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In 1963, the United States balance-of-payments were

-

very unfavorable. To try and reduce the deficit, the
interest equalization tax was enacted late in 1964. It is a
tax on the acquisition of foreign securities by United States

PETSONS .,

The background of this tax was locked at and also

why the tax was needed. Various terms used in my study are
defined in Ch ¢er I because thev ma | SN R £ mn -
defined in Chapter I because they may have a different mean

ing than the casual reader would expect them to have.
The type of acquisitions or debt obligations that

~

aye taxable and which ones qualify for an exclusion are

o>]

briefly described. Also, the income tax provisions for the
tax are discussed.
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, the current legislation dealing with the

.,_..
~

&

a

tax was discussed and whether it will continue to he equi-
table in the future, A bill to double the tax as it stands
today is currently in the Semate and 1s expected to be

passed with little or no opposition.
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costs were attracting certain borrowings merely

the interest cost differcntials; that to this e

borrowings unnecessarily accentuated
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as made a target for measures aimed at the paym
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An excise tax which would equalize financing costs hetween
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the remedy for this excess outflow of dollars.

In response to this request, LR 83600 was

yital marketsg was
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s¢en as

1Patrick J. Murphy, "The Interest E
Journal of Accountancy, CXVIV (January, 1
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in Congress on August 8, 1563, The bill, as amended was

-
i

enacted as Internal Revenue Code Chapter forty one.
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urging its passage, had
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fied private long-term capital oui a prime

cause of the Unitec¢ States' worsening balance of payments
position. They prophesied that, as rising production costs

b =)

%ade it more difficult for Duropean firms to finance expan-
sion from retained earnings, foreion industry would increas-
ingly resort to borrowings, Turther, because European
capital markets were not adequately organized to efficiently
supply these imminent needs for local savings, unusually
heavy demands for capital would be visited on the
States market unless capital costs were equalized. Conse-

quently, it was argued, failure to enact the Interest

erp

tions of

peia
(53

Equalization Excise Tax on acquis oreign stock,

securities and obligations could only be expected to aggra-
vate the United States balance of payments position, Since
he need for the tax was deemed to be temporary, it was to
terminate after December 31, 1965, but in order to inhibit

crash buying beforec enactment, the tax was to be effective

retyoactively to July 19, 1963, the day after President

St

Kennedy asked for it.

H-

Onposition to the Bill:

Opponents of the bill not only were cynical sbout the

temporary nature of tax bills generally, but also viewed it

Yt i Tha d,
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as a means of exercising control over the financial community
by the selective approval of certain types of United States
private investment abroad. Turthermore, they denied the
h

need for such a tax, asserting t repatriations visa

b
ot ]

dividends, interest and loan-principal payments exceeded
amounts reinvested by the private investors. Moreover, they

feared that this tax could jeonardize benefits accruing from
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foreign income-producing assets

and might stunt the growth of this ownership.

4
Reasons for Tax:

(1) A worsening in the payments deficit. "It hit an
annual rate cleose to $3.5 billion in the second quarter of
1963, partly because of short-term outflows to Canada and
into the European market.

(2) A rising volume of long-term foreign borrowings
in the United States at an annual rate of close to two
billion dellars.

(3) Reluctance of France to buy the Treasury's new
bonds that, in effect give a guarantee against dollar
devaluation.

(4) Worries ahout the steady decline in the lnited
States gold stock, probably the most pressing concern of all.
Financial men suspected-?ha?'the London "“gold pool'’ was
masking a drain on gold that would soon creep into official

figures,

4"Koeping U. S, Dollars at liome,"” Business Week,
July 2751963, p. 21.
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Treasury officials felt that they could wait no

longer. The trade surplus was improving, but any improve-

7

3

ment was being overwhelmed by the tide of foreign borrowings.
Treasury officials could see no limit to them. A three

billion dollar deficit in

[

1963 would show no improvement
over 1962, and the way things were going, deficits weould be

the order of the day for at least another three years. By

("1

then, said Under Secretary of Treasury Robert V.
"Qur balance of payments would have gone to pieces.’

The cheoice of an Eaualizstion Tax on interest rates
was Roosa's; he assumed responsibility, and considered it
merely an influence on long-term interest rates, much as the
discount rate affects short-term rates.

As the Treasury saw it, the tax, which would effec-

o
s ]

tively boost borrowing costs by about one p cent, would
keep marginel borrowers out of the United States market--
those who come here not for the availability of credit, but
because interest rates are lower than abroad.

In general terms the Interest Equalization Tax was
designed to bring the cost of capital raised by foreigners
in the United States market into closer alignment with the

[ vd

costs prevailing in the markets of most other industrialized
countries, This is achieved by means of an excise tax on
the acquisition from foreieners of foreign securities with
maturities of three yéars oT MOTE.

Its specific purpose is to reduce the immediate

5 fissip
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Although the Interest Equalizastion Tex was enacted

on September 2, 1964, it applies to taxable acquisitions of

stock of fereign issuers and debt obligations of foreipn

(2]

obligors made after July 18, 1963,

Definitions of Tax Terms Used:

Many of the terms, in this paper, have a technical
meaning that is broader than would be expected; others have

a meaning which is quite different than that which the

casual readex might think they mean. Therefore, me of the

ta
O

b

o

terms which frequently appear in this paper must bo defined:

(1) The United States includes all of the fifty

?"h

states, the DPistrict of Columbia, the Commonweanlth of Pucrio

6>
A

<@

Rico and the possessions of the United Stat

(2) A United States Perseon includes any United

pecbo

T

4o

States ¢ zen ot resident, any domestic partnership or

o?

corporation, any United States government agency, any state

or political subdivisien or agency thereof, and any domestic

;c-h
T2

estate or trust. Certain foreign partnerships and corpora-
tions which participate as underwriters in public offerings
may also elect to be treated as United States persons.

(3) A Debt Obligation includes any indebtedness

whether or not it is represented by 2 written instrument,
whether or not it is secured, and whether or not it bears
interest. The term debt obligation also includes any interest

in or option or vight to acquire any such indebtedness,

“Jbig. p. 5.  Ibid. p. 4.

B



due upon its acauisition.

When a debt obligation is subject t¢ retirement
before maturity through the operation of a mandatory sinking
fund, the pericd remaining to maturity is determined on the
basis of the average remaining life of the obligation.

(5) S8tock 1includes any share or other capital
interest in a corporation, any interest of a partner in a
partnership, and any interest in an investment trust. It
also includes an indebtedness which is convertible into
stock of the obligor, if the election to convert is exercis-
able only within a peried of five vears or less from the
date on thah interest on the obligation first begins to

acirue,

(6) A Poreign Issuer or Obligor includes any inter-

national organizatien, unless the United States is a member;
any foreign government, or pelitical subdivision or agency
thereof; any foreign corporation, foreign partnership,
foreign estate or trust; and any nonresident alien individual.
A domestic corporation which is a management company under
the Investment Company Act of 1940 may elect to be treated

as 2 foreign issuer or obligor provided it meets certain
specific requirements.

However, a fereign corporation {other than a company
registered under the Investment Company Act of 1940) is
treated as a domestic corporation with respect to any class
of its stock if more than 65% of such class of stock was

held of record by United States persons as of the latest



2
record date before July 19, 1963, or if such class of stock
was traded on national securitiecs exchanges (registered with
the Securities Exchange Commission) which trading constituted
the principal market for such class of stock during 1962,
provided that as of the latest record date before July 19,
1963, mere than 50% of such class of stock was held of

record by United States persons.

(7) An Acquisition means any purchase, transfer,
distribution, “exchange, or other transaction by nature of
which ownership is obtained. It also included a transaction

where ownership is obtained through a nomninee, custodian or

agent.



Inposition of Tax:

Acquisitions of debt obligations are taxed at gradu-

o

ing with the length of the period remaining
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to maturity-at the time of the aCQuiS' tion, the percentage

’ 3 " 10
rates being applied to the actual value of the obligation.

ks

The table helow shows the tax rstes:
i

.Anl inE 1

Debt Schedule
(Sec 50% ﬂ9}1 Tax Rates)

The tax, as &
If the period vemaining D zcent1ye of
to maturity is: tual value, is

At least 3 vears, but less than 34 years 2.75%
At least 34 vears, but less than 44 years 3.55%
At least 44 years, but less than §4 vears 4.35%
At least 5% vears, but less than 64 vears 5.10%
At least 04 years, but less than 7& years 5.80%
At least 74 years, but less than 84 years 6.,50%
At least 84 years, but less than 9% vears 7.10%
At least 94 vyears, but less than 104 vesars 7.70%
At least 104 years, but Jess than 11J years 8.30%
At least 114 years, but less than 134 years 9.10%
At least 134 years, but less than 164 years 10.30%
At least 164 years, but less than 189 years 11.35%
At least 164 years, but less than 215 years 12,35%
At least 214 years, but less than 234 vears 13.05%
At least 234 vears, but less than 263 years 13.75%
At least 264 years, but less than 284 years 14,35%

2 years or more 15.00%

e e a o . e - e e ey e (i e

. AR 22 R

-IO”The Interest Bogualization Tax,” Tax Ideas Report,
1964, p. 26501,

llpatrick J. Murphy, "The Interest Equalization Tax,"
Journal of Accountancy, CXVIV (January, 1965), 41,

''''' 10
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If the period to maturity is less than three years,

»

no tex is imposed upon the debt obligation.

&cav@ g§10 1S :

Gtenerally, an acquisition will be considered as

having been made on the date the consideration is paid for

y B
e ot

the stock or debt obligation is acquired. Where a lender

(8

agrees to make a series

o

f loans over a pericd of time, each

locan is treated as a separate acquisition o

=iy

a debht obl
gation and each acquisition is deemed to occur on the date

the particular loan is made,

Transaction Which Are "Deened" AcQuisitions:13

AT e g e s

(1} Converting debt obligations to stock--Where a

o 3 e A = L G i b 385 BN A O A

-

United States person acquires a debt obligation after
July 18, 1963 which is convertible into stock of a foreign
issuer, the exercise of the right to convert is deemed an

acquisition of stock from & foreign issuer by the person

_....
=
L

exercising such right. This rule applies whether or not t
debt obligation was originally acquired from 2 foreign
obligor. The legislative draftsmen recognized, however,
that under certain circumstances this nrovision could result
in double taxation., Therefore, they drafted a limitation to

the tax that could be imposed upon the "second" acquisition,

Under this limitation the amount of tax imposed upon the

12”1?51&11 J. Langer and Benjamin S. Schwartz, "The
Interest Hqualization Tax,” The Monthly Digest of Tax
Articles, April, 1965, p. 5.

13

Ibid.
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conversion is limited to the amount which would have been

e

due if the original acquisition of the debt obligation had

)
"““3
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ign

(J

been treated as an acquisition of stock from a fore

-

ol

seller, less the amount of tax actually paid by the person

exercising the rieht upon acaquisition of the convertible

debt obligation. If the acquisition of the convertible debt

P2a

cbligation was not originally subject to the interest equali-

v

zation tax, you nevertheless deduct the amount of tax which

W
o

would have been imposed if the debt acquisition had been

<

subject to tax.

iy

(2) Extensions o existing debt obligations--Any

extension or renewal of an existing debt obligation which

3

reguires affirmative action of the obligee is deemed =an

ct

a

acquisition of a new debt obligation. However, there is a

limitation on the tax imposed in such instances. From the

fon of the "new" debt

rl;.

amount of tax imposed upon the acquisi
obligation, the obligee is credited with the amount of tax
which would have been imposed if the extended debt obligation
had been acquired in a taxable transaction immediately prior
to its extension.

(3) Transfers to foreign trusts--A transfer of

money or property (other than in a sale or exchange for {ull
and adequate consideration) to a foreign trust is deemed an
acquisition of stock of a foreign issuer in an amount equal
to the actual value of the money or property ¢ransferred, to

the extent that the trust acquires stock or debt obligations

which would, if acquired directly by the transferor, be



13
subject to the interest equalization tax. This rule is
applicable whether or not the transferor has an interest in

the trust

>

YD .'O?;”Gl"n COTUO"Z’H 10’"\ and nartney-

ships--Any transfer to a foreign corporstion or foreign

partnership as a contribution to its capital is deemed an
acquisition by the transferor of stock of such corporation
or partnership in an amount equal to the actual value of the
money or property transferred. Similarly, any transfer made

to a forelgn corporation or partnership in exchange for its

debt obligations is deomed :

£
3
O
53
{34
1433
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of the stock of the foreign entities, if the corporation or
partnership was formed or availed of by the transferor for
the principal purpose of acquiring stock or debt obligations

and the direct acquisition thereof by the transferor would

=
]

ave been subject to the interest equalization tax,

This latter provision closes what would otherwise

=

constitute a glaring loophole in the law, Conversely, the
provision, unintentionally perhaps, creates & possible
double tax burden on transferors who are United States
DETSONS .,

(5) Acquisition from certain domestic companies--1f

a domestic company is formed or availed of for the principal
purpose of obtaining funds for a foreign issuer or obligor,
the acquisition of the domestic company's securities is
deemed to be a taxable acquisition. In effect, the United

States company making the acquisition is taxed as if it has



14
actually acquired stock or a debt obligation directly from
the foreipn issuer or borrewer. This rule, however, is not
applicable to a domestic corporation or partnership which

obtains capital to be used by it in the active conduct of

its own business, or the active conduct of a2 joint venture

3

in which it participates, even though the corporation or

2

partnership may be wholly owned by a foreign 1ssuer or
obligor.

(6) Reorpanizations--Acquisitions by United States
persons of securities of foreign issuers or obligors in an
exchange to which the Internal Revenue Code applies are not
treated as "acquisitions."

P ‘ : it id
fransactions Which Are Mot Acquisitions:

e A A e B i A i S .

(1) Transfers to nominces--Transfers between a

United States person and his nominee, custodian or agent are
not included in the term acquisition. Thusg, the term is not
applicable to a transfer of stock or a debt obligation by a
custorer to his broker, or hy the broker to his custonmer,
unless the broker is acting for his own account,

(2) Transfers by operation of law--Transfers from a

decedent te his personal representative, from a minor or an
incompetent to his guardian, from a bankrupt to a trustee in
bankruptcy and certain other transfers by operation of law,

are not considered to be withln the purview of an acquisitiocn

M1pia.
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(s)

Gifts or inheritances--A transfer by inheritance
to a United States person or by a gift to a United States
individual is excluded from the tax. However, inter vivos

transfers to trusts or other entities are not excluded,

(4) Certain corporate distributions--Receipts of

.
i

stock dividends and other distributions made by a foreiagn

—
(»)
<
o
5
o
o
fosd
-
Q
=3
@

corporation to its st and consisting of the

securities of the distributing corporation are not acquisi-

r

tions., ' This exclusion applies even though the transfer is

|.

in connection with a roorganization, liguidation or redemp-
tion which may be subjoct to federal income taxes.

{(5) ' Corporate Liquidations--Liquidating distribu-

tions to United States sharsholders of a foreipgn corporation,
consisting of stock or debt obligations owned by the foreign

wa

corporation on July 18, 1963, are not acquisitions unless

the United States sharcholders acquired their shares in the

liquidating corporation under circumstances resulting in an

)

xclusion from tax under specificd sections of the law,

(6) Conversion of certain indebtedness--As previous-

1y stated, eny indebtedness which is convertible into stock
Y 5 ¥
of the obligor only within five years from the date on which

interest first begins to sccrue is treated as stock, mot a

debt obligation.

(7) Employee stock options--If a foreign corporation

grants a United States individual a stock option, the grant
of such option is not considered an acquisition if certain

specified requirements are met. The option must be
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material respect.

Where a United States person seeks to avail himself

of the tax exemption on the basis of prior American owner-
ship, but has not received a certificate or written confir-
mation, he may use other evidence to establish the exclusion,

but only after showing reasopable cause for his inability to

produce such certificate or confirmstion.

an

(2} DPirect Investments--The acquisition of stock ov

a debt obligation of a foreign corporation or partnership is
exciuded from the tax where the United States person invest-
ine has a specified ownership interest in the foreign com-
pany. The scquisition is exempt if the acauiring United
States person owns 10% or more of the combined voting power
of all classes of stock of the foreigr corporation at any
time within onc year after the acquisition. The same rule
applies where the acquiring United States person owns 10% or
more of an interest in the profits of a foreign partnership.

(3) Investments in Less Developed Countries--The tax

does not aﬁpi} to the acquisitien by a imited States person
of: 1) a debt 0%14 gation issued or guaranteed by th
ment of = 1955 developed country; 2) stock or debt obliga-
tions of a less developed country co ﬁbration; 3) a debt
obligation issued Ly an individﬂal or partnersiip resident

in a less developed country in return for money or property
which is consumed or disposed of wholly within less developed
countries; or 4) stock or debt obligations of a foreign

jssucr or obiicor required as a reinvesiment within a less

e
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pad

developed country by the terms of a contract of sale with
such country, entered into as a result of threatened or
actual exprepriation of property owned by the United States
person.

Any country, except the following, may be designated

A

an Executive Order as a less developed

)
t.z:.;
.A.J
ot
fmta
£
)
-

by the Pres
country. Therefore, for purposes of the tax
forelgn countries including overseas territories and posses-

sions of any foreign country not within the Sino-Soviet

bloc are presently considered as less developed countries:

A
3

Australia ¥onaco

Auvstria Retherlands

Belgium Few Zezland

sanada Norway

Denmark Republic of South Africa
France San Marino

Germany (Federal Republic) Spain

Hong Kong Sweden

Italy Switzerland

Japan United Kingdom
Liechtenstein All Countries within the
Luxemboure Sino-Soviet bloc

government or ¢f any corporation, partnership or trust organ-
ized under the laws of e particular foreign country.

On September 2, 1964, President Johnson issued an
Executive Order which excludes all new issues of Canadian
securities from the tax.

(§) Underwriters and Dealers--Altheough undervwriters

and dealers that acquire foreign securities are subject to



the tax, they are allowed a credit against the tax or a
b ¥ : Ty, - o P & e - L

refund of the tax under certain circumstances. If securitie
are acquired by an underwriter in connection with a private

placement or public offering and are thereafter sold to non-

United States persons as part of such placement of offering,
the underwriter will be entitled to a credit agasinst tax or

refund of the tax imposed upon his acquisition of the

States persons within two business days after its acguisi-

tion. Similarly, a credit or refund will be available to a

s |

dealer who, in the ordinary course of his business, acquires

purchase to non-United States persons and to certain dealers.

Purchases made to cover a short sale must be nade within

6) Commercial Bank Loans--The acquisition of a

tax if the benk acquires such gbligations in the ordinary
course of its commerciazl banking business. This exclusion
also extends to foreign stock or debt obliga ilons acquired
by a commercial bank through foreclosure.

(7)  Export Credit Tr nsactions--1) United States

guaranteed loanS»aThe acquisition of a foreign debt cobliga-
tion arising out of the sale of tangible personal property

or services is not subject to tax if the payment of the

obligation is guaranteed or insured by a inited States



3

0

Government agency such as the Export-Import Bank. 2) United
States produced goods--The acquisition of a2 foreign debt

obligation derived from the sale of tangible personal pro-

perty or services is exempt from the tax, if 85% of the

purchase price is attributable

=%

o preperty produced, grouwn
or extracted in the United States or to the performance of

services by the seller. his exclusion is applicable only

to the receipt of a foreign debt cbligation acquired in the

-
1

ordinary course of business operations of an exporter. It

o 2 o

does not apply to the acguisition of foreign stock by

exporters. 3) Export-related loans--The acquisition of 8
foreign debt oblipation is exempt from tax if the United

States person making the loan can demonstrate that 1t was

made to increase or maintain sales of tangible personal pro-

=

perty produced, grown or extracted by him in the United

States. 4) United States Agencies--Acquisition of securities
of foreisn issuers or obligors by any United States Govern-

ment agency ore excluded from the tax.

Fiiing Returns and Penalties:

Interest equalization tax returns (form 3780) must be
£iled quarterly by all persons who incur liability for the
tax during the quavter or would incur liability but for the

exemntion provision relating to prior American ownership.

16T“r;ha11 J. Langer and Benjamwin S. Schwartz, "The

Interest Equalization Tax," The Monthly Digest of Tax
Articles, April, 1965, p. 20,




’J

Ivformﬂtxon TP-H“ﬂS:i

Every United Stat

:T

25 nerson which is a commercial
bank must file an information return with respect to loans
and commitments to forelgn obligors. Such rveturn must he
filed even though all of the loans made by the bank are

from the tax.

@
P
9
=
& tj
-
Hn

Dvery menber of a registered national securities

oF
fede
<
-
=
-t
o=
o
72}
ot

exchange or associat keep such records and file such

-

information returns as may be prescribed by regulations with

wie
Jede

respect to acquisitions and sales of foreign securiti

835

Ly

effected by it as a ‘broker.

Each interest equalization tax return must be filed
by the last day of the month following the calendar quarter
1" the return is made. Interest equalization tax
returns must be filed with the district director with whom

the United States person files his federal income tax

A person who is required to file but fails to file a

timely interest equalization tax return, with respect to a

2

period in respect of which he incurred no tax liability

because of prior American ownership, is subject to a civil

~

penalty equal to 5% of the amount of tax which would be due
but for the exemption concerning prior Americen ownership,

unless the failure is due to reasonable cause. The penalty

Thid, p. 21.

17 18

Ibid, p. 22,



cannot be less than §10 nor mecre than $1,000,.

Any person sclling foreign securities who willfully
icate of AMmerican ownership containing a
misstatement of a material fact is liable for a penalty
equal to 125% of the amount of tax which would ‘have been
imposed on the buyer of such securities in the absence of
such ‘¢certificate.

A person who willfully executes a certificate of
sale to 2 foreign person, knowing that such certificate is
fraudulent or false in any material respect is guilty of a

nisdemeanor. Upon conviction such person may be fined up to

$§1,000 or im

“5

Tisoned up to one year for ecach offense.

Income Tax Provision:

o s

The Interest Equalization Tax Act amends several Code
sections relating to income tax. Section 263(e) is amended
to provide that any amount paid as tax under Section 4911

shall be treated as a capital expenditure, except to the
extent that any amount attributable to the amount paid as
tax is includible in gross income for the taxable year.
Section 1232(b) (2) is amended to provide that for purposes
of computing original issue discount, and issue price as
otherwise determined shall be increased by the amount of tax
paid under Section 4911 (and not credited, refunded, or

reimbursed on the acquisition of such bend or evidence of

indebtedness by the first buyer).

lg”Thc Interest Equalization Tax," Tax Ideas Report,

1964, p. 26516,
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FUTURE OF INTEREST EQUALIZATION TAX

January 26, 1967--The Treasury asked congress to
double--as of January 26, 1967--the tax deterrent to foreign
securities purchases by Americans, and to grant President
Johnson power to alter the tax rate later.

The main purpose is to permit

]

interest rates in the United States without risking a new

o

outpouring of dollars in case rates in other countries don't
drop as much.

Specifically, the bill is intended to add two
percentage points to whatever annual interest rate foreigners
pay to borrow here, up from the one percentage point that has
applied since mid-1963.

To do this, the interest equalization tax rate on
American purchases of most foreign securities from
foreigners would be raised to 30% from 15%, retroactive to
January 26, 1967, and the levy on debt obligations such as
bends and bank leans would be raised to a range of 2.10% to
30%

depending on maturity, from the present range of 1,05%

2

on the shortest issues covered to 15% on the longest.

ZOWall Street Journal, January 26, 1967, p. 1.
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To compensate American investors for the tax they
must pay on their purchases, the foreign borrower or security
issuer must offer a higher interest rate than otherwise.
The tax thus in effect is passed on to the foreign procurers
of capital from United States sources.

The United States has a payment deficit when

foreigners acquire more dellars than they return in all
transactions.
To head off "accelerated purchases'" while the mea-

sure to double the interest equalization tax is pending in
Congress, Treasury Secretary Fowler askead that the lawnmakers

impose the maximum two percentage point barrier as of

January 26, 1967, except for purchases "made pursuant to

firm commitments in existance” January 25, 1967, the day the
request was disclosed,

The tax law itself, currently scheduled to expire
July 31, 1967, would be extended for two vears through July

I}

31, 1969, if Congress approves, and the President would be

able to set the effective interest cost addition anywhere
between zero and the maximum two percentage points.21

Officials of banks and securities firms generally
expressed surprise over the Administration's move, saying
they thought the proposal was more drastic than conditions
warranted.

"I was looking for an extension of the tax at the

g 1ike this," said Andries Woodhouser

«

present rate, but nothin

2l 1pig.
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partner in Burnham § Company, a New York Stock Exchange

22
®

jbs

member firm that specializes in foreign securities
The extra two year's life for the law, Mr. Fowler
said, is needed "While pressure on our balance of payments
continues," and *"Capital markets abroad continue to he
insufficiently responsive to tihe voluntary program adminis-

&

tered by the Federal Resevrve Roard to restrain the flow of

A
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capital abroad."”

Generally, the other current features of the tax
would remain intact. The tax wouldn't be extended to direct
investment of corporations in foreign subsidiaries, they
stressecd, although that possibility has been discussed from
time to time in the Administration. New issues of Canadian
securities would still be exempt, as would up to $100 million
a year of new Japanese obligations either issued or guaran-
teed by that country's government.

Leans and investments for "less developed” countries
also would continue to be exempt, as would loans to pay for
exports from the lnited States.

Other commercial bank loans of one-to-three years
maturities would continue to be covered by the tax, at the
new higher rates applying to bonds in the same maturity
brackets., All debt obligations of less than one year matu-
rity would remain fully exempt, the Treasury said.

Under the proposal, the tax on debt obligations of

at least one year but less than 1-1/4 year maturity would be

221h44,
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b
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stressec¢, although that nossil
time to time in the Administration. DNew issues of Canadian
securities would still be exempt, as would up to §100 million
a year of new Japanese obligations either issued or guaran-
teed by that country's government.

Leoans and investments for '"less developed’ countries
also would continue to be exempt, as would loans to pay for
exports from the linited States.

Other commercial bank loans of one-to-three years
maturities would continue to be covered by the tax, at the
new higher rates applying to bonds in the same maturity
brackets., All debt obligations of less than one year matu-
rity would remain fully exempt, the Treasury said,

tinder the proposal, the tax on debt obligations of

at least one year but less than 1-1/4 year maturity would be

B21h4id & v waid bikdss
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The higher interest equalization tax would be
imposed retroactive to January 25, 1967.  The President
would be given limited authority to vary the tax rate after
the law is enacted.

Although the tax is imposed on Americans’ purchase
of foreign securities, in effect it is absorbed by foreigners
because they have to mark up yields on securities to offse
the tax. In practice, the tax has had the effect of almost
drying up the market in the United States for foreign
securities subject to tax.

Under the committee bill, an American buying a
foreign stock would be subject to a 22.5% tax, up from 15%.
The tax on a foreign debt obligation would range from 1,58%
on a maturity of at least one year but less than 1-1/4 years,
to 22.5% on a maturity of 28-1/2 years or more; the current
range is from 1.05% to 15%. The lievy on a commercial bank
lean, appliceble on loans of from one to three years, would
range from 1.58% to 4.13%; the current range is 1.05% to
2a 7844 4

The committee bill also broadens a number of relative-
ly minor exemptions from the tax. One new provision would
give a securities dealer purchasing foreign debt obligations
from another dealer more time te dispose of the bonds before
becoming liable for the interest equalization tax.

Current law gives the dealer making the purchase

from another dealer only on€ day to resell the bonds without

27 yb4d.



30
Indonesia, Iran, Irag, The Xuwait-Saudi Arabia Neutral Zone,

Libya, Quator, and Saudi Arabia.
? L 4 ?

countries from the list of '"less doveloped" lands exempt
from the tax., While little securities business is done with

them, the action puts the tax on a basis parallel with the

Feda

Commerce Department’'s veluntary program for restraining

I

£

direct foreign investment in "developed' Nations.



CHAPTER 1V

RECOMMENDATIONS AND CONCLUSIONS

°

When the interest equalization tax was set up in
1864, it was supposed to be of a temporary nature. Every-
time it has come up for renewal, it has passed again with
little or no opposition.

I feel it is & very necessary part of our tax plan.,
It is one of the only ways of discouraging Americans from
investing in foreign securities and it also provides revenue
te the government. Our balance of payments deficit was not

ittle over the

bt

very good in 1864. It has been improving a
last two vears, but now it appears that it is not anywhere
close to where it actually should be. Therefore, the Treas-
ury felt it was not only necessary to ask Congress to renew
the tax, but to double it and give President Johnson the
power to alter the tax rates if he felt it was necessary.

It looks like the tax is going to be here for a long
time to come, although the Tressury stressed again just last
month that the tax was just temporary te try and improve our
balance of payments position,

The louse passed the measure unanimously and the
Senate is expected to pass it with little opposition, so

Congress must feel that it is very necessary. I feel the

31
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