting) $1 shares.

(b) Profits were capitalized and 33,250 ordinary (voting) £1 shares were
authorized to be issued to the existing shareholders.

At this point, the authorized and issued capital was:

53,250 ordinary (voting) £1 shares.
10,176 non-voting £100 shares.

(c) The 53,250 ordinary (voting) shares of £1 each were then divided into
two classes and redesignated so that 60 percent thereof would be Class A ordinary
£1 shares (except that five specific shares of the ordinary £1 shares would be
designated Class B ordinary £1 shares) and 40 percent thereof would be Class B
ordinary £1 shares.

(d) The 10,176 non-voting shares of £100 each were also divided into two
classes and redesignated so that 6,106 shares thereof would be Class A ordinary
£100 shares and 4,070 shares thereof would be Class B ordinary £100 shares.

(e) Thereafter, all of the Class A ordinary £1 and £100 shares were consolidated
and converted into Class A stock; and all of the Class B ordinary £1 and £100
shares were consolidated and converted into Class B stock. It should be noted
that both the Class A and Class B stock was voting stock and was identical in
all respects except that the Class A stockholders were entitled to elect one more
director to the Western Board of Directors than were the Class B stockholders.

(f) Services and Commerce then directed that the stock to which they were
entitled be issued to Transcon.

5. On or about August 10, 1964, Transcon purchased the 10,000 ordinary
(voting) £1 shares owned by Commerce.? Shortly thereafter, Services transferred

3 8ince Transcon purchased from Commerce 50 percent of Western’s ordinary (voting) £1 shares, and
since at the time of this purchase Trauscon’s 100 percent owned subsidiary, Services, already owned the
remaining 80 percent of Western's ordinary (voting) £1 shares, said purchase came within the section 4915(a)
(1) exclusion for direct investments. As the result, Transcon was not liable for an interest equalization tax
on this acquisition. Section 4915(a)(1) provides, in part, as follows:

“(a) IN GENERAL.—

(1) Excluded Acquigitions. —* * * the tax imposed by section 4011 ghall not a})ply to the acquisition by a
United States person (A) of stock * * * of a foreign corporation * * * if immediately after the acquisition such
person (or one or more includible corporations in an affiliated group, as defined in section 1504, of which such
person is a member) owns (directly or lndtreetlyz 10 percent or more of the total combined voting power of
all classes of stock of such foreign corporation, * *
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the Western stock it owned to Transcon as a dividend. The result was that at
%l‘xris point Transcon owned 100 percent of both the Class A and Class B stock of
estern.

6. On August 24, 1964, Transcon delivered £546,307.6.0 of Class A stock
(approximately 85 percent of the total Class A stock) to the First National Bank
in Dallas (“‘Bank’), as Depositary. American Depositary Receipts (“ADR’s"’),
representing units of said stock of 11 shillings per unit were then distributed by the
Bank as a dividend from Transcon to Transcon’s stockholders of record at the
close of business on August 28, 1964. Western’s stock was thus held as follows:

The First National Bank in Dallas as £546,307.6.0 Class A
Depositary
Transcontinental Bus System, Inc, 96,202.14.0 Class A
: 428,340.0.0 Class B

7. On October 19, 1964, Western’s capital was increased to £2,200,000 by the
creation of 677,490 new class A £1 shares and 451,660 new Class B £1 shares.
However, none of these newly created shares were ever issued. .

8. On June 6, 1966, Transcon delivered £96,202.14.0 of Class A stock to the
Bank as Depositary. ADR’s representing units of said stock of 11 shillings per
unit were then distributed by the Bank as a dividend from Transcon to Transcon’s
stockholders of record at the close of business on April 1, 1966.

9. On May 27, 1968, Transcon delivered £428,334.10.0 of Class B stock to the
Bank as Depositary. ADR’s representing units of said stock of 11 shillings per
unit were then distributed by the Bank as a dividend from Transcon to Transcon’s
stockholders of record at the close of business on APril 5, 1988. .

10. On May 12, 1965, Westsales, S.A. (‘“‘Westsales”), a Luxembourg corporation
was organized with an authorized capital of $2,310.00, represented by 1,500 shares
of $1.54 par value stock.

11. By virtue of a tax free reorganization under section 368(a)(1) (D) of the
Code, Westsales changed its name to Overseas and became the successor to
Western which will be liquidated. On or about September 28, 1969, pursuant to
the reorganization, Western began exchanging the ADR’s held by its stockholders
for $2.00 par value common stock of Overseas. The exchange was made on the
basis of 1 share of Qverseas common stock for each unit of Western Class A and/or
Class B stock; and no gain or loss resulting from this exchange was recognized
to the Western stockholders pursuant to section 354(a). .

With regard to the reorganization referred to in 11 above, under section
4912(b) (4), pertaining to reorganization exchanges, any acquisition of stock or
debt obligations of a foreign issuer or obligor in an exchange to which section 354
applies as here (or would apply, but for section 367) shall be deemed an acquisi-
tion from such foreign issuer or obligor in exchange for its stock or for its debt obli-
gations. Under this rule, stock distributed in a reorganization is deemed to have
been acquired from the foreign issuer (Overseas) even though actually received
from another corporation (Western) which is a party to the reorganization. As a
result, a United gtates person receiving stock or debt obligations _of the foreign
issuer in such an exchange for stock of another corporation will qualify for pl}e.sec:,;
tion 4914(a)(4) exclusion. Such exclusion provides that the term ‘“acquisition
does not include any distribution by a corporation of its stock or debt obligations
to a shareholder with respect to or in exchange for its stock. Therefore, the stock-
holders of Western who exchanged their Class A and/or Class B stock of Western
for $2.00 par value common stock of Overseas were not subject to the interest
equalization tax upon receipt of said Overseas stock.

As mentioned above, the Overseas stockholders can be exempt both from the
interest equalization tax and from the burdensome procedures for establishing
prior American ownership if section 4920(b) is amended in certain respects. Sec-
tion 4920(b) (1) as presently enacted provides as follows:

“(b) FOREIGN STOCK ISSUES TREATED AS DOMESTIC.—

(1) IN GENERAL.—For purposes of this chapter, a foreign corporation (other
than a company registered under the Investment Company Act of 1940) shall not
be considered a foreign issuer with respect to any class of its stock if—

(A) as of the corporation’s latest record date before July 19, 1963, more
than 65 percent of such class of stock was held of record by United States
persons, or

(B) the class of stock had its principal market during the calendar year
1962 on one or more national securities exchanges registered with the Secu-
rities and Exchange Commission, and, as of the corporation’s latest record
date before July 19, 1963, more than 50 percent of such class of stock was
held of record by United States persons.”
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It is important to note that record ownership of stock refers to the owner as
shown on the regular stock record books of the corporation and does not rcfer
to the beneficial owner. Furthermore, the latest record date before July 19, 1963,
is the latest date as of which record ownership of the stock of the foreign corpora-
tion was determined by such corporation, whether for the declaration of dividends
or for other corporate purposes. Temporary Regulations section 147.7-2(c)(4).
Finally, the determination of whether a class of stock of a foreign corporation
meets the requirements of the 65 percent and 50 percent American ownership
tests must be made separately with respect to each class of stock of such corpora-
tion. Temporary Regulations section 147.7-2(b) (1).

In our situation, Overseas was not in existence prior to July 19, 1963. Therefore,
unless section 4920(b) (2) (C)3 applies to make the Overseas stock identical to the
pre-July 19, 1963, Western stock, an indispensible part of section 4920(b)(1) is
not met and thus the section 4920(b) (1) exemption does not cover Overseas. More-
over, even if the provision pertaining to class of stock is met, this exemption would
still not apply because of the following: On the latest record date prior to July
19, 1963, 50 gercent of Western’s £1 ordinary (voting) shares were held of record
by a United States person while the other 50 percent was held of record by a Swiss
national. In addition, none of the £100 non-voting shares were held of record by
anyone. As the result, these classes of stock do not meet the percentage require-
ments of section 4920(b) (1) (A) since less than 85 percent of such classes of stock
were held of record by United States persons. Moreover, the provisions of section
4920(b) (1) (B) are not met since (a) Western was a closely held company and thus
during the calendar year 1962 the classes of stock did not have their principal
market on one or more national securities exchanges, and (b) more than 50 percent
of such classes of stock was not held of record by United States persons.

* * * * * - L]

“(C) issued after November 10, 1964, to a shareholder with respect to or in exchange solely for shares
described in this paragraph; * * *"

It is doubtful that this section applies to reorganizations involving two or more
corporations.

Therefore, in order that Overseas not be considered a foreign issuer with respect
to its $2.00 par value common stock and thus that such stock not be considered
stock of a foreign issuer, it is necessary that section 4920(b) of the 1954 Code be
amended by adding the wording underscored:

“(b) FOREIGN STOCK ISSUES TREATED AS DOMESTIC.—

(1) IN GENERAL.—For purposes of this chapter, a foreign corporation (other
than a company registered under the Investment Company Act of 1940) shall not
be considered a foreign issuer with respect to any class of its stock if—

(A) as of the corporation’s latest record date before July 19, 1963, more than
65 percent of such class of stock was held of record by United States persons,
or

(B) the class of stock had its principal market during the calendar year

1962 on one or more national securities exchanges registered with the Securi-
ties and Exchange Commission, and, as of the corporation’s latest record date
before July 19, 1963, more than 50 percent of such class of stock was held of
record by United States persons, or )
(C) as of the corporation’s latest record date before January 1, 1971, more
than 66 percent of such class of stock was held of record by United States persons
who acquired such stock in an exchange described in section 4912(b)(4), and
more than 96 percent of such class of stock was held of record by United States
persons.

(2) CLASS OF STOCK DEFINED.—For purposes of this subsection, the
term ‘““class of stock” means all shares of stock of a corporation issued and out-
standing as of the corporation’s latest record date before July 19, 1963, ‘“(or, in
the case of a corporation described in subparagraph (C) of paragraph (1), before
January 1, 1971)” which are identical with respeet to the rights and interest
such shares represent in the control, profits, and assets of the corporation. Such
term also includes additional shares possessing rights and interests identical with

3 Section 4920(b) (2) of the Code defines class of stock, in part, as follows:

*(2) CLASS OF 8TOCK DEFINED.—For purposes of this subsection, the term ‘class of stock’ means
all shares of stock of a corporation issued and outstanding as of the corporation’s latest record date before
July 19, 1963, which are identical with respect to the rights and interests such shares represent in the control,
profits, and assets of the corporation. Such term also includes additional shares possessing rights and interests
klixalllﬁt(lml wti)th the rights and interests of shares deseribed in the preceding sentence if such additional shares
shall have been—
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the rights and interests of shares described in the preceding sentence if such
additional shares shall have been—* * *”’

The Cuairman. Thank you very much, sir.

Any questions.

Thank you very much, sir. We will certainly consider this when
we go into executive session.

Mr. Hausgr. Thank you very much.

The CuairMaN. The next witness will be Mr. Page Chapman II1,
vice president of the Bankers Trust Co. of New York City.

STATEMENT OF PAGE CHAPMAN III, VICE PRESIDENT, BANKERS
TRUST C0.,, NEW YORK, N.Y.

Mr. CuapmaNn. Thank you, Mr. Chairman. I am here with Mr.
Sachs, our counsel.

I appeared before the House Ways and Means Committee at its
public hearing preceding the introduction of House bill 5432, and
recommended that section 4914(b)(2)(A) of the Internal Revenue
Code be amended, to eliminate the requirement that the exclusion
from interest equalization tax for acquisitions by a commercial bank
at a foreign branch, should apply only to loans made in the ordinary
course of the commercial banking business. My statement is contained
at pages 19 through 22 of the printed hearings by the Committee
on Ways and Means, held on February 22, 1971. A copy of my writ-
ten statement before that committee is attached to my prepared
text.

In essence our position is that the limitation of the section 4914(b)-
(2)(A) exclusion to commercial loans restricts the competitive ability
of foreign branches of U.S. banks, does not help, but probably hinders,
the U.S. balance of payments. We maintain that foreign branches of
U.S. banks are adequately controlled, from a balance-of-payments
standpoint, by the guidelines of the Federal Reserve Board, and that
such granches should be permitted to acquire any debt obligations
consistent with local foreign banking practice.

As reported in the Ways and Means Committee report, No. 92-35,
pages 24-25, the Treasury Department indicated to the committee
that it believed the problem could be dealt with administratively. The
solution suggested by the Treasury Department would permit foreign
branches of U.S.. commercial banks, to acquire so-called floating
rate Eurodollar notes if the following conditions are met:

(a) The notes have maturities of 10 years or less.

(b) The notes are not convertible.

(¢) Subject to limited exceptions the notes are acquired as part of
an original or new issue.

(d) The notes and their acquisition by a commercial bank are
consistent with local foreign banking practice.

(e) The acquisition of the notes is subsidiary to the regular business
of the foreign banking branch.

We believe that the foregoing proposal does not solve the problem,
particularly as a result of the condition described in point (c) that,
subject to limited exceptions the notes must be acquired as a new
issue.
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I might point out incidentally, though it is not in my prepared
text, that we understand that by the words ‘‘subject to limited ex-
ceptions” in condition (¢), the Treasury Department intends that
on}ly those banks which acquired floating rate notes as an original
issue, may thereafter acquire more notes from another bank and then
only may acquire an amount not greater than the amount acquired
as an original issue.

This restriction in (¢) would in practice severely restrict, if not
eliminate, the availability of these notes to a foreign branch of a
U.S. bank, because it would mean that the branch could not feel
confident that it could dispose of the notes to a foreign branch of
another U.S. bank, in the event that banking liquidity requirements
made it necessary to do so. In other words, a significant portion of
the after market would be eliminated, which elimination does not
appear to be essential in order to comply with the commercial loan
standard, since the assignment of or “participation” of loans among
banks is not uncommon in the United States, and is even more
prevalent in Europe. Such assignments are made as part of the loan
function for diversification or liquidity, and not as a dealer since
banks are prohibited by Federal law (12 U.S.C.8S 378), from dealing
in or distributing corporate securities. Moreover, it is not apparent
why the conditicn in (c) is necessary at all to protect the U.S. balance-
of-payments position.

f, contrary to our views, this condition is belicved to be required
because of the loan standard in section 4914(b)(a)(A), then it appears
that an administraiive solution, unfortunately is not a practical one,
and that a legislative solution as suggested in my statement before
the Ways and Means Committee is necessary. A legislative change
would have the further advantage of removing the competitive barrier
faced by foreign branches of U.S. banks with respect to other new
forms of Euro-dollar debt obligations which may develop as well as
the floating rate notes, which are the subject of tﬁe Treasury Depart-
ment proposal. There is no reason to impose such a competitive
barrier when the balance of payments considerations do not require it.

Thank you, Mr. Chairman.

(An attachment to Mr. Chapman’s statement follows:)

WRITTEN STATEMENT OF PAGE CHAPMAN III, REPRESENTING BANKERS TRUST
Co., NEw York

SUMMARY

A technical amendment to the Interest Equalization Tax (§ 4914(b)(2)(A)) is
proposed to make clear that foreign branches of United States banks may acquire
foreign debt obligations without the nced to characterize them as “loans’.

BACKGROUND

Present section 4914(b) of the Internal Revenue Code provides the following
exclusion from the Interest Equalization Tax (“IET’"):

“(b) Excluded Acquisitions.—The tax imposed by section 4911 shalll not
apply to the acquisition—* * * |

‘(2) Commercial Bank Loans.

‘‘(A) Of debt obligations by a commercial bank in making loans in the ordinary
course of its commercial banking business.”

Pursuant to authority in section 4931(a), the President, by Executive Order
11328, has limited the section 4914(b)(2) (A) exclusion to ‘‘an acquisition of such
debt obligation which is made by a commercial bank at any of its branches located
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outsidg the United States.”” Thus, at present, the exclusion may be paraphrased
to read:

“The tax imposed by section 4911 shall not apply to the acquisition of debt
obligations by a commercial bank at any of its branches located outside the
lI)Ini.ted S,t,,ates in making loans in the ordinary course of its commercial banking

usiness.

1. Elimination of “Loan” Requirement

It is submitted that for the reasons outlined herein, this exclusion should be
amended to provide that the IET should not apply to the acquisition of debt
obligations by a commercial bank at any of its branches located outside the
United States. In other words, for foreign branches of United States commercial
banks, there should be no requirement that the debt obligations be acquired in
making loans in the ordinary course of the commercial banking business.

Basically, as will be explained below, the reason for this proposal is that the
present statute is an unnecessary restriction which inhibits the ability of foreign
branches of United States banks effectively to compete with foreign banks, without
furthering the purposes of the IET and probably hindering such purposes.

The Federal Resetve Board has issued guidelines applicable to banks which
effectively prevents banks from transferring funds to their foreign branch
Banks are required to make periodic reports to the Federal Reserve Board of their
status with respect to these guidelines, and there has been a high degree of com-
pliance in the interest of cooperating in the balance of payments program.

As a result of these guidelines, foreign branches of United States banks have
effectively been insulated from their United States offices as a source of funds.
Thus, they operate in the forcign sphere as essentially independent repositories
and sources of foreign owned dollars, commonly called Eurodollars. In so doing,
they perform a vital function in connection with the United States balance of
payments program. They accumulate short-term Eurodollar deposits and make
them available on a longer-term basis to United States (and foreign) borrowers
who would otherwise have to seek their funds in the United States. They make it
feasible in many cases for United States corporations to finance their foreign
operations while complying with the OFDI restrictions on foreign investments
and requirements for repatriation.

Moreover, to the extent that United States banks can effectively do this business
in competition with foreign banks, they generate earnings which, in turn, are
repatriated under the Federal Reserve guidelines. -

Besides the restriction which the present IET imposes on competition by foreign
branches, present law also serves to stifle innovation in foreign financing. Even
though the legislative history of section 4914(b)(2) (A) states that the excludible
debt should be defined in terms of whether ““* * * the loans or investments would
be considered to be in the ordinary course of commercial banking business either
in the United States or in the foreign countries in which the U.S. bank has foreign
branches,’”’ S. Rep. No 1267, 88th Cong., 2d Sess. 24 (1964), there is a degree of
uncertainty as to the application of this standard which makes it impractical for
foreign branches to make significant acquisitions, particularly of new forms of
debt which are developing in Europe. This forces United States foreign branches
to seek to include IET indemnity provisions in foreign debt obligations, which is an
adverse competitive factor.

An example of a relatively new form of debt in which foreign banks have been
taking very large positions, but which foreign branches have been inhibited from
acquiring is the floating rate note. Also, foreign branches have been prevented
from making temporary investments in foreign currency debt issued by foreign
governments and foreign commercial paper of more than one year to maturity.

uch investments are normal in the United States for a bank’s funds not imme-
diately needed for loan purposes.

An incidental benefit from removing the loan characterization requirement from
the IET exclusion is that it will eliminate any possible confusion from the classifica-
tion of loans in accordance with foreign law and practice. This would permit
United States standards to be used in defining loans for accounting purposes and
for income tax purposes, to the extent there may be any difference from foreign
standards.

To be measured against the foregoing reasons for extending the section
4914(b)(2) (A) exclusion, there may be raised two possible objections:

a. That it would be inequitable with respect to United States persons which
are not banks.
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b. That it would reduce the incentive for foreign branches to make deposits or
investments in the United States.

Neither of these objections is significant enough to offset the countervailing
considerations set forth above.

The inequity argument has really been resolved already by the recognition in
section 4914(b)(2) (A) that at least some exception is permissible for commercial
banks. Presumably this is because such an exception is essential for banks’ sur-
vival abroad, since their business consists of acquiring debt obligations, which
is not true for most other businesses. A significant part of the business of com-
mercial banks in the United States, in addition to making loans, consists of
investments in debt obligations (issued by the United States, states and munici-
palities). This is certainly recognized in the financial community, so that an IET
exception permitting foreign branches to make analogous types of investments in
the foreign market should not be looked upon as preferential. Moreover, since
banks are heavily regulated, both internally and by independent agencies, there
is no likelihood of the type of abuse of such an exception which could easily
develop if it were more broadly applicable. Thus, the possibility that the proposed
provision may be used, in conjunction with the prior American ownership pro-
vision (section 4918), to permit others than banks to acquire foreign debt can
be precluded by excluding debt obligations acquired under the foreign branch
exclusion from qualification for the prior American ownership exemption.

The question about U.S. debt acquisitions by foreign branches assumes that
there are limited funds available for such purposes. As a practical matter if
desirable debt obligations are available to foreign branches both in the United
States and abroad funds will be made available for both. Furthermore, the repa-
triation of foreign branch funds, if desirable, can be accomplished by more direct
means (such as by reserve requirements), rather than by limiting the legitimate
business functions of foreign branches.

The foregoing proposal may be effectuated simply by deleting from section
4914(b)(2) (A) the words “in making loans in the ordinary course of its commer-
cial banking business.”

II. Alternative means of expanding § 4914(b) (2)(A).

In the cvent that the elimination of the “loan’ standard should be deemed
unacceptable, there are a number of alternatives which may have a beneficial
effect, though they are not as simple and direct. These fall into two basic categories:

a. Substituting a different standard in lieu of ‘“loans’.

b. Making it more easy procedurally to meet the ‘“loan’ standard.

One possible standard which could be used to qualify the foreign debt obligations
which a forcign branch of a United States bank could acquire is to limit the
exclusion to debt obligations acquired in accordance with the practice in the
forcign country in which the branch is located. This would permit foreign branches
to compete effectively with foreign banks in acquiring any kind of foreign debt
obligation the foreign banks could acquire under the foreign banking law. As a
practical matter this would give foreign branches of United States banks about
the same latitude as under the principal proposal, since they would not normally
seek to go beyond the local practice. However, there would be an undesirable
procedural obstacle in that it would be necessary to show what is the foreign
practice. Perhaps this could be simplified by the use of a presumption that the
acquisition of a debt obligation is in accordance with foreign practice if not
cxpressly prohibited by foreign law or practice.

f it should bhe desired to retain the ‘“loan’ standard, it would appear at a
minimum that the statute should be amended to permit easier proof of compliance
with that standard. For example, a loan could be defined for this purpose as any
debt security carried as a loan and not prohibited from being so carried under the
laws or practice of the foreign country in which the foreign branch is located.

For the reasons stated in point 1, at a minimum, one of the alternatives set
forth in this point II should be adopted.

The CuairmMaN. Thank you very much, sir,

The next witness, Mr. Henri Froy, who is the chairman of the
foreign committee, has submitted his statement. I will ask that it
be %inted at this point in the record.

(Mr. Henri Froy’s statement follows:)
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STATEMENT OF HENRI L. Froy, CHAIRMAN, ForkeiGN COMMITTEE OF THE
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INcC.

I have taken the liberty of attaching to my statement before your Committee
a copy of the statement I made before the Committee on Ways and Means of the
House of Representatives. I think that by reviewing that statement you can under-
stand the philosophy behind the amendment which I suggest should be made by
your Committee. I thiink by proceeding in this manner I can avoid being redundant
at this time.

My comments are directed toward the provisions of Section 4919(a) (1) of the
Act as proposed by the bill. In summary, however, I feel that we need facilities
to put us on a parallel basis with foreign broker/decalers. We do not have such
presently and as a result we are competitively disadvantaged. Such facilities would
permit us to make competitive markets which would benefit both United States
and foreign investors. This could result in an “invisible support’’ and would produce
an inflow of foreign exchange.

Mr. Chairman, the Association suggests that international arbitrage firms, the
definition of which would be determined by the Secretary of the Treasury, should be
allowed a period of 13 customer days within which to effect market making trans-
actions, that is, to resell to foreigners foreign securitics purchased, or to cover
short sales. These transactions could be reflected on a special blotter on acquisition
and we have no objection to such a procedure. Dealers should not, however, be
required to name customers or prospective customers. A requirement such as that
would seriously interfere with the flexibility of a market maker.

Thus, we believe the Committee’s proposed bill is too restrictive in its present
form. Reference to “‘customers’” or “with a specific customer in mind”’ should be
eliminated, as long as the international arbitragist does not acquire these shares for
his investment account.

Mr. Chairman, with the exception of the above, we support for the first time
since 1963 the extension for two years of this ‘‘temporary expedient’’ in tae Interest
Equalization Tax. I close with the sincere hope that we will not have to discuss
these problems again two years from now.

Thank you very much for having given me this opportunity to present the
views of the National Association of Securities Dealers.

StaTeMENT oF HENRI L. Froy, Berore THE CoMMITTEE ON WAYs AND MEANS
oF THE HOUSE OF REPRESENTATIVES

My name is Henri L. Froy. I am Chairman of the Foreign Committee of the
National Association of Securities Dealers, Inc., and a general partner of Abraham
& Co., a member of the Association, the New York Stock Exchange and other
major exchanges.

he National Association of Securities Dealers, Inc., is a self-regulatory orga-
nization composed of approximately 90 to 959 of all of the securities dealers doing
business in the United States. It was established in 1938 as a result of an Act of
Congress, the Maloney Act, and since that time it has been actively engaged in
enforcing just and equitable principles of trade for the protection of the public.

Perhaps I should state at this time that my testimony here today has the support
of various other industry organizations and I believe it can safely be said that it
represents a unanimity of thought in the securities industry on the subject presently
before your committee. In this connection, I have with me letters from the New
York Stock Exchange, the American Stock Exchange and the Association of Stock
Exchange Firms indicating their concurrence with the statement I am making
today and I would like at this time to submit for the record copies of those letters.

The Association, and I believe the securities industry as a whole, has been
opposed to the Interest Equalization Tax Act from the time it was first proposed
as a temporary expedient by the late President Kennedy in 1963. At that time,
and each time the law has been re-enacted—1965, 1967 and 1969—1I, representing
the Association, and other representatives from the industry have testified before
your Committee in opposition thereto.

On March 31, 1971, the Act will again expire unless prior to that time it is
extended by Congress. Careful thought and consideration has been given by all
of the securities industry’s organizations to the proposed extension and in this
connection we have reviewed the balance of payments situation of the United
States and find the problems in respect thereto are acute. The year 1970 resulted
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in a deficit situation of $3.5 billion on the liquidity basis. This is aggravated by
the fact that the ‘“official settlements’ account reflects ng)groximately an $8
billion deficit which changed from the 1969 situation of a $2.7 billion surplus.

In view of these factors, the Association and the other industry organizations
mentioned above, notwithstanding that we philosophically disagree with the law
at the present time for the same reasons we have oppoused it in the past, have
concluded that it is in the best interest of the United States at this juncture to
support the Administration in its current request to extend the Act. We believe,
or at least we are fearful, that any attempt to rescind the law at this point could
conceivably precipitate unfavorable psychological reactions abroad, especially
in view of the considerable adverse publicity which has already been given to
our balance of payments position. We would have been much happier, however,
if the request for extension were only for a one-year period but we shall not inter-
pose any objection to the suggested two-year extension.

We believe, however, that this tax must be rescinded just as soon as such action
is compatible with the national interest. In addition to our philosophical disagree-
ment with the tax, I think it should be noted that the tax has other effects on our
industry which are not readily recognizable but nevertheless are real and are with
us. I am sure you have all read of the profitability and “paper crunch’” problems
which the securities industry has experienced during the past one to two years.

Hopefully, those situations have reversed themselves, but the imposition of this
tax because of the complicated and expensive bookeepping procedures which must
be followed by brokers in accounting therefor, has a distinct effect on profitability
and contributes materially to the record keeping difficulties. The national interest
must come first, however, and we are willing to assume this expense and incon-
venience but I believe the industry would be remiss if it did not urge upon this
Committee that it must not consider that this Aet should automatically be
extended every two years. Rather, it must be reviewed critically and carefully not
solely from the standpoint of the balance of payments position but also from the
standpoint of the image of the United States as an international marketplace and
to maintain its status as the leading marketplace of the world.

In supporting the Administration at this time we would like to urge upon the
Committee an amendment to Section 4919 of the present law by extending from
the there-stated three (3) business days to fourteen (14) business days the period
of time granted to broker/dealers for international arbitrage transactions. To
broker/dealers doing a substantial business in foreign securities this would be a
most important provision and should have a direct and meaningful effect upon the
profitability of the firm, or at least its profitability from foreign transactions. Its
effect would also be favorably reflected in our balance of payments.

I have been informed that it is possible that such a change could be accomplished
by amending the law to permit the issuance of an executive order. I would like to
bring to the attention of this Committee and the Administration the need for such
a change since the present provisions have the effect of disriminating against
domestic broker/dealers in favor of foreign broker/dealers in connection with
arbitrage and block transactions. If changed as suggested, the United States
broker/dealers would be placed in a nearly equal competitive position with
their foreign counterparts in these kinds of situations.

Perhaps an illustration of how these transactions work is in order. Institutions

abroad, just as they do here in the United States, like to give block orders which
in effect are ‘‘all or none” orders. This means the broker/dealer must fill the
entire purchase order at once or he must purchase the entire block in the case of
a sell order. In the domestic market the dealer, being confident that he can
accumulate sufficient stock over a period of time, would in the case of a purchase
order by an institution, if he did not have the stock on hand, sell short to the
institutional buyer and cover the short position at his leisure over a period of
two weeks. If he were buying from the institution he would buy the block at a
set price in the expectation of being able to liquidate it in the marketplace at a
profit over a period of days.
. With the three-day limitation presently in the law, however, many times it
is impossible for a United States broker/dealer to engage in such block trans-
actions with a foreign institution, that is, to accumulate or liquidate his position,
without incurring the interest equalization tax which becomes applicable if the
three-day period is exceeded amfll could easily result in a loss equivalent to the
rate of the interest equalization tax.
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Another illustration would be a situation where a broker/dealer sees or thinks
he sees a demand arising for a foreign stock and in view of that he attempts to’
build a long lposition in it. If the domestic demand which he anticipates comes
about he will then dpa.y the interest equalization tax and sell the securities as
United States-owned in the American marketplace. If, however, his judgment is
erroneous and the anticipated demand does not materiulize, he would then resell
in the foreign marketplace before the tax is applicable. This kind of legitimate
activiti is severely restricted when he has enly a three-day period within which
to work. He cannot build an adequate position or, if he does, chances are that he
cannot liquidate it within that time frame if such becomes necessary.

Knowing of these restrictions on the American broker/dealer the foreign dealer
is obviously in a much better position because in accumulating or liquidating
positions he doesn’t have to work within the three-day period since the tax doesn’t
apply to him. He therefore has a better opportunity to properly service United
States and foreign institutions.

In conclusion, therefore, I would like to again state the unanimous position of
the securities industry, by separate vote of the Boards of Governors of each of
the above-noted organizations, for the Administration’s proposal to extend the
Interest Equalization Tax Act with the observations discussed above. We
also unanimously urge upon you the extension of the three-day limitation in
connection with arbitrage transactions to fourteen days.

Thank you very much for having given me this opportunity to present the
}/iews of the industry and I sincerely hope I do not have to do so again two years

rom now.

The CuairmaN. That concludes the hearings. It is the intention of
the Chair to call a meeting next Tuesday, March 23, at 10 a.m. to
vote on the matter in executive session.

Thank you very much.

(Whereupon, at 12:25 p.m., the committee was adjourned, to
reconvene at 10 a.m., Tuesday, March 23, 1971.)



APPENDIX A

Communications Received by the Committee Expressing an Interest in the
Interest Equalization Tax

NaTIONAL FoRrEIGN TrRADE CoUncir, INC.,
New York, N.Y., March 12, 1971,
Re Extension of Interest Equalization Tax.
Tom VAlL, Esq.
Chief Counsel, Senate Committiee on Finance, New Senate Office Building, Wash-
ington, D.C.

DEAR MR. VAIL: In accordance with the announcement of Senator Long re-
garding the Finance Committee Hearings concerning the extension of the In-
terest Equalization Tax, we are attaching hereto a list of several problems en-
countered by our members which, we believe, warrant legislative modification
in order to exempt from the Interest Equalization Tax the securities or debt
obligations which arise in these situations.

Should you have any questions regarding the suggestions, we will be happy to
discuss them with you or other members of the Staff in any required detail.

Yours very truly,
MALCOLM ANDRESEN,
Director, Tax-Legal Division.

SUGGESTED MODIFICATIONS IN H.R. 5432 EXTENDING THE INTEREST
EQuALIzATION TAX

(PASSED BY HOUSE ON MARCH 10, 1971)

Foreign mineral facilities (section 3(c) of H.R. 5}32):

Section 3(c) of H.R. 5432, passed by the IIouse on March 10, 1971, amends
Code section 4914(c) (5) (B) relating to foreign mineral facilities loans so as
to eliminate the need for tracing the minerals supplied to the specific facility to
which the loan relates where the U.S. person can establish that he meets the
‘“substantial portion” test with respect to all the foreign mineral facilities of the
foreign person which process the same types of ores or minerals. The House
report notes that the need which gave rise to this amendment was the practical
difficulty being encountered in tracing the ores and minerals supplied by the U.S.
person to a specific mineral facility where such U.8. person, among others, was
supplying ores and minerals to several plant facilities owned by the same
foreign obligor. Notwithstanding the House amendment, a tracing problem still
remains in respect of mineral facilities the total construction cost of which is
obtained from funds loaned by several joint venturers. Inasmuch as the Con-
gress recognized in its reports concerning the extension of the interest equili-
zation tax in 1969 that such joint venture loan arrangements were not un-
common, it is equally appropriate, as well as equitable, to eliminate the need for
the tracing of minerals and ores in the case of a facility constructed with
funds obtained from several joint venturers provided that the United States
person meets the “substantial portion” test required in respect of such joint
venture loan by supplying minerals or ores for processing in any of the facilities
of the foreign obligor in an amount equivalent to that constituting a “sub-
stantial portion” in respect of such loan and provided that such amount is in
addition to the total amount of the minerals or ores furnished by such United
States person to such foreign obligor immediately prior to the making of the
joint venture loan. Accordingly, it is so recommended. One manner in which this
;sluggtested amendment could be accomplished is illustrated in Exhibit A attached

ereto.
(72)
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Acquisitions required under foreign law (page 24, H. Rept. No. 92-35) :

In House Report No. 92-35, accompanying House passed bill, H.R. 5432,
several problems are noted which the Treasury Department indicated to the
Ways and Means Committee could be dealt with administratively. One such
problem set forth in the second paragraph on page 24 concerns acquisitions re-
quired by an administrative practice of a foreign country or an informal re-
quirement imposed by a foreign country. By way of iliuctration an example is
given concerning the need for reinvesting a portion of the earnings generated
in a foreign country in a pollution control agency of such foreign country. Al-
though we believe this is an excellent example which many United States per-
sons may face, we believe it would be helpful to add arnther type of example
illustrating a problem that does not necessarily relate to a reinvestment of earn-
ings so as to avoid creating any inference that the problems which can be handled
administratively are limited to those dealing with reinvestment of earnings. For
instance, an example could be added similar to that setl forth in Exhibit B at-
tached hereto concerning the acquisition of the indebtedness of a foreign country
issued to a United States person in payment for the purchase of an ownership in-
terest in a plant facility located in such foreign country.

Industry insurance companies (page 23, H. Rept. No. 92-35) :

We believe it would be helpful in providing clarity if the text of the discus-
sion at the top of page 24 of the Committee Report relating to the concept of
companies within a specific industry mutually agreeing to provide insurance
were modified so that the term “insurance company’” appearing at the end of line
five and at the beginning of line six were amended to read “insurance or other
similar type company.” This would avoid any suggestion that the company in-
volved had to meet any specific type of definition of an insurance company.

DEBT OBLIGATIONS ACQUIRED IN THE ACTIVE CONDUCT OF TRADE OR BUSINESS BY U.8.
PERSONS THROUGH BRANCHES LOCATED IN FOREIGN COUNTRIES

An additional problem area revolves around a situation where the United
States Company is engaged, through foreign branches, in the active conduct of
trade or business abroad. The foreign branch acquires foreign debt obligation
through the credit sales of tangible goods in the ordinary course of its business.
A good percentage of the tangible goods which are sold are “manufactured or
assembled” by the United States company or one of its branches including the
branch making the actual sales. However, a certain percentage of the goods
sold are acquired by purchase. Some of such purchases are from unaffiliated
foreign companies; also in a certain number of cases the goods which are ac-
quired by purchase are not further “manufactured or assembled” by the United
States company or its foreign branch.

It has been suggested that debt obligations resulting from the extension of
credit on sales of products as described above should be excluded from payment
of the Interest Equalization Tax even though the duration of such credit is
more than one year. This result would appear to be accomplished through the
ﬁmendment to existing Code section 4914 (b) as set forth in Exhibit C attached

ereto.

FOREIGN FINANCING AND LEASING ACTIVITIES OF BANK AFFILIATES

A technical question has arisen with respect to the possible application of
the Interest Equalization Tax in connection with certain foreign finance and/or
foreign leasing activities carried on by affiliates of U.S. banks, operating with
the permission of the Federal Reserve Board.

The foreign finance companies generally make short term consumer loans
abroad in local currencies. The foreign leasing companies enter into both finance
leases which (since 1969) would be considered a substitute for a loan and there-
fore subject to IET and also non-finance leases not subject to tax. Both the finance
and leasing companies borrow funds abroad principally in local currencies and,
where possible, in maturities corresponding to the term of the loan. The U.S.
commercial bank and its domestic and foreign affiliates are regulated by the
Federal Reserve Board and must comply with its balance of payments program.

Problem

A 109 or more equity investment in foreign affiliates by U.S. banks or their
domestic affiliates would be excluded from Interest Equalization Tax under sec-



74

tion 4915(a) (but not the Federal Reserve Board's balance of payments pro-
gram). However, where the foreign afliliate is engaged in the finance or leasing
business abroad, it might be contended under section 4915(c) (1) that such aflili-
ate was “formed or availed of” to make otherwise taxable acquisitions. In such
event, the exclusion provided under section 4915(a) would not apply and the
acquisition of stock or debt obligations of the foreign affiliate by the U.S. affiliate
would be subject to the Interest Equalization Tax under section 4911, This could
occur even though:

(1) The activities of the locally incorporated finance or leasing affiliate are
conducted outside the United States.

(2) The source of its funds (exclusive of minimal equity capital invested
directly or indirectly by the U.S. bank or its domestic affiliate) are derived aboard.

(38) The borrowers aboard are not typically borrowers of funds in the U.S.
market, and

(4) the U.S. bank and its afliliates operate with the permission of the Federal
Reserve Board and remain subject to its balance of payments program.

It should be stressed that loans made in the foreign finance business and the
foreign finance leases which are considered taxable loans could be made directly
by a foreign branch of a U.S. commercial bank and the Interest Equalization
Tax would not apply. Non-finance leasing of personal property to non-U.S. persons
would not be subject to Interest Equalization Tax.

Advantages to the U.8.

Such leasing and finance activities will make a substanttial contribution to the
U.S. balance of payments through profit remittances to the U.S, Having a leasing
facility in place abroad doing a general foreign leasing business through an af-
filiate of a U.S. commercial bank will facilitate the financing of so-called “large
ticket” items of U.S. manufacture such as aircraft and computers. (It would not
be profitable for the leasing company to restrict its activities to the leasing of
U.S. exports.) This should assist U.S. exports. Moreover, the foreign leasing
facility will help increase the U.S. profit remittances of both foreign manufac-
turing affiliates of U.S. corporations as well as foreign affiliates of U.S. corpora-
tions who obtain more favorable financing through the leasing facility.

Locally incorporated finance affiliates of Edge Act corporations® provide U.S.
commercial banks with great flexibility in their overseas operations to meet com-
petition in local markets. Oftentimes, local law restrictions to U.S. commercial
banks operating abroad do not apply to a locally incorporated finance company.
The existence of a locally incorporated financing subsidiary provides a valuable
marketing tool by complementing the financial services offered by a U.S. com-
mercial bank abroad. Further, it is often possible to permit local participation
through offering such participation in a locally incorporated finance company.

U.S. banks operating abroad are in the forefront in developing finance com-
pany and leasing businesses on a worldwide basis. As foreign controlled financial
institutions, which are not subject to Interest Equalization Tax and generally
not subject to the otherwise strict regulations applicable to U.S. financial institu-
tions, have entered the fleld, intense competition has resulted. If subject to Inter-
est Equalization Tax, the affiliates of U.S. commercial banks would be placed
at a severe competitive disadvantage in local markets. Our present lead in this
type of financing could be lost, perhaps for good.

Federal Reserve Programs

Under the balance of payments program of the Federal Reserve Board, the
total of loans to foreign borrowers and investments abroad which can be made
by a U.S. commercial bank and its affiliates is restricted to the amount of such
loans outstanding and investments existing as of a base date. It should be stressed
that this permissible investment ceiling is an ever reducing ceiling. Further, a
new investment can only be made if there is room under the ceiling which eould
only have resulted from repayment of loans by foreign borrowers or liquidating
foreign investments.

Accordingly, new foreign investments made by banks and their affiliates op-
erating with the permission of the Federal Reserve Board have a neutral effect
on the U.S. balance of payments. Therefore, the tracing requirement of section
3(e) of H.R. 5432, 92d Congress, first session, is unnecessary and would, as a

1 A domestic corporation organized under sectlon 25(a) of the Federal Reserve Act
l(‘commonlgy kx‘llown as the Edge Act) ; all such investments must be approved by the Federal
eserve Board.
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practical matter, be unworkable. (In another context, section 3(¢c) of H.R. 5432
amended section 4914(c) (5) to eliminate significant tracing problems. See H.
Rept. No. 92-35, 92d Cong., first session.)

Discussion

It is at cross pur;?oses with the balance of payments to restrict the foreign
finance and leasing ® businesses described herein, in view of the substantial con-
tributions thereto resulting from the conduct of such businesses.

The favorable U.S. balance of payments impact of foreign financing and leas-
ing business should be preserved. Thus, it could be established to the satisfaction
of the Secretary of the Treasury that the funds obtained for the acquisition of
the stock of or contribution to capital to a foreign finance or leasing affiliate of
a U.8. commercial bank were obtained from the sale of debt obligations by
affiliates described in section 48(c) (8) () to non-U.S. persons. Further pro-
tection could be obtained if it also was established to the satisfaction of the
Secretary that the debt obligations acquired from unrelated non-U.S. persons
by a foreign finance or leasing affiliate of a U.S. commercial bank were obtained
with foreign funds from non-U.S. persons (other than the amounts paid for
stock or made as a capital contribution).

Accordingly, since the funds used in the finance or leasing business were
obtained abroad, there should be no balance of payments reasons not to per-
mit the funds to be utilized abroad in such businesses. For the same reasons,
there should be no problem with respect to acquiring stock of a foreign corpo-
ration from its shareholders. Moreover, in view of such protection, the acquisi-
tion of a minority interest in a foreign financing company should be permitted.

A requirement that payments for stock or as a contribution to caiptal of the
foreign financing or leasing affiliates described herein remain in the U.S. could
give rise to an investment in U.S. property under section 956 which would
be immediately taxable to the U.S. parent. In addition, foreign governments
may consider the capital funds required to be maintained in the U.S. under sec-
tion 3(e) of H.R. 5432 to be the equivalent of a loan by the foreign affiliate to the
U.S. parent and therefore may require the payment of interest by the parent
to the affiliate. This condition might also create allocation problems under
the regulations promulgated under section 482 of the Code.

Recommendations

lUuder these circumstances, the Council makes the following recommenda-
tions:

(1) Section 4915(c) should be amended along the lines set forth in Exhibit
D attached hereto.

(2) It should be made clear by appropriate Committee Report language that
a foreign corporation which is “primarily engaged in the lending or finance
business outside the U.8.” will include a corporation engaged in the foreign
leasing business described herein.

ExHIBIT A

PRroPOSED AMENDMENT TO CODE SECTION 4915(c) (5) (B) CoONTAINED IN HOUSE
Passep H.R. 5432

Section 4915(c) (5) (B) is amended by adding at the end thereof the following
sentence :

“The substantial portion requirement shall be deemed to be met where after
completion of the facility to which the loan relates ores or minerals extracted
outside the United States by the United States person are stored, handled, trans-
ported, processed or serviced in or through any of the facilities of the obligor
used for such purposes in an amount equivalent to that constituting a substantial
portion in respect of such loan provided such amount is in excess of the amount
of the ores or minerals extracted outside the United States by such United States
persons which were stored, handled, transported, processed or serviced in or
through all of the facilities of the obligor immediately prior to the loan.”

?In desveloped country markets where competition is intense, foreign leasing affiliates
of U.8. baunks are com;txetlng with foreign controlled companies on the basis of a spread
of 1;% ot 19, of the rentals charged, Imposition of Interest Equilization Tax on the invest-
ment in such affiliate could make U.S8, controlled companies non-competitive.
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ExHiBIT B

SUGGESTED EXAMPLE TO BE INCLUDED IN PPARAGRAPH 2, APPEARING ON IPAGE 24 OF
THE HoUSE COMMITTEE REPORT RELATING TO ACQUISITIONS REQUIRED UNDER
FoRrelGN Law

“Similarly, a foreign country might indicate that its debt obigations should be
accepted as the consideration for its purchase of an ownership interest in a plant
facility located in such country if the person owning such facility is to be allowed
to continue carrying on business in the country.”

ExHaisir C
PROPOSED AMENDMENT TO CODE SECTION 4914 (b)

Proposed Amendment to Code Section 4914 (b) relating to the exemption from
the Interest Equalization Tax for foreign debt obligations acquired in the active
conduct of trade or business by a United States person through its branch
located in a foreign country. Section 4914 (b) is amended by the following sub-
section :

(16) Certain Loans in Foreign Currency.—Any acquisition of a debt obligation
of a foreign obligor by a United States person through its branch located in a
foreign country if the debt obligation is—

(A) (i) acquired with local currency funds which were not obtained from
U.S. sources or

(ii) acquired in the active conduct of trade or business including the pur-
chase and sale of inventory items, other than a securities business, as an
incident of such trade or business, and

(B) repayable in the currency of such foreign country.

[ExHIBIT D]

Amend Section 4915 by adding at the end thereof the following new subsection *

“(f) SPECIAL. RULE FOR INVESTMENTS BY FINANCIAL INSTITU-
TIONS IN FOREIGN CORPORA'TMONS

“(1) A foreign corporation which is primarily engaged in the lending or finance
business outside the United States, shall be treated as a foreign corporation
which is not formed or availed of for the principal purpose described in subsec-
tion (e) (1) with respect to an acquisition of stock of such corporation (whether
or not as a result of a contribution to capital) by a corporation which is (or is
affiliated with) a U.S. commercial bank but only upon compliance with para.
graph (2).

“(2) Paragraph (1) shall apply only if it is established to the satisfaction of
the Secretary or his delegate, pursuant to rules and regulations promulgated by
the Secretary or his delegate, that

“(i) the proceeds of payment for stock, or a contribution to the capital, of the
foreign corporation, were derived from the sale of debt obligations by one or
more affiliated corporations (within the meaning of Section 48(c) (3) (C) to
persons other than persons described in Section 4920(d) (8) (A) (i), (ii) and
(iii) and such debt obligations (other than those arising from the.conduct of a
commercial banking business abroad by a branch of a domestic financial institu-
tion) if acquired by United States persons, would be subject to the tax imposed by
Section 4911.

“(11) debt obligations acquired by the foreign corporation are acquired from
persons described in section 4920(d) (3) (A) in the manner described in section
4920(d) (3) except that clause (A) (iii) thereof does not include an affiliated
foreign corporation engaged in the commercial banking business abroad and para-
graph (B) of that section shall be applied in a manner consistent with clause (1)
of this paragraph. .

“(iil) the acquisition described in paragraph (1) is and remains consistent
with balance of payments guidelines to which such financial institution is subject.

“(8) For purposes of this subsection, two corporations are ‘affiliated’ with
each other if they are members (or would be members if they were both domestic
corporations) of the same affiliated group (within the meaning of section
48(c¢) (3) (0)).

““(4) In any case where a foreign corporation has been treated as a foreign
corporation which is not formed or availed of for the principal purpose deseribed
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in subsection (c) (1) with respect to an acquisition of stock by another corpora-
tion as provided in paragraph (1) of this subsection, but such acquiring corpora-
tion fails to comply with the rules and regulations promulgated under paragraph
(2), then liability for the tax imposed by section 4911 shall be incurred by the
acquiring corporation (with respect to such acquisition) at the time of such
failure ; and the amount of such tax shall be equal to the amount of tax for which
the acquiring corporation would have been liable under such section upon its
acquisition of the stock involved if such domestic or foreign corporation had not
been s0 treated.”

CoMMENTS ON SEcTION 3(a) oF H.R. 5432, THE INTEREST EQUALIZATION TAX
ExTENSION AcT OF 1971 SUBMITTED BY HARVEY M. KRUEGER, CHAIRMAN, FoR-
EIGN INVESTMENT COMMITTEE, [NVESTMENT BANKERS ASSOCIATION OF AMERICA

The Foreign Investment Committee of the Investment Bankers Association
of America wishes to comment on certain technical aspects of Section 3(a) of
H.R. 5432 which provides for an election to treat debt obligations of a United
States corporation as subject to the tax.

This election is intended, as stated in the report of the House Ways and
Means Committee (pp. 14-15), to make it possible for United States corporations
to have their foreign borrowings treated as subject to the tax if acquired by
United States persons in certain circumstances where the tax does not presently
apply. Such borrowings may be required in order to comply with the Foreign
Direct Investment Regulations imposed by the Commerce Department as part
of the President’s Balance of Payments Program.

Under present law such borrowings may be made by a United States corpo-
ration only if the corporation is “formed or availed of”’ to obtain funds for
foreign persons, the obligations of which would be subject to the tax if acquired
directly by United States persons. Section 3(a) would add a new Section 4912
(b) (4) to the Internal Revenue Code of 1954 which would permit any domestic
corporation to elect to treat any new issue of its debt obligations as subject,
to the tax. The election would be available “without regard to the type of invest-
ments the company makes with the borrowed funds” (House Ways and Means
Committee Report, p. 15), 1.e., without regard to whether the obligations would
be subject to the tax under the ‘“formed or availed of” provisions.

This amendment would eliminate the necessity that exists under present law
in some circumstances of using a foreign incorporated finance subsidiary in order
to issue debt obligations which are subject to the interest equalization tax, and
thereby to comply with the Foreign Direct Investment Regulations. (The issu-
ance of obligations subject to the tax may also be required to comply with the
Federal Reserve Balance of Payments Guidelines which apply to banks and
other flnancial institutions and to be entitled to certain exemptions under rules
and policies of the Securities and Exchange Commission which require that
obligations be subject to the interest equalization tax.

The Foreign Investment Committee strongly supports the elimination of this
bias in favor of using foreign incorporated finance subsidiaries, which is detri-
mental to the United States balance of payments and also results in a loss of tax
revenue. However, Section 3(a) of H.R. 5432 does not fully accomplish this
purpose where the borrowed funds are to be invested in the United States, even
though this may be and often is necessary to comply with the Foreign Direct
Investment Regulations and it in fact provides a net benefit to the United States
balance of payments. This is because the obligations of a domestic corporation
(whether or not a financing subsidiary) under sach circumstances would still be
subject to United States withholding and estate taxes while the obligations of
a foreign incorporated financing subsidiary under present law generally are not
subject to those taxes under the same circumstances.

These differences should be eliminated by providing that debt obligations which
are deemed to be debt obligations of a foreign obligor pursuant to Section 4812 (b)
(4) will not be deemed to be property within the United States under Section
2104(c) of the Internal Revenue Code of 1954 and that interest on such obliga-
tions will not be interest from sources within the United States under Section
861(a). This would simply apply to such obligations the same treatment under
those sections that applies under present law to obligations of a foreign finance
subsidiary. It would not make the withholding and estate taxes inapplicable to
any greater extent than is possible under present law if a foreign finance sub-
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sidiary is used since it would apply only to obligations which are subject to the
interest eqnalization tax by virtue of the election provided by Section 4912 (b) (4).

We note the following specific comments on the provisions of Section 4912(b)
(4) as passed by the House of Representatives.

1. In the case of debt obligations which are convertible into stock, Section
4912(b) (4) ' requires the election to be made in respect of the entire class of
stock into which the obligations may be converted, which would include stock
already oufstanding and stock issued other than pursuant to conversions of the
debt obligations. The election apparently could not be made in respect of the debt
obligations alone. The election should be available in respect of the debt obliga-
tions alone in order to conform with the Foreign Direct Investment Regulations
which, even in the case of a foreign finance subsidiary, treat convertible obliga-
tions as foreign borrowings before conversion if the obligations are subject to the
tax even though the stock into which the obligations may be converted (typically
common stock of the United States parent corporation) is not subject to the tax.
One way to achieve this conformity would be to eliminate all references to stock
from Section 4912 (b) (4).

2. Section 4912(b) (4) applies only to debt obligations of United States cor-
porations but the same problems may be encountered by other United States per-
sons who are subject to the Foreign Direct Investment Regulations. Accordingly,
it is suggested that the term “domestic corporation” in Section 4912(b) (4) be
replaced either by the term “United States person” or at least by the term “domes-
tie corporation or domestic partnership.”

3. Since Section 4912(b) (4) would make it unnecessary to use a separate
finance subsidiary, whether foreign or domestic, for new issues of debt obliga-
tions in many cases, it would be desirable to make the election applicable to
already outstanding debt obligations of such subsidiaries upon the assumption
of such obligations by the United States parent corporation or a domestic affiliate
thereof. This would only continue the tax treatment applicable to such obliga-
tions prior to the assumption and could be accomplished by providing that the
assumption of a subsidiary’s obligations will be treated as an original or new issue
by the assuming parent or other affiliated corporation for the purposes of
Section 4912(b) (4).

STATEMENT oF DUNCAN C. LEE, COUNSEL, AMERICAN INTERNATIONAL
REINSURANCE Co., INC.

This statement is submitted on behalf of American International Reinsurance
Company, Inc., (AIRCO), a Panama corporation, in support of an amendment
to the Interest Equalization Tax Aect, to permit certain foreign issuers to issue
stock upon the exercise of a qualified employee stock option which would be
exempt from the Interest Equalization Tax both in the hands of the optionee
and in the hands of his transferees. We emphasize that (1) only a foreign cor-
poration which as of July 19, 1963, was considered a domestic issuer by virtue
of Section 4920(b) Internal Revenue Code will be benefited by the amendment,
and (2) the option must be qualified under Sections 422 and 423 of the Internal
Revenue Code. These two restrictive conditions should prevent any possibility
that the proposed amendment would open the doors to abuse.

Attached to this statement is a suggested amendment to the Interest Equaliza-
tion Tax Act, which would, we feel, accomplish this purpose. We are, of course,
amenable to any language& which the Committee may feel is preferable in attain-
ing the objective.

In proposing this amendment AIRCO is seeking to remove a diserimination
resulting from the wording of the present Act which so far as AIRCO knows
affects very few other foreign corporations, if any, which may be in the same
situation as ATRCO. AIRCO was incorporated in 1958 for the purpose of con-
ducting directly and through subsidiaries the business of insurance and re-
insurance abroad. It was incorporated in Panama because all of its business was
to be conducted overseas. ,

AIRCO has always been predominantly U.S. owned, and its key managerial
and technical personnel are U.8. persons. In order to attract and keep these key
U.8. employees, AIRCO found it expedient, as do many U.S. business enterprises,
to offer them qualified options in its common stock. In 1963 AIRCO’s outstand-
ing common stock, and common stock dividends subsequently distributed thereon,
was exempt from IET by virtue of Section 4920(b). For a number of years,
therefore, AIRCO was able to hold as treasury stock sufficient IET-exempt
shares to satisfy the exercise of outstanding options. In January, 1971, however,
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AIRCO’s supply of tax-exempt shares in its treasury was exhausted, and it can
now only satisfy the exercise of options by issuing new shares which, as the
law now stands, are subject to IET.

In other words, an optionee who exercises after January, 1971, must pay 11%%
more for his shares than the man who exercised earlier. Such an outcome has
resulted in an inequity, the consequences of which is unjustified under the purpose
of the Act. It has been suggested that should exempt and nonexempt stock both
be issued pursuant to AIRCO’s qualified stock option plan, two markets would
exist for ATRCO stock; one at its prevailing fair market value, and the other at
1114 9% under that value by reason of the fact that the stock in the second market
will be subject to the burden of IET. It is further suggested that the optionee
holding such IET-taxable stock would recover his penalty for the reason that he
could resell the stock at the prevailing fair market value and thereby recapture
the penalty.

We believe these suggestions are based upon a basic misunderstanding of the
situation. It is true that there would be two markets for exempt and nonexempt
AIRCO stock issued to optionees, with the taxable stock selling at a discount. It
is not true that the optionee receiving taxable stock would ever recoup the IET
penalty of 11149/, which he has had to pay.

The optionee who must pay IET could only recoup any part of the penalty if
(1) he reecives an increase in the basis of the option stock in the amount of the
IET paid, or (2) he gets a tax deduction in the amount of IET palid, or (3) he gets
a better market for his stock by reason of the fact that IET had been paid.

As we understand the provisions of the Code, he gets nous of these advantages.
There is no increase in the basis of his stock in the amount of IET paid. There
is no deduction from ordinary income by reason of the payment of IET.

Finally, and this is the important point, he would have no market advantage
in acquiring IET-paid stock, but rather the reverse. In the case of AIRCO,
almost all of the stock being traded, and which will hereafter be traded, is stock
exempt by virtue of section 4920(b). That stock is perpetually exempt in the
hands of any holder. It is indeed exempt upon sale to another U.S. person. But
if the stock is issued to, or is later acquired by, a non-U.S. person, any U.8.
person acquiring the stock from such a holder must pay the tax, even though
it may have already been paid upon original issuance to the optionee. In other
words, the fact that a U.S. optionee has paid IET does not render the stock
exempt to another U.S. person and the result is that the market in the taxable
stock is perpetually subject to a discounted price. Thus, the U.S. optionee not
only pays IET in the first instance on the stock issued to him, but in addition
can only dispose of that stock at a discounted price. That is why there is always
a substantial discrimination against an optionee who must take stock subject
to IET in comparison with an optionee fortunate enough to acquire stock exempt
under Section 4920(b).

To require payment of IET on AIRCO's still outstanding stock options will
not beneflt the U.S. balance of payments position because the options will be
exercised anyway, in spite of the IET penalty, due to the dramatic increase in
the fair market value of ATRCO stock over the past few years and the expected
increase in such value in the next few years.

As stated before, we believe the ATRCO situation is unique. Unlike the typical
U.S. enterprises overseas, it is neither a branch nor a foreign subsidiary of a
U.S. corporation. If it were, ity key U.S. personnel would be rewarded in the
stock of the U.S. corporation and, of course, would not have to pay IET on
such stock. ATRCO’s situation is further narrowed by the fact that in 1963 it
qualified as a dcmestic issuer under Section 4920(b).

Since AIRCO presents a unique situation, it is pertinent to call attention to the
substantial inflow of dollars into the United States which have resulted from
the operations over nearly fifty years of AIRCO and its subsidiaries. A part of the
record is attached as Exhibit A to this statement.

We hope the Committee will agree that the proposed amendment should be
adopted so that AIRCO, a distinct plus factor in the U.S. balance of payments
position, can offer qualified stock options to its indispensible key U.S. personnel
on a nondiscriminatory basis. The amendment will cure an injustice in the present
law. It will not have an adverse effect upon the U.S. balance of payments posi-
tion. Rather, by giving incentives to a team proven effective in bringing dollars
into the U.8., the effect will be beneficial to our balance of payments. The amend-
ment will not open the door to abuse. We are proposing a very narrow amendment.
We do not seek to extend the 1963 exemption for all purposes to newly issued
AIRCO stock but only to equalize the position of all holders of AIRCO-qualified
stock options.
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[ATTACHMENT]

SUGGESTED AMENDMENT OF INTEREST KQUALIZATION TAx Act To ACCOMPLISH
PURPOSE DISCUSSED IN THE KOREGOING STATEMENT

By amending Subparagraph (E) of §4920(a) (2) IRC to read as follows:

“(E) any interest in, or option or similar right to acquire, any stock described
in this paragraph, other than an option granted to an employece of an issuing
corporation, which as of July 19, 1963, was not considered a foreign issuer by
virtue of Section 4920(b), its parent, or subsidiary, of stock of such issuing cor-
poration pursuant to an employee stock option plan or similar plan which mcets
the requirements of Sections 422 and 423, or stock issued upon the exercise of such
an option.” [Emphasis supplied to indicate proposed qualifying language.]

[ExHIBIT A]

AMERICAN INTERNATIONAL REINSURANCE Co., INC.

The followiag are approximate but reasonably accurate figures on the contri-
bution that the American International Reinsurance Company (AIRCQO) group
has made in aid of the U.S. Balance of Payments position during the ten-year
period 1960-1969, inclusive. Comparable figures are not available for the years
before 1959, but we know that the contribution to dollar inflow was certainly
substantial in those earlier years.

It is emphasized that the AIRCO group was started with a minimum of con-
tributed U.S. capital going back to 1921. It is quite possible that no T.8. capital
whatever was exported in this regard but certainly U.S. $10,000 would be an
outside figure. Today the AIRCO group on a consolidated basis has assets in
excess of U.S. $1 billion. Its growth and development has derived primarily out
of foreign sourece insurance premium income.

Below are the partial specifics for the ten-year period in question :

1. Imported insurance reserves now invested in the United States__ 316, 500, 000
These were brought in from the following territories:

Southeast Asia__ . 11, 500, 000
Venezuela .o 2, 000, 000
Sterling Satellite Countries_ . ___ . ___________ 2, 000, 000
Miscellaneous e 1. 000, 000
2. Paid to U.S. companies for management services in New York_. 4, 000, 000
3. Dividends paid to U.S. persons_ .. 3, 600, 000

[Note that the total of $24,100,000 represented by items 1
through 3 (which, incidentally, are almost certainly not a com-
plete picture of the actual items of dollar inflow) is all the result
of repatriated foreign source income.]

4. Today the ATRCO group with respect only to its foreign opera-
tions holds approximately $15,000,000 in U.S. bank accounts,

An example of the growth of one ATRCO insurance subsidiary during the period
in question, American International Assurance Company. Ltd., of Hong Kong,
is that its net worth increased by U.S. $£,500.000 even after paying $2,400,000 in
dividends to AIRCO.

NEw YORrk, N.Y., March 15, 1971.
Hon. RusseLL B. Lona,
Chairman, Committec on Finance,
U.S. Senate.

DEAR SIR: In response to the invitation of the Committee on Finance for com-
ments on H.R. 5432, the Interest Eqgualization Tax Extension Act of 1971, the
undersigned respectfully submit for your consideration comments with respect
to Section 3(a) of the Act, which would add a new Section 4912(b) (1) to the
Internal Revenue Code. Bothh of the undersigned are members of the bar of the
State of New York, and have, in the course of their practice, become familiar
with the problems presented by financing transactions with foreign lenders, in-
cluding those to which the proposed new Section 4912 (b) (4) is directed.

THE GENERAL PRINCIPLE

The general principle of the proposed new Section 4912(b) (4) is to enable
domestic corporations to make debt instiuments issued by them subject to
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interest equalization tax at the highest rate. This provides a simple and desirable
means of insuring with a high degree of certainty that debt instruments issued
to foreign lenders in financing transactions undertaken to comply with balance
of payments programs will not be resold into the United States.

For the reasons set out below, it is suggested that the proposed new Section
4912(b) (4) be amended in certain respects. Further, it is submitted that amend-
ments should be made to those income and estate tax provisions which interlock
with the interest equalization tax in financing transactions entered into to com-
ply with the balance of payments programs., These latter amendments would
encourage such financing transactions to be effected in simplified form by employ-
ing the principle of Section 4912(b) (4), to the benefit of both the companies in-
volved and the revenues of the United States Treasury.

DETAILED COMMENTS

1. The proposed Section 4912(b) (4) should not apply to stock

In the form enacted by the House, the proposed Section 4912(b) (4) would
apply interest equalization tax not only to a debt instrument with respect to
which a notice was flled, but also to any stock of a domestic corporation into
which it is converted. It is submitted that Section 4912(b) (4) should not apply
to such stock.

To meet the problem posed by finance subsidiaries which issue debt instru-
ments to foreign investors and desire to invest the proceeds in less developed
countries, it is not necessary to go further than to deal with the debt itseif. Even
though the stock into which it may be converted were free of interest equalization
tax, the election to be provided by the statute would be sufficient to give the debt
instrument the desired status.

Many convertible debt instruments have been issued in transactions designed
to comply with the Foreign Direct Investment Regulations of the Department of
Commerce.* The original borrowing on a convertible debt instrument permits the
borrowing corporation to make investments in foreign subsidiaries which would
not, otherwise, be allowable, §§ 1000.306(e) (2) and 1000.8313(e) (1), FDIR. On
the other hand, any transaction which is treated as a payment of a debt to a for-
eign creditor usually has the effect of a cash investment in a foreign subsidiary
which is subject to the restraints and limitations imposed by the Regulations.
§ 1000.312(a) (7), FDIR. The conversion of a convertible debt instrument is
treated as if it were such a payment. §§ 1000.324(b) (2) and 1000.1002(a) (3),
FDIR. Thus, the Regulations treat a borrowing on a convertible debt instrument
as any other foreign borrowing and treat conversion of the debt instrument into
domestic stock as if a cash repayment had occurred.

As the Regulations now stand, there is no reason for subjecting to interest
equalization tax domestic stock issued upon the conversion of a debt instrument
issued to foreign lenders in a financing undertaken to comply with the Regula-
tions.? The fundamental premise for such a financing is that the issuance of
stock upon conversion of the original debt instrument is the equivalent of a
cash payment for balance of payments purposes because it is assumed this stock
may be and will be resold in the United States. If stock issued upon the conversion
of a debt instrument were itself to become subject to interest equalization tax
simply because of an election to employ Section 4912(b) (4) with respect to the
debt out of which it arose, the proposed new Code provision could almost cer-
tainly never be employed for a convertible debt, simply because such a debt would
not be marketable on these terms.

The change in proposed Section 4912(b) (4) suggested here could be effected
by striking from it the four parenthetical references to stock which occur in the
bill as enacted by the House.

1 These regulations are contained in Title 15, Chapter X, Part 1000, Code of Federal
Regulations. They are referred to here as ‘“the FDIR”.

2 Considerable Interest has been expressed in expanding the extent to which the proceeds
of equity securities sold abroad can be applied to make investments in foreign subsidiaries
in the same way as the proceeds of borrowing now can be. Though the interrelationship
between such a proposal and the tax law should be explored, this does not seem an appro-
priate occasion for doing so, if only because of the limited time for consideration of what
is admittedly a difficult problem which has both securities and tax law aspects. See Com-
mittee on Forelgn Investments, Section of International and Comparative Law, American
Bar Association, A Proposal for The Use of Equities as a Means of Financing Investments
in Foreign Affiliates by U.8. Companies. The Business Lawyer (November, 1969) p. 53.
Equity issues abroad can now be given limited effect for limited periods of time under the
FDIR if the issuer has been granted specific authorization in a particular case,
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2. The effect of the election to be permitted by proposed Section 4912(b) (4) is
too broadly stated

The bill as enacted by the House would make a debt instrument subject to
interest equalization tax upon the filing of notice “notwithstanding any other
provision of this chapter other than section 4911(d)"”. Presumably, the purpose
of these words is to insure that no doubt could arise under the “conduit” pro-
visions of Section 4912 (b) (3). Conceivably, it could be argued that, without such
a provision, a domestic corporation’s debt instrument deemed “foreign” by virtue
of Section 4912 (b) (4) could, in turn, be deemed the obligation of a ‘less devel-
oped country corporation” or an obligation entitled to the special exemption of
Section 4917 ** by the application of this conduit rule. The argument would be, in
effect, that Section 4912(b) (4) was ineffective to accomplish one of the stated
purposes for which it was drawn. Though it seems clearly desirable to guard
against such an argument, the form of words employed creates difficulties which
could render Section 4912(b) (4) useless in practice. For example:

(i) Debt obligations of a finance subsidiary which has borrowed abroad
to comply with the FDIR are often subject to sinking fund provisions, It is
often advantageous to the parent corporation to purchase some of the in-
struments in advance of sinking fund dates because market conditions have
caused them to trade below par. Such repurchases are now exempt from tax
under Section 4915. They should continue to be.

(ii) Debt instruments issued in a financing accomplished to comply with
the FDIR are often sold to underwriters and dealers who resell them to
foreign investors. Such sales and resales are exempt from tax under Section
4919 and should continue to be.

(iii) Any taxable debt instrument is subject to tax only once, when first
acquired by a United States person. Thus, it can pass from one United States
person to another free of tax under Section 4918. Since there is nothing
unique about the debt instruments described in Section 4912(b) (4), this
should continue to be the rule with respect to them.

(iv) There are a variety of ways in which otherwise taxable debt instru-
ments can move into 'nited States ownership without tax. For example,
inheritances, gifts, transfer between fiduciaries, transfers to a creditor in
bankruptey or by way of dividend or upon certain reorganizations are all
tax free under Section 4914 (a) and it is not clear what impact the language
of the bill would have on such transfers of debt instruments subject to
Section 4912(b) (4).

There should, at least, be inserted after the phrase “notwithstanding any other
provisions of this chapter other than section 4911(d)” the following additional
material :
“, section 4915, section 4918 and section 4919”.
It would, however, be preferable if there were substituted for the entire phrase
“notwithstanding any other provision of this chapter other than section 4911(d)”
the following phrase :
“notwithstanding any provision of this chapter which would require such
debt obligations to be treated as or deemed to be, either in whole or in part,
obligations or stock described in section 4916(a) or section 4917(a)”.

3. The election provided by proposed Section 4912(b) (4) should be implemented
by amendments to Section 861 and Section 2104 so that it can be employed
for debt instruments now 1issued by forefgn finance subsidiarics of United
States corporations

The Office of Foreign Direct Investments of the Department of Cominerce
estimates that, as of December 31, 1970, American companies had incurred $10.5
billion of debt in the Hurodollar money and capital markets. This total has been
employed to offset foreign investment under the voluntary balance of payments
restraint program in effect from 1965 through 1967, and under the FDIR im-
posed January 1, 1968 under Executive Order 11387. This total is now increasing
at a rate utterly inconceivable a short time ago. Investment bankers estimate
that, during the first two months of 1971, about 1.5 billion was added to this debt.

This enormous debt to foreigners has not been incurred in a free market. The
continuation of the FDIR from one year to the next has imposed upon American
companies doing business abroad a constantly increasing obligation to borrow

2 This provision has been employed to exempt new issues of Canadian securities,
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in the Eurodollar market.®* The increasing pressures imposed by the FDIR have
required American companies to meet the requirements as to rate, maturity and
terms imposed by the nonresident alien investors who are collectively referred
to as “the Eurodollar market”.

The universally experienced demand imposed on American companies borrow-
ing in the Eurodollar market during the last six years is that interest on the debt
instruments they issue must be free of withholding for United States federal
income tax and that these debt instruments must not be subject to United States
estate tax when held by a nonresident alien,

A variety of methods have been employed for issuing debt securities the pay-
ment of interest on which will be free of withholding tax. Short-term borrowings
have been made through European banks or European branches of American
banks, which, in turn, buy matching Eurodollar funds. Short and medium term
debt instruments subject to restrictions on transfer have been sold to financial
institutions in nations with which we have a treaty exempting interest pay-
ments from withholding. Finally, long-term freely transferrable debt instruments
have been issued through sc-called “internaticnal finance subsidiaries” (which
are domestic corporations) and “offshore finance subsidiaries” (which are for-
elgchoi'poratlons of the type recognized by §§ 1000.1401 through 1000.1405,
FDIR).

The Internal Revenue Code itself and treaties to which the United States is a
party permit interest on short and medium term Eurodollar debt to be paid free
of United States withholding. The Internal Revenue Service has issued many
(certainly more than one hundred) rulings during the last six years which
(together with existing treaties to which the United States is a party) have per-
mitted interest on Eurodollar debt incurred through finance subsidiaries to be
paid free of United States withholding tax.

All finance subsidiaries are complicated corporate structures, but the offshore
finance subsidiaries are particularly so. Nevertheless, they have proliferated
rapidly. As the FDIR continue applicable over an increasing number of years,
their cumulative effect combined with the complex effects of foreign tax laws
and the Internal Revenue Code itself have forced American companies to employ
them as borrowing channels.®

Offshore finance subsidiaries incur income taxes in the jurisdictions in which
they are organized. These taxes may be claimed as credits against United States
Federal income tax of the parent American companies which finance through
them. Sections 902 and 960 Internal Revenue Code. If interest on the debt instru-
ments which offshore finance subsidiaries issue in the Eurodollar market could
be issued by domestic corporations under rules permitting interest on these debts
to be paid free of withholding tax, offshore finance subsidiaries would be em-
ployed only in the most unusual circumstances. Almost all the debt instruments
they issue would be issued by American parent companies (which must guarantee
their debt instruments in any event) or by domestic subsidiaries of American
parent companies. .

To the extent obligations of domestic corporations could be substituted for the
debt obligations of offshore finance subsidiaries, American parent corporations
would benefit in several ways. Because their borrowings must be backed up by
capital equal to 209% of thc principal,® American parent companies have very
large amounts of liquid capital exposed in jurisdicticns in which offshore finance
subsidiaries are organized. This exposure could be eliminated. Administrative
and legal expenses of borrowing in the Eurodollar market could be reduced. The
principal beneficlary of the substitution of debt obligations of domestic corpora-
tions for debt obligations of offshore finance subsidiaries would be the Treasury
by reason of the reduction in allowable foreign tax credits now generated by
these corporations. Neither issuing corporation, nor their parents nor the non-

3 The FDIR are “not designed to curb foreign investment. . . It is the source of financ-
ng . . . which is at issue.” Statement of Charles E. Flero, Director, OFDI Annual Con-
ference of the Tax Foundation, Inc, Deccmber 2, 1968 CCH Balance of Payments Serv.
Par, 9202, Sec. 306(e) (2) and 313(d) (1) FDIK.

¢ Though formal statistics are not available, a very substantial portion of the total bor-
rowing done by American companies in the Eurodollar market has been effected through
finance snubsidiaries organized in Luxembourg, the Netherlands or the Netherlands Antilles.

5 Agaln formal statistics are not available, but those familiar with foreign financings
estimate that 759% of the $1.5 billion addition to the Eurodollar debt of American companies
which has occurred in 1971 has been incurred through offshore finance subsidiaries
organized in the Netherlands Antilles.

¢ This is a requirement universally imposed by the Revenue Hervice as a condition to a
favorable ruling on any finance subsidiary.
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resident alien lenders would, under the amendments proposed, receive any United
States tax advantage which is not now available through the use of an offshore
finance subsidiary.

Interest paid on a debt instrument subject to interest equalization tax by reason
of proposed Section 4912(b) (4) could be made free of withholding tax by treat-
ing such interest as income from sources without the United States. This could be
done by adding to Section 861(a) (1) a provis'on to the following effect:

(G) interest on debt obligations which were, when issued, deemed to be

obligations of a foreign obligor pursuant to section 4912(b) (4).
Correspondingly, such debt obligations could be exempted from United States
estate tax by amending the last sentence of Section 2104 (c) deal’ng with debt
obligations which are property within the United States to refer to the above
provision. As amended, this sentence of the statute would read :

“Phis subsection shall not apply to a debt obligation to which section 2105(b)

applies or to a debt obligation of a domestic corporation if any interest on

such obligation, were such interest received by the decedent at the time of

his death, would be treated by reason of section 861(a) (1) (B) or scction

861(a) (1) (@) as income from sources without the United States.””
By adding these amendments to the income and estate tax provisions of the Code,
debt instruments subjected to interest equalization tax by the proposed Section
4912 (b) (4) would be treated in precisely the same manner as are debt obligations
presently issued by offshore finance subsidiaries.

(4) Section }912(b) (4) should be cxtended to permit outstanding dcbt instru-
ments to be made subject to interest equalizat’on tax when assumed by a
domestic successor to an offshore finance subsidiary

Even though the amendments to Sections 861(a) (1) and 2104(c) proposed
above were adopted, it would be impossible in many cases to reflnance existing
obligations issued through offshore finance subsidiaries by repaying them and
issuing new obligations which could be subjected to interest equalization tax
pursuant to the proposed Section 4912(b) (4). Among other things, the Euro-
dollar capital market has been so heavily strained that remarketing these debt
issues might be extremely difficult in many cases.

It would, however, be possible, under the indentures to which they are subject,
to dissolve many, and perhaps most, existing offshore finance subsidiar‘es and
cause their debt obligations to be assumed by American parent companies (or
their domestic affiliates) if the assumed debts of these companies could be made
subject to interest equalization tax under the proposed new Sect’'on 4912(b) (4).
This could be accomplished by adding to the proposed statutory provision the
following sentence:

“For the purposes of this paragraph, if all the stock of a foreign corporation
is owned by a single domestic corporation (or by two or more corporations, each
of which was an includible corporation in a single affiliated group, as defined in a
section 1504) and if such foreign corporation has been formed or availed of
principally for the purpose of borrowing funds cutside the United States, the
date on which a debt obligation of such foreign corporation is assumed by any
such domestic corporation or by any domestic corporation which is a member
of such affliiated group shall be deemed to be the date on which such debt obliga-
tion is issued.”

Since this would permit disposing of many, if not all, existing offshore finance
subsidiaries, it would benefit both the Treasury and American corporations which
have been forced into the Eurodollar market.

Respectfully submitted.

M. BERNARD AIDINOFF.
JoHN P. CARROLL, Jr.

AMERICAN BAR ASSOCIATION,
Washington, D.C.. March 16, 1971.
CHIEF COUNSEL,
Senate Committee on Finance,
New Senate Office Building, Washington, D.C.

DeAr Sir: Enclosed herewith is a compilation of individual comments sub-
mitted with respect to the above, by the members of the Section of Taxation
through its Committee on Foreign Tax Problems. The following members of that
Committee submitted comments :

7 The material to be added by the proposed amendment is italicized.
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M. Bernard Aidinoff, Esq., 48 Wall Street, New York, N.Y. 10003
John P. Carroll, Jr., Esq., 1 Chase Manhattan Plaza, New York, N.Y. 10003
John A. Corry, Esq., 1 Chase Manhattan Plaza, New York, N.Y. 10005
Henry W, deKosmian, Esq., 1 Chase Manhattan Plaza, New York, N.Y. 10003
T. Paul Freeland, Esq., 1000-16th Street, N.W., Washington, D.C. 20036
Ralph O. Winger, Esq., 80 Pine Street, New York, N.Y. 10005
These comments represent only the individual views of the members who sub-
mitted comments and are in no way to be construed as representing the position
of the American Bar Association or of its Section of Taxation.
Sincerely yours,
SHERWIN T. McDOWELL,
Chairman.
(Enclosures.)

COMMENTS OF THE MEMBERS OF THE COMMITTEE ON FOREIGN TAX PROBLEMS
SECTION OF TAXATION, AMERICAN BAR ABSSOCIATION

Set forth below are the comments of members of the Committee on Foreign
Tax Problems, Section of Taxation, American Bar Association, on certain pro-
visions contrined in H.R. 5432.

1. Sectic *(a) of the Bill. Section 3(a) would add a new paragraph (4) to
Code Seciioit 4912(b). This would provide a special election whereby any class
of the debt obligations of a domestic corporation would be treated for interest
equalization tax purposes as debt obligations of a foreign corporation. The lan-
guage of the proposed Code Section 4912(e) (4) makes it clear that if such an
election is made in the case of convertible debt obligations, it must also apply
to any class of stock into which such debt obligations may be converted. It is
submitted that there is no reason to impose such a requirement. In the case of
domestic corporations whose debt obligations are subject to interest equalization
tax under Code Section 4912(b) (3), the Internal Revenue Service hag never re-
quired as a condition to issuing a ruling that the underlying stock should also be
made subject to interest equalization tax. We understand that the Service's
position is the same in the case of debt obligations of foreign incorporated finanec-
ing subsidiaries which are convertible into shares of stock of a domestic corpora-
tion. It is submitted that there is no reason why a different requirement should
apply in the case of convertible debt obligations of a domestic corporation as to
which an election is made under Section 4912(b) (4), and we have reason to
believe that making such stock subject to interest equalization tax might be a
substantial deterrent to selling such convertible debt obligations to foreign
purchasers.

As presently drafted, the exemption for prior American ownership under Sec-
tion 4918 and the exclusion for direct investments under Section 4915 may not
be available with respect to obligations described in proposed Section 4912 (b) (4).
There also may be some ambiguity with respect to Section 4919, sales by under-
writers and dealers to foreign persons. Since there is no reason why obligations
described in Section 4912(b) (4) should be treated differently than obligations of
foreign obligors generally, these statutory exclusions should be available. This
can be done by changing line 21 on page 2 of the Bill to read “than Sections
4911(d), 4915, 4918 and 4919 .

In addition, it should be emphasized that Section 4912(b) (4) will have only
limited utility unless parallel provisions are inserted in the income and estate
tax provisions of the Internal Revenue Code, which would exempt payments in
respect of such debt obligations from United States withholding taxes and would
exempt such obligations from United States estate taxes when held by non-
resident aliens. At the present time, United States corporations have borrowed
substantial amounts of funds from foreign sources through the use of foreign
borrowing subsidiaries, mostly incorporated in the Netherlands Antilles, interest
paid by which is not subject to United States withholding taxes. The use of
such subsidiaries, however, does result in the incurreace of additional costs
and other inconveniences which would not exist if these funds could be borrowed
directly by United States corporations. Furthermore, the use of a foreign bor-
rowing subsidiary results in such subsidiary incurring a foreign income tax
liability, which in most cases is not an extra cost to the borrower but merely a
tax which ultimately reduces United States income taxes by reason of the
foreign tax credit provision. The loss of United States tax revenue could be
avoided if United States corporations could effectively borrow overseas without
the use of foreign financing subsidiaries.
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Accordingly, it is suggested that a new Section 861(a) (1) (G) be added to
the Internal Revenue Code, under which interest (including original issue dis-
count as defined in Code Section 1232(b)) on debt obligations of a domestic
corporation as to which an election is made under Section 4912(b) (4) would
be excluded from the definition contained in Section 861(a) (1) of income from
sources within the United States. At the same time, the last sentence of Section
2104(c) would be amended by inserting a reference to new Section 861(a)
(1) (G) so that a debt obligation of a domestic corporation would not be treated
for estate tax purposes as property within the United States if any interest
thereon would be treated by reason of Section 861(a) (1) (G) as income from
sources without the United States. It is submitted that such amendments would
not result in any tax avoidance, since the same results can be reached today
through the use of foreign incorporated financing subsidiaries. However, as we
have noted above, the adoption of such amendmeants would elim.nate certain
difficulties and costs which presently exist for United States corporations which
wish to borrow funds abroad for use in the United States, and hence, in our
opinion, such amendments would advance the balance of payments program of
the United States.

2. Section 3(f) of the Bill. Section 3(f) would amend Code Section 4919 to
permit the President by Executive order to extend to a period not exceeding
thirteen days the present three-:day period within which a dealer must resell
foreign stock to foreign persons if he is to obtain a credit or refund of the interest
equalization tax imposed when he purchases such foreign stock. In order for
such an extended period to be available, the Bill provides that the acquiring
dealer must keep such records and must submit to the Secretary or his delegate
an identifying procedure in advance of any acquisition of foreign stock which the
dealer wishes to resell during such extended period. It is submitted that since the
general provisions under which this credit or refund is available apply only to
acquisitions by a dealer in the ordinary course of his business, there is no reason
why there need be such an advance notification requirement. Furthermore, since
a dealer acting in the ordinary course of business could not be making acquisi-
tions for investment purposes, the limitation of the Executive Order to “acquisi-
tions made for customers and not for investment purposes” seems unnecessary
and might even raise the inference that under present rules acquisitions might
be made for investment purposes by a dealer. Accordingly, it is suggested that
the amendment to Code Section 4019(a) be revised to add a period immediately
after the word “days” on line 23 of page 10 of the Bill and to delete the balance of
that sentence. For the same reason, it is suggested that a period be added after
“subsection (a)” on line 16 of page 11 of the Bill and that the balance of that
sentence be deleted. Alternatively, since appropriate conditions may be included
in the Executive Order, new Section 4919(b) (1) (C) could be deleted entirely.

3. Section 3(4) of the Bill. Section 3(i) amends Code Section 6651 so as to
extend the penalties set forth therein to the failure to file interest equalization
tax returns or the failure to comply with the reporting and withholding require-
ments imposed on participating firms under Code Section 4918(e). It is sub-
mitted that such an amendment is not necessary in the case of quarterly interest
equalization tax returns, since Section 6651 presently applies to returns required
under Section 6011, and since the filing of quarterly interest equalization tax
returns is required under Section 6011(d) (1). For the same reason, it would
appear that no such amendment is necessary in cases where there is a failure to
pay the taxes shown or required to be shown as taxes on such returns. Thus, it
would appear that any amendment of this sort should be limited to returns re-
quired under the authority of Section 4918 (e). It also should be noted, however,
that Section 6651(e) as set forth in H.R. 5432 specifically refers only to returns
and not to taxes shown or required to be shown on such returns, even though the
report of the House Ways and Means Committee at pages 21-22 indicates concern
over this point as well. Accordingly, it is also submitted that in addition to
deleting the reference to Section 6011(d) (1), there should be inserted before the
word “in” on line 17 of page 13 of the Bill the words “and to the amounts shown
or required to be shown as tax on such returns”. For the same reason, it is sug-
gested that there be inserted before the word “specified” on line 18 of page 13 of
the Bill the words “or taxes”.
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STATEMENT OF THE CHAMBER OF COMMERCE OF THE UNITED STATES OF AMERICA
ON INTEREST EQUALIZATION TAx EXTENSION AcT oF 1971

(By Robert R. Statham®*)

The Chamber of Commerce of the United States appreciates the opportunity
to express its views on the Administration’s proposal to extend the Interest
Bqualization Tax Act to March 31, 1973, The National Chamber continues in
opposition to an interest equalization tax, and opposes its further extension
by H.R. 5432, the Interest Equalization Tax Extension Act of 1971."

SUMMARY OF THE POSITION OF THE CHAMBER OF COMMERCE

The Chamber is very much concerned with the proposal to extend again the
interest equalization tax. Although originally adopted in 1964 as a temporary
measure, and made retroactive to July 1963, this “temporary tax” is proposed to
be extended for the fourth time since its enactment. After eight years, it is time
for us to reappraise the necessity and long-range effect of this so-called temporary
tax.

The National Chamber has consistently opposed the interest equalization tax
since it was proposed in 1963. The tax contravenes established national policies
and does not advance our long-term balance-of-payments goals. The tax restricts
trade and investment and imposes artificial controls on the free international
movement of capital.

While it is recognized that the United States balance-of-payments position
needs strengthening, the extension of this temporary measure—swhich has proved
difficult to administer and enforce—is no solution to the problem.

NOT A BOLUTION 'TO THE BALANCE-OF-PAYMENTS PROBLEM

The interest equalization tax was enacted as a corrective measure for the
purpose of attempting to solve this country’s balance-of-payments problem. This
excise tax on the purchase by U.S. persons from foreign nationals of portfolio
securities of foreign issuers was a departure from our traditional advocacy of
a free capital market and the unrestricted movement of capital.

At the time of enactment, it was apparent that any attempt to solve the
Nation’s balance-of-payments problem had to be temporary in nature. While in
the short run, investments in foreign securities may create a deficit in our bal-
ance of payments, tie repayment of debt and the receipt of interest and dividends
are substantial surplus factors. Therefore, reduction in portfolio investments in
foreign securities might be desirable as a short-term remedial measure, but in
the long run it acts against a surplus by reducing tiie income to be realized by
persons in this country from foreign investments. It is time to terminate this
tax which runs contrary to our long-run objective of equilibrium in our balance
of payments. Continuation of this measure will only further postpone the achieve-
ment of equilibrium.

It would be preferable to attack our balance-of-payments deficit by reducing
domestic inflation and Government outlays overseas. More competitive prices for
exports, and more encouragement to business investment abroad, particularly
in underdeveloped countries, constitute long-range approaches to solving our
payments problem. For example, the recent changes in our depreciation pro-
visions announced by the Treasury Department are expected to increase the
competitiveness of American goods abroad, and thereby strengthen our balance
of payments.

In an effort to seek new ways to improve the Nation’s balance of payments, the
Chamber has encouraged the study of the value-added tax. One recent study was
made by The President’s Task Force on Business Taxation. The National Cham-
ber urges additional in-depth study and discussion of the value-added tax, or a
similar tax as a means of correspondingly reducing the income tax and improving
the Nation’s international balance of payments.

We also urge the adoption of the proposed Domestic International Sales Cor-
poration concept as another means of improving the Nation's trade position and
helping to alleviate the balance-of-payments problem. DISC will put American
exporters in a more competitive position in the search for world markets, will

* Taxation and Finance Manager, Chamber of Commerce of the United States.
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encourage American manufacturers to locate their plants in this country, rather
than overseas, and will help companies which are too small to operate foreign
subsidiaries to enter the export field.

Another positive approach toward strengthening the U.S. export position in
world markets would be improved export financing. The future of the U.S. trade
balance depends largely on expanding sales of sophisticated, high technology
capital goods, and it is precisely these exports where competitive export financing
is becoming crucial to the sale. Our export credit facilities such as Eximbank,
the Agency for International Development, and the new Overseas Private Invest-
ment Corporation should be given additional funding leeway to provide our ex-
porters financing on a parity (rates and payment terms) with that which foreign
counterpart institutions provide our competitors.

Such techniques as this are far better methods of improving our balance-of-
payments picture than an interest equalization tax.

RESTRICTS TRADE AND INVESTMENT

The interest equalization tax restricts trade and investment. However, restric-
tion on the free movement of private goods and capital is not the solution to our
balance-of-payments problem. Remedial measures should be oriented to expan-
sion rather than restriction of world trade and investment. Business should not
be required to conduct its operations for any length of time in ways that do not
permit it to be fully competitive with foreign business.

This type of economic barrier encourages retaliation by other nations since
the interest equalization tax is correctly interpreted by foreign countries as a
form of exchange control.

CONTROLS UNDESIRABLE

Controls in peacetime on the free internatioral movement of capital are unde-
sirable. Such controls disrupt normal business decisions. The provisions in the
law which permit modification of the tax rates by executive order introduce an
element of uncertainty, further disrupting normal business decisions an:i restrain-
ing business planning. Because of the recent decline in domestic interest rates,
it can be expected that the tax rate again may be adjusted.

Artificial controls tend to bring about artificial results. For the investor, there
is in effect a devaluation of his dollar, since the tax increases the cost of his
investment. And the tax tends to reduce the quality of foreign investments mar-
keted in this country, since foreign borrowers resort to marketing their securi-
ties in the United States only if they cannot be sold elsewhere.

IN CONCLUSION

It is time that short-run effects be given less emphasis, and that primary con-
sideration be given to long-run objectives. The Interest Equalization Tax Act
should be eliminated rather than extended.

MorrisoN, FoersTER, HoLLOowAY, CLINTON & CLARK,
San Francisco, Calif., March 12, 1971.
[AIRMAIL]
Tom Vai, Esq.,
. Chief Counsel, Senale Committee on Finance,
New Senate Office Building, Washington, D.C.

Dear Tom: I reached Dennis Bedell by telephone this morning regarding
section 3(d) of H.R. 5432, which you and I briefly discussed on the telephone
yesterday. Since you and I talked I have had section 3(d) of H.R. 5432 dictated
to me from Washington and I have now had an opportunity to study the exact
language of the House bill. Based upon my reading of section 3(d) and my con-
versations with Dennis Bedell, I am satisfied that the intention is to cover the
case of stock issued within a two-year period preceding the effective date of the
enactment of H.R. 5432. Indeed, unless the statute is so construed, you have
the ridiculous situation which you and I reflected on during our telephone con-
versation, e.g., stock issued more than two years prior to the date of enactment
could qualify for waiver of the 15-day notice; stock issued after enactment could
qualify for waiver, but stock issued within the two-year period immediately
preceding enactment could not qualify for waiver! Surely, this result was not
intended and I think that the statutory language should be construed accordingly.

Although I have not yet received a copy of the Walys and Means Committee
Report on H.R. 5432, I understand that the general explanation contains an
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example illustrating section 3(d)(2) of the bill, ¢.g., the special 60-day rule for
filing waivers with respect to stock issued more than two yecars in the past. In
order to nail down once and for all the Committec’s intention that there is no
“gap’’ in the coverage of section 3(d), I believe that the following language in
the Committec Report would be very helpful:

“[Pursuant to Section 3(d)] the gecretary or his delegate is authorized to
waive the 15-day notice requirement with respect to shares issued before or after
the date of enactment of the bill, provided an application is filed by the issuing
corporation within two years after the shares are issued. Further, if more than
two ycars have clapsed since the issuance of shares, the Secretary or his delegate
may waive the notice provided the issuing corporation makes application for
the waiver within 60 days after the date of enactment of the bill.”

As I indicated above, this language has been drafted without the benefit of the
Ways and Means Committee Report so I am not in a position to frame my sug-
gestion in the specific context of the Ways and Means Committce’s language.
Obviously, the key to my suggestion is the ‘‘before or after the date of enact-
ment’’ phrase in the first sentence of my draft.

As I indicated to you on the telephone, my firm does represent a corporate
client who may be benefited by section 3(d) of H.R. 5432. If you have any further
questions or desire any additional information, please let me know. Obviously,
I stand ready to provide you with any additional information which you may
require.

Sincerely,
TaHomas D. TERRY.

O



